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I. INTRODUCTION'

1. The amount of public sector debt outstanding in the U.K. is low. Public sector net
debt totaled £303 billion in nominal terms or 30 percent of GDP as of February 2002

(Table 1), the lowest ratio since 1992, and also the lowest among all the G-7 countries

(Table 2). Total public sector gross debt (i.e., public sector net debt before short-term
financial assets are deducted) consists almost entirely of central government gross debt, since
the vast majority of local government and public corporations’ gross debt is borrowed from
the central government and is thus netted out when calculating the consolidated figure. In
addition, although more than £4 billion of local government debt is not held by the central
government, this is offset in the public sector net debt figures by a similar amount of central
government debt held by public corporations, such as the Post Office.

Table 1. Public Sector Net Debt

(£ billions, percentages in italics)

End-March 1/ 1997 1998 1999 2000 2001 2002
Central government gross debt 3919 3939 3923 3877 3767 372.0
Local government gross debt 51.6 51.9 52.7 534 523 52.5
Less holdings of other public sector debt:
Central gov’t holdings of local gov’t debt 42.5 43.4 453 46.8 48.0 479
Local gov’t holdings of central gov’t debt 0.2 0.2 0.3 0.3 0.0 0.0
General government consolidated gross debt 400.8 4022 3995 394.1 381.0 376.5
As a percent of GDP 50.6 47.8 45.5 42.2 38.9 37.2
Public corporations gross debt 26.6 26.0 26.8 26.8 27.7 26.8
Less holdings of other public sector debt:
Central gov’t holdings of public corp. debt 25.7 25.7 26.4 26.5 27.3 26.7
Local gov’t holdings of public corp. debt 0.0 0.0 0.0 0.0 0.0 0.0
Public corp. holdings of central gov’t debt 7.1 7.4 6.5 7.1 6.5 6.7
Public corp. holdings of local gov’t debt 0.8 0.8 0.8 0.0 0.0 0.0
Public sector consolidated gross debt 3934 3943 3925 3873 375.0 369.9
As a percent of GDP 49.7 46.8 44.7 41.4 38.3 36.5
Less public sector liquid assets 449 414 439 47.2 69.0 66.8
Public sector net debt 3485 3529 348.6 340.1 3059  303.2
As a percent of GDP 44.0 41.9 39.7 36.4 31.2 29.9

Source: Office for National Statistics.
1/ 2002 data are as of end-February.

! This paper was prepared by the FSAP mission team as part of the background work for the U.K. FSAP in the
summer-fall of 2002. The primary contributor to this paper was Mark Zelmer of the IMF’s Monetary and

Financial Systems Department.



Table 2. General Government Net Financial Liabilities for G-7 Countries

(As a percent of GDP)
Estimates and projections

Year 1985 1990 1995 2000 2001 2002 2003

Canada 52.5 61.2 88.0 65.0 59.7 56.1 51.0
France 10.6 16.1 359 422 422 42.6 422
Germany 18.7 17.8 394 41.5 41.5 432 433
Italy 79.6 83.7 108.7  98.7 95.5 93.0 89.8

Japan 35.0 12.4 16.9 51.1 58.7 66.8 74.0
United Kingdom 30.8 15.1 36.9 33.1 30.5 29.2 28.5
United States 41.9 49.9 59.2 434 41.1 414 40.0

Memo items:

European Union Countries 343 33.0 54.1 50.0 48.3 47.7 46.5
20 OECD Countries 36.4 35.0 48.2 442 434 443 441

Source: OECD Economic Outlook No. 70, Government Debt Statistics: Fiscal Balances & Public Indebtedness

2. Gilts (government bonds) are the main component of the stock of central
government debt (Table 3). Most consist of conventional instruments, although there is a
significant stock of inflation-indexed (index-linked) bonds outstanding. National Savings
instruments issued to U.K. households represent the largest non-gilt segment. There is also a
small amount of Treasury bills outstanding, which are issued for government cash
management purposes. Foreign currency debt is very small, and is hedged by matching
foreign currency reserves.

Table 3. Distribution of Nominal Central Government Gross Debt by Instrument
(£ billions, percentages in italics)

End-February 2002

British Government Gilt Stocks 269.7 72.5
Of which: Conventional 198.8 53.4
Index-linked 1/ 70.9 19.1

Sterling Treasury bills 7.9 2.1
National Savings & Investment 62.5 16.8
Certificates of tax deposits 0.5 0.1
Other sterling debt 27.9 7.5
Central government sterling gross debt 368.4 99.0
USS debt 2.1 0.6
Euro Treasury notes 1.2 0.3
North American government war loans 0.2 0.1
Central government foreign currency gross debt 3.6 1.0
Total central government gross debt 372.0 100.0

1/ The nominal value of index-linked gilts has been raised by the amount of accrued capital uplift.

Source: Office for National Statistics.



3. The stock of gilts is mainly held by institutional investors. U.K. insurance
companies and pension funds hold most of the gilts outstanding (Table 4). The rest is mainly
held by other domestic financial institutions and nonresidents.

Table 4. Distribution of Gilt Holdings as of December 2001

(market values)
(£ billions, percentages in italics)

Public sector 1/ 4.4 1.3
Banks and building societies 3.1 1.0
Insurance companies and pension funds 183.7 62.7
Other domestic financial institutions 29.6 10.3
Households 18.8 6.4
Nonresidents 534 18.2
Total 292.9 100.0

Source: Office for National Statistics
1/ Net of central government holdings.

4. The U.K. government follows a sustainable investment rule, which states that
public sector net debt as a proportion of GDP will be held at a stable and prudent level
over the economic cycle. Other things being equal, policy is for net debt to be maintained
below 40 percent of GDP over the economic cycle. The government also has a second fiscal
rule known as the golden rule, which states that, over the economic cycle, the government
will borrow only to invest, and not to fund current spending. The low level of government
indebtedness in recent years has enabled the government to respect these rules with
comfortable margins to spare.

5. The rest of this chapter examines the UK’s public debt management practices
using the IMF-World Bank Guidelines for Public Debt Management as a framework.
The focus is on the management of the central government’s domestic wholesale market
obligations by the Debt Management Office (DMO), since these account for most of the debt
outstanding and are the most relevant from the standpoint of the stability of the U.K.
financial system. In light of the low level of borrowing by the U.K. government in recent
years, special attention is placed on the measures taken by the authorities to maintain a well-
functioning gilt market. The coordination of debt and cash management with monetary
policy is also examined given the transfer of sterling cash management from the Bank of
England to the DMO in 2000. Section A examines the objectives of debt management;
transparency issues are discussed in Section B; and the institutional framework is outlined in
Section C. The debt strategy followed by U.K. authorities is reviewed in Section D; the risk
management framework in Section E; and the functioning of the gilt market in Section F. An
overall assessment of U.K. public debt management practices is provided in Section G.



II. OBJECTIVES AND SCOPE OF DEBT MANAGEMENT
6. The current objective for debt management was set in 1995. It is as follows:

To manage over the long-term the cost of meeting the Government’s financing needs,
taking into account risk, whilst ensuring that debt management is consistent with the
objectives of monetary policy.

7. This objective is to be achieved through the following strategies:

o Pursuing an issuance policy that is open, predictable, and transparent;

o Issuing conventional gilts that achieve a benchmark premium;

o Adjusting the maturity and nature of the government debt portfolio, by means of the

maturity and composition of debt issuance and other market operations, including
switch auctions, conversion offers, and buy-backs;

o Developing a liquid and efficient gilts market; and
o Offering cost-effective retail savings instruments.
8. The objective explicitly takes account of risk and focuses on managing debt

service costs over the long-term. The authorities seek to ensure that expected debt service
costs are robust against a variety of economic outturns. The main way of doing this is by
considering the effect of issuance on the ensuing government debt portfolio. They do not
believe that they are able to predict which security will prove to be cheaper than any other,
since they do not believe that they are any better informed than the market on key
macroeconomic variables. Instead, they prefer to select a debt portfolio that protects the
government from as wide a range of shocks as possible.

9. In terms of the operational delivery of the objective, the 1995 review of debt
management heralded a move away from a highly discretionary debt management
policy. It rejected the thesis that discretion benefited the government in that it could sell
appropriate amounts of debt at advantageous prices. It concluded that under such
arrangements the government would pay an unnecessary premium, since it would be
systematically attempting to beat the market and there would be no certainty or transparency
in the path of issuance policy. As a result, the government has shifted in favor of a policy that
promotes a more efficient, liquid and informationally more complete market. This includes
adhering to a policy of annual published remits, which set out in advance issuance in terms of
type and maturity of gilt, a pre-announced auction calendar, and a move from gilt sales by tap
to an auction-based issuance system.



Coordinating debt management with fiscal and monetary policy

10. Responsibility for debt and cash management has been formally separated from
monetary policy, and there are mechanisms in place to ensure that the conduct of these
policies is appropriately coordinated. The DMO officially became operational as an
executive agency of HM Treasury in April 1998 and took over responsibility for debt
management from the Bank of England as of that date. Full responsibility for cash
management was assumed in April 2000. Prior to April 1998, the Bank of England acted as
the government’s agent in debt and cash markets. The transfer of debt management
responsibilities to HM Treasury helped to mitigate any perception that the Government’s
debt and cash operations benefited from inside knowledge over the future path of interest
rates. It has also helped to avoid a potential conflict of interest, or perception of a conflict,
between the objectives guiding debt management and monetary policy operations. And, it
appears to have aligned incentives within HM Treasury to improve cash forecasting, as
evidenced by the significant improvement in mean absolute forecasting errors documented in
the chapter on systemic liquidity arrangements.

1. The separation of responsibilities allows for the setting of clear and separate
objectives for monetary policy and debt management with benefits in terms of reduced
market uncertainty and hence lower interest rates. The Bank of England’s Monetary
Policy Committee (MPC) is able to raise any issues about the implications of debt
management for monetary policy with HM Treasury’s representative at MPC meetings.
However, in order to avoid creating any external perceptions that the DMO is privy to
monetary deliberations, it has no contact with the MPC (including the non-voting HM
Treasury representative) with regard to interest rate decisions or its thinking.

12. The debt management objective still has a reference to monetary policy. It
ensures that the Bank of England’s monetary policy responsibilities will not be undermined
by the DMO or by the Treasury (e.g., “printing money” to meet the government’s cash
requirements, or DMO cash management operations interfering with the Bank’s monetary
policy operations).

13. At the operational level, the framework for cash management developed by HM
Treasury and the DMO in discussion with the Bank of England is designed to ensure
that DMO operations do not cut across the Bank’s monetary policy operations. The
DMO avoids holding tenders at times when the Bank is conducting money market
operations, and does not hold reverse repo tenders at the 14-day maturity range. It also does
not conduct ad hoc tenders on MPC decision days. These restrictions do not apply to bilateral
operations conducted by the DMO owing to their relatively low market profile compared to
auctions. However, the DMO acts as a price-taker in its market operations.

14. The DMO may also issue Treasury bills to assist the Bank of England in its
management of the sterling money market. If so requested by the Bank, the DMO would
add an additional amount of bills to a tender and deposit the proceeds at the Bank at an
interest rate equal to the average yield at the tender. If the DMO were to do this, it would



identify, in its usual announcements, any amounts being issued for the Bank. This facility has
not been used.

15. On occasion, sizeable unanticipated cash inflows and outflows may occur too late
in the day for their impact to be smoothed by the DMO in the money market. To take
account of this, arrangements have been put in place with the Bank of England and
settlement banks to cope with late changes to the forecast without disadvantage to the
market. In circumstances where there is an Exchequer cash surplus, the surplus is taken into
the Bank of England’s 4:20 p.m. overnight repo facility and is allocated at a non-penal
interest rate (i.e., the additional refinancing is provided by the Bank to the settlement banks at
its two-week repo rate). An Exchequer cash deficit can also be offset by bilateral borrowing
from a number of settlement banks through a special end-of-day transfer arrangement.

16. The DMO targets a balance of £200 million at the Bank of England in order to
manage the rare circumstances where unanticipated changes to the forecast are not
fully accommodated in the usual end of day arrangements. The current structure replaces
the previous arrangements through which late changes were absorbed by fluctuations in the
size of the government’s Ways and Means advance from the Bank of England. Since the
transfer of cash management to the DMO, the £200 million target has, as expected, covered
all but two daily cash shortfalls. The two exceptions both occurred in the 2000-01 fiscal
year, and only required modest (around £20 million) fluctuations in the size of the Ways and
Means advance (which normally stands at £13.4 billion). Both were reversed the following
business day.

17. Debt management is coordinated with fiscal policy in that the annual borrowing
program is set by HM Treasury on the basis of the fiscal plans contained in the
government’s budget. The borrowing program is updated in line with the update to the
government’s cash forecast, issued at the time of the Pre-Budget Report.

18. The DMO operates as much as possible on a commercial basis and distances
itself from a role in supervising financial markets. For example, it sets its own terms and
conditions when managing the risks associated with its operations, such as rules governing
eligible collateral in its market operations.” However, it tries to promote well-functioning
markets by operating as a “good market citizen”—e.g., by setting a good example in the
conduct of its market operations and responding to requests for information from the Bank of
England and the FSA on market developments. It also plays an active role in the market

? The range of collateral accepted by the DMO in its market operations is set without recourse to prudential
information from the Bank of England or the FSA. It consists of all gilts, Treasury bills, and foreign currency
issues of HM Treasury; selected European government €-denominated sovereign issues; selected highest-rated
supranational £- and €-denominated debt; selected bank bills, and other high quality short-term debt issued by
supranationals and foreign governments. Consistent with market practice, the DMO does not publish specific
details regarding the collateral it will accept, but does publish broad outlines of the collateral accepted in repo
and reverse repo trades. This enables it to set rules that are free of public policy considerations and devoid of
signaling content. Its market counterparties learn the details through experience.



committees that discuss the functioning of the markets in which it operates, and works
closely with market participants to introduce new innovations such as electronic trading
systems to the interdealer gilt market. It is also prepared to serve as an instrument of the
Treasury should there be a need for public intervention to support the markets, provided that
such an operation would be conducted in a transparent fashion and in a way that clearly
separates it from the DMO’s normal market operations.

III. TRANSPARENCY AND ACCOUNTABILITY

19. Public debt management in the U.K. is conducted in an open and transparent
fashion in accordance with the government’s Code for Fiscal Stability. Indeed, market
participants effusively praised the authorities for the major improvements in transparency
that have been introduced since 1997. The DMO and HM Treasury maintain websites that
contain a comprehensive set of information and publications that provide data on, and
explanations of: the objectives guiding debt and cash management activities; the debt/cash
management governance and institutional framework; the government’s finances; and
debt/cash management operations. Under statute, the government must publish details of its
borrowing activities during the fiscal year, and its plans for the year ahead before the end of
the fiscal year. These are contained in the Debt and Reserves Management Report (DRMR)
published by the Treasury. The DRMR also explains the debt and foreign exchange reserves
management operations of the fiscal year just ended, and for the coming fiscal year, details
the financing requirement, the forecast sales of gilts, their breakdown by maturity and
instrument type, and the gilt auction calendar, along with planned short-term debt sales
including Treasury bills.

20. An auction calendar is issued at the end of each quarter by the DMO, which
confirms auction dates for the coming quarter and states which gilts are to be issued on
which date. Normally eight calendar days before an auction, the amount of stock to be
auctioned is announced (and if it is a new stock, the coupon). At this point, the stock is listed
on the London Stock Exchange and ‘when-issued’ trading commences. A quarterly auction
calendar is also issued for Treasury bill tenders.

21. Market-makers and end-investor groups are consulted regularly through
meetings with DMO staff during the formulation of these plans (and also quarterly
before the DMO announces specific auction stocks for the quarter ahead). They are also
regularly consulted ahead of time whenever the authorities are considering changes to debt
management practices or initiatives to enhance the functioning of the market. Minutes of the
consultation meetings are published within a few hours of the meetings.

22. Gilts are now issued by auction. The DMO retains the ability to buy-back or issue
gilts in smaller quantities (by tap) and conduct special repos at short notice for market
management reasons—i.e., to ensure that the functioning of the market is not severely
impaired by technical pricing distortions associated with excess demand for a specific
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security and the like. Operational transparency is enhanced through regular close consultation
with market participants.’

23. The National Audit Office (NAQO) annually audits the government’s Debt
Management Account (DMA), the account through which all financial transactions
entered into by the DMO in pursuit of its debt and cash management objectives pass,
and the National Loans Fund (NLF), through which all gilt issuance is recorded. It also
audits the administrative (or agency) accounts of the DMO. The results of these audits are
published each year. In addition, the DMO’s annual report reports its performance in meeting
the objectives set forth in its business plan. This report and the DMO’s annual business plan
are published each year on the DMO’s website. Like all U.K. government executive
agencies, the DMQ’s activities are to be regularly reviewed by the parent department, the
results of which are reported to Parliament.

24. One area where there continues to be some opaqueness in the process is the lack
of information on the considerations that lie behind the cost-risk trade-offs implicit in
the annual remit provided to the DMO. The authorities expect to publish work shortly that
examines the linkages between fiscal policy and the debt portfolio. It includes the
development of a comprehensive asset and liability risk monitor to aid the quantification of
risks faced by the central government in its balance sheet. A preliminary version of the risk
monitor was published in the 2002-03 DRMR as a precursor to the publication of the Whole
of Government Accounts in 2005-06.

IV. INSTITUTIONAL FRAMEWORK

25. The institutional framework for debt management is well specified with a clear
articulation of roles and responsibilities. Government debt management is principally
handled by two executive agencies. The DMO manage the government’s domestic wholesale
market borrowings and its domestic cash balances. National Savings and Investments (NS&I)
oversees the government’s savings instrument program, which raises funds directly from
U.K. households. Foreign currency debt management and the management of the
government’s foreign currency reserves are still conducted by the Bank of England as agent
for HM Treasury under a formal remit between the two institutions.* The annual remits
provided to the DMO and NS&I and the MOU between the Bank and HM Treasury are
published in the DRMR.

3 Full details of all these instruments and operations are available in the Gilt Operational Notice and Cash
Operational Notice on the DMO website.

* The Exchange Equalization Accounts (the government’s repository for its foreign currency reserves) are
published each year. There is also a formal monthly requirement to publish the level of reserves and indicate
whether (and if so, the amount) the authorities have intervened in the foreign exchange market.



-11 -

26.  As with all U.K. government executive agencies, the DMO's relationship with
HM Treasury is outlined in a framework document that sets out the roles and
responsibilities for each of the parties involved in debt management.’ The basic structure
for debt management is that Treasury Ministers, advised by officials in HM Treasury’s Debt
and Reserves Management Team, set the policy framework within which the DMO takes
operational decisions within the terms of the annual remit provided to it by Treasury
Ministers. The DMO's business objectives include a requirement for the DMO to advise the
Treasury about the appropriate policy framework, but strategic decisions rest with Ministers.
The Bank of England acts as the DMO's agent for gilt settlement and retains responsibility
for gilt registration.

Legal framework for borrowing

27. The legal framework underpinning debt management provides HM Treasury
with wide discretion as to how to raise money by borrowing. It does so through two
statutory funds, the National Loans Fund, and its sub-account for wholesale market
borrowings, the Debt Management Account. Its main power to borrow for the National
Loans Fund is conferred by section 12 of the National Loans Act 1968. This provides that the
Treasury can raise any money that it considers expedient to raise for the purpose of
promoting sound monetary conditions in the U.K., and this money may be raised in such
manner and on such terms and conditions as the Treasury think fit. Section 12(3) of the same
Act makes it clear that the Treasury’s power to raise money extends to raising money either
within or outside the U.K., and in other currencies. There are no set limits on the extent to
which the Treasury may borrow from outside the United Kingdom.

28. The Treasury’s power to borrow for the Debt Management Account is conferred
by paragraph 4 of Schedule 5A of the National Loans Act 1968, and this paragraph, like
section 12 of the Act, gives the Treasury a wide discretion as to how to raise money.
Paragraph 4(3) is similar in terms to section 12(3) of the Act, and it provides that the
Treasury’s power to raise money under paragraph 4 extends to raising money either within or
outside the United Kingdom, and in other currencies. Again, there is nothing in Schedule 5 of
the Act to limit the amount of money the Treasury may borrow from outside the United
Kingdom. In practice, Treasury borrowing takes a wide range of forms and ranges from the
issuing of long-term securities (gilts) to the issuing of short-term Treasury Bills (12 months
maximum) under the Treasury Bills Act 1877.

Organizational structure within the DMO

29. The DMO’s own organizational framework is clear and well-specified. The
Chancellor of the Exchequer, with advice from Treasury officials, determines the policy and

> A full description of all the DMO’s responsibilities, objectives and lines of accountability is set out in the
current version of its Framework Document (July 2001). It and other relevant documents can be found on the
DMQO's website.
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financial framework within which the DMO operates, and delegates to its Chief Executive
operational decisions on debt and cash management and day-to-day administrative issues.
The Chief Executive is appointed by HM Treasury, and variously reports to the Permanent
Secretary (on expenditure and related issues), to Treasury Ministers (on policy issues), and to
Parliament (in the formal presentation of accounts). In particular, the Chief Executive is
responsible to Treasury Ministers for the overall operation of the DMO, and for delivering
the remit in a way that he/she judges will involve the least long run cost to the Exchequer,
subject to being compatible with other policy considerations.

30. The DMO employs approximately 80 people organized around ten business
units, and has a structure of corporate governance in place to assist the Chief Executive
in carrying out his responsibilities. There is an informal high-level Advisory Board,
advising the Managing Committee, which is the senior decision making body for the office.’
The Managing Committee is in turn supported by a Credit and Risk Committee and strategy
groups for each key business area (Debt, Cash, Investment). There are currently two external
non-Executive Directors on the Advisory Board, both of whom are also on the office’s Audit
Committee, together with a member of HM Treasury. And, there is an appropriate separation
of front, middle, and back office activities. If the Advisory Board is expected to become a
permanent fixture in the DMO, the authorities may wish to consider formalizing it in
the DMO’s governance framework, and introduce some selection criteria to guide its
membership.

31. The DMO is financed as part of HM Treasury and operates under arrangements
that control its administrative expenses. It is subject to an internal audit function that
reviews the systems of internal control, including financial controls, and to external audit by
the National Audit Office. The Chief Executive is the Accounting Officer for both the
office’s administrative accounts, and the accounts of the Debt Management Account (DMA)
through which all its market transactions pass.

32.  Appropriate human resource policies and systems are in place. The Chief
Executive of the DMO is responsible for setting the DMO’s personnel policies and managing
staff. The Office has delegated authority for pay, pay bargaining, training and setting terms
and conditions in order to recruit, retain and motivate staff. Nonetheless, personnel policies
must be consistent with wider public sector pay policy and the Civil Service Management
Code. In practice, this means that while the DMO has some discretion with respect to the
setting of staff compensation levels, the overall compensation policy must be approved by
the government. The DMO achieved Investors in People accreditation in June 2000—an
internationally-recognized ISO accreditation that recognizes the DMO’s commitment to staff

% The Advisory Board does not have any formal standing in the governance framework and its proceedings are
not published. The two members were appointed by the Chief Executive Officer through an informal selection
process. They provide the DMO’s management team with access to external expertise in audit issues and the
formulation of investment management guidelines—the latter has taken on added importance now that the
DMO has cash management responsibilities.
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training and development, and its efforts to foster a “learning” environment in the
organization. DMO staff are bound by conflict-of-interest guidelines and the code-of-conduct
applicable to the U.K. civil service.

33. Policies and procedures have been adopted to control operational risk. The
Statement of Internal Controls (SIC) in the DMO’s Annual Report & Accounts (ARA) 2000-
2001 describes the DMO’s approach to managing its operational risk. The adequacy of the
DMO’s management of risk and internal controls is regularly reviewed by the DMO’s Audit
Committee, which is chaired by an external non-executive director. In addition, the DMO has
established a Business Continuity Plan. This Plan includes a capability that would enable it to
conduct its business at its Disaster Recovery Site in the event of its main offices becoming
unavailable (see the SIC).” In the event that the DMO had to invoke this plan, it would post a
notice on its web site notifying market counterparties of the event and of further information
relevant to the continued operation of its business. A business continuity plan is also being
developed in conjunction with key market participants under the stewardship of the Bank of
England to mitigate the effect of a severe dislocation to the infrastructure supporting the U.K.
markets.

34. The lack of an automated bidding process for Treasury bill and gilt auctions is
one area where the DMO is currently exposed to more operational risk than debt
managers in some other industrial countries. Bids are submitted by auction participants to
the DMO by telephone, and DMO staff call the bidders back to confirm the details of each
bid before the auction is processed. While a telephone system is very resilient, such an
approach can potentially result in human errors, and may also slow the processing of the
auction. As a result, government debt managers in several industrial countries have
automated the bid-capture process using Bloomberg or customized systems, and have cut the
amount of time spent processing the auction to 15 minutes, compared 30 minutes for gilt
auctions. The DMO would also like to automate its bid-capture process, and expects to
consult the market later this fiscal year. One hurdle to overcome in developing such a system
will be to ensure that it can handle bidding limits for dealers and end-investors; however,
some countries have been able to develop systems with such a feature. Inasmuch as this
would represent a transfer of operational risk from the DMO to the market, such a proposal
may not necessarily be enthusiastically endorsed by the DMO’s counterparties. Nonetheless,
the DMO is encouraged to follow through with its desire to automate the bid-capture
process for gilt and Treasury bill auctions (although the latter should wait until these
instruments are dematerialized). Once these systems are installed, the telephone bidding
system could be used as a fall-back, for use in cases where the electronic systems are not
available for some reason.

7 For example, under one of the arrangements the DMO and the Bank of England can use each other’s trading
room as a backup facility in the event of an emergency. This arrangement has been successfully tested in
practice. For example, on one occasion the processing of a T-bill tender was successfully transferred from the
DMO to the Bank in the middle of an auction.
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V. DEBT STRATEGY

35. HM Treasury, with input from the DMO, determines the desired structure of
new issuance for the year ahead taking into account the financing requirement and the
costs and risks associated with various instruments. This remit is published in the annual
DRMR, and is expressed in terms of the percentage issuance across each class of gilt and
overall financing to be raised through the issuance of Treasury bills.® After consulting HM
Treasury and market participants, the DMO takes further tactical decisions about the features
of new debt issues, and the precise timing of new borrowings during the year in line with the
overall target. Significant changes to projected borrowing requirements may result in
revisions to the remit. The Chancellor’s Pre-Budget Report (typically published in October or
November) provides an opportunity to revise the remit, if necessary, in light of changes to
HM Treasury’s economic outlook.

36. The risks associated with the government’s debt are prudently managed. The
government’s policy has been to issue debt across a variety of instruments with a definite
preference in favor of longer-term securities. At 7.5 years (at end-March 2002) the average
duration of the gilt stock is longer than that of most OECD governments. This partly reflects
a desire to minimize rollover risks, which in the past were significant when indebtedness
levels were high. In addition, by issuing longer-term conventional debt, the government has
been able to profit from the high institutional demand for long maturity debt from U.K.
insurance companies and pension funds, which contributed to an inverted yield curve in
recent years (see Section F). Along with a relatively smooth redemption profile, this helps to
provide additional certainty to projections of future nominal debt servicing costs. Long
duration debt also helps to limit the effect of any supply-side shock on the government's
fiscal position.

37.  If the yield curve distortions should recede at some point in the future, the
authorities may wish to consider shortening the average duration of the gilt portfolio. In
an upwardly sloping yield curve environment, this would result in debt service cost savings
at the expense of some added risk to the debt portfolio—risk that the U.K. government
should be well-placed to tolerate given its low level of indebtedness. To be fair, the
authorities have already begun taking steps along this path. The 2002—03 remit provides for a
more balanced distribution of gilt sales across the short, medium, and long tenors compared
to the one in 2001-02, which called for the majority of gilt issuance to take place in the long
(15+ year) tenor.

38. Almost a quarter of the government’s marketable debt portfolio consists of
index-linked gilts and Treasury bills, and the debt issued by NS&I is also short-

¥ The amount of money to be raised in the wholesale market each year is set after taking into account
projections of the net amount of funds that the NS&I expects to raise directly from U.K. households. NS&I
projections are based on experience in previous years, and its own sales targets set in consultation with HM
Treasury.
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duration in nature. In the event of a demand shock this should allow the changes in the debt
servicing cost relating to these parts of the national debt to mitigate the resulting effect on the
government's fiscal balance. Index-linked securities also provide protection against a
“nominal” shock. The expected cost advantages of issuing these securities have declined over
time as the spread between nominal and real yields has settled just above the 2 /2 percent
inflation target for monetary policy. The authorities noted that there remains strong demand
in the market for them with limited substitutes available from private sector issuers.

39. U.K. governments have not used foreign currency debt to finance domestic
borrowing requirements in peacetime, reflecting the belief that foreign currency risk to
the government’s balance sheet is neither desirable nor cost-effective. Instead, the
issuance of such debt in recent years has been to augment the foreign currency reserves.
Issuing liabilities in the currency in which the government wishes to hold foreign currency
assets helps to hedge its foreign currency reserves against unexpected exchange rate
fluctuations.

40. The development of an active currency swap market has meant that the
currency debt is issued in, and the currency in which assets are held, do not necessarily
have to be the same. Consequently, the authorities have recently issued additional amounts
of domestic currency debt, and swapped the proceeds into another currency, in order to
augment the government’s foreign currency reserves and maintain issuance volumes in the
domestic market. Value for money is the primary concern when deciding whether to fund the
foreign currency reserves from debt issued in sterling swapped into foreign currency, or from
the issuance of foreign currency denominated debt, with the comparison being made on a
swapped basis. Stringent controls are in place to limit the amount of basis risk and credit risk
associated with these swap transactions. Approximately £10 billion of such swaps were
outstanding at the end of March 2002.

Cash management

41. The DMO’s management of the government’s cash balances is highly respected
by the market. The DMO manages the government’s domestic cash balances primarily
through a combination of Treasury bill tenders conducted on a competitive bidding basis and
repo or reverse repo transactions. Treasury bill tenders tend to be used to manage longer-term
swings in cash flows within the fiscal year, while repo operations with market participants
are used to manage shorter-term swings of less than one month. Market participants praised
the DMO for its professionalism in executing its cash management transactions. They
especially applauded its smooth investment of the much larger than expected receipts from
the third generation mobile phone license auction (3G) in fiscal year 2000-01.

42. Although the cash management process is working well with much smaller
forecast errors than in past decades, U.K. authorities conceded that the quality of
information received from government departments on the magnitude and timing of
cash flows could be improved, and that the timing of these flows could be better
synchronized so as to minimize the volatility of cash balances. HM Treasury’s Exchequer
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Funds & Accounts team coordinates the cash forecasting process across government
departments and agencies, and a system of financial rewards and penalties has been
established to encourage good forecasting behavior at the department/agency level. Although
this system is helping to encourage departments and agencies to provide better cash forecasts
at the margin, the authorities may wish to consider larger rewards/penalties in order to
motivate better performance. They could also consider providing financial managers in
government departments/agencies with more information on the timing and magnitude of
aggregate government revenues and expenditures, and introduce a system of
rewards/penalties to encourage them to try and achieve a better synchronization of the timing
of their expenditures with government cash receipts.

VI. RISK MANAGEMENT FRAMEWORK

43. Work is underway on managing risk in the debt portfolio by assessing the
resilience of cost and tax smoothing properties for different debt structures to a range
of economic conditions and shocks. HM Treasury and the DMO will consider the “cost-at-
risk” and robustness of different issuance strategies to different possible economic outcomes
generated using Monte Carlo simulations within a reduced form macroeconomic model.
These results will be further subjected to a range of stress tests to allow for the possibility of
particular shocks, for example supply shocks.

44. This should help to quantify an optimal debt portfolio against which an issuance
strategy and long-term performance could be assessed, and thus could facilitate the
identification of a counterfactual portfolio. The two institutions believe that this
counterfactual portfolio will provide a useful analytical tool when setting the terms of the
DMO’s annual financing remit. This counterfactual would help articulate, in the form of
some simple indicators, the government’s preferences for the appropriate structure of the
debt. This might help the public understand better the government’s cost-risk preferences,
and would help separate accountability for the choice of the optimal debt portfolio (a policy
decision) from accountability for the realization of the remit (DMQ’s tactical mandate).” It
would also help address comments made by the Treasury Select Committee, which noted that
portfolio benchmarks could “help produce a clear published assessment of the costs and risks
faced by the DMO.” '?

45. However, HM Treasury and the DMO would have significant concerns if this
approach led to an explicit performance benchmark for the DMO. The absence of such a

? Recent monetary history offers a useful parallel in this regard. In an inflation targeting framework, one cannot
say with precision what the target rate of inflation should be—it is ultimately a question of judgment. However,
the adoption of inflation targeting helps to separate accountability for the choice of target (a strategic decision)
from accountability for tactical decisions related to the implementation of monetary policy

1% "Government's Cash and Debt Management" (HC 154) was published on May 22, 2000. It provides a
comprehensive review of the Government’s cash and debt management arrangements, as well as records of the
oral evidence provided by officials and expert witnesses.
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target is a deliberate choice that has been made for a number of reasons. They believe that
such an approach would encourage short-term opportunistic behavior (or the perceptions of
such behavior) on the part of debt managers as they strive to meet the performance
benchmark to the detriment of the long-run cost minimization objective. First, there is no
expectation that the DMO can predict movements in the gilt yield curve more accurately that
the market as a whole, other than by exploiting inside information about future gilt supply or
other relevant policy announcements. As a result, such a target might lead to a market
perception that HM Treasury and the DMO would seek to outperform the benchmark target,
either by taking views on the future course of interest rates or by having access to privileged
information, to the detriment of the separation of debt and cash management from monetary
policy. Secondly, in an environment where the government debt manager is the dominant
issuer in the domestic currencys, it is not possible to derive an objective benchmark that
would not be affected by the very actions of the debt manager it is designed to assess. Third,
a benchmark approach would curtail the ability of HM Treasury and the DMO to pursue
wider debt management objectives, for example to maintain liquidity or build benchmarks at
particular tenors. The DMO believes that this conflict could not simply be resolved through
the use of interest rate swaps, since the swap counterparties would purchase gilts at the tenor
the government was swapping out of to hedge their exposures. This would negate the effect
of the initial strategic motivated issuance.

46. Introducing some indicators that simply articulate the cost-risk preferences
underpinning the remit would not necessarily induce opportunistic behavior on the part
of the DMO. The latter could still be governed by the structure of the current remit, which
sets strict guidelines for the amount and tenor of new borrowings. There would not be any
changes to the incentives it currently faces. The risk of opportunistic behavior would only
arise if the DMO was given a more flexible remit that gave it additional discretion to set
issuance strategy or use derivatives to actively manage the risk profile of the debt stock in
pursuit of an optimal debt structure. Several countries in the European Monetary Union have
given their public debt managers such discretion, which is understandable as these countries
are no longer sovereign borrowers and compete against one another in the deep Euro-area
bond market. However, there is no need to change the structure of the DMO’s remit at
this time.

Scope for active management

47. Since almost all government borrowing is conducted in domestic markets, U.K.
authorities do not seek to actively manage the debt portfolio to profit from movements
in interest rates and exchange rates. The authorities believe that this would risk financial
loss, as well as potentially send adverse signals to the markets and conflict with monetary
and fiscal policies. It could also add to market uncertainty, which in turn could be passed on
to the government in the form of higher borrowing costs.
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Contingent liabilities

48. The government’s contingent liabilities are managed separately from the debt
program. Generally, the government tries to avoid taking on such liabilities, but the decision
on whether to finance commitments through debt or through guarantees is one that is made at
the political level after taking account of information provided by HM Treasury and the
DMO on the opportunity cost of financing the commitments in the market. Details of the
government’s contingent liabilities are published each year in the Supplementary Statements
accompanying the publication of the Consolidated Fund and National Loan Fund accounts. A
list of contingent liabilities and their maximum potential loss is produced. (They mainly
consist of the cost of nuclear waste cleanup, export credits, and guarantees provided for the
construction of the Channel Tunnel.) Additional work is planned to quantify and assess the
risks of these liabilities so that their estimated values can be calculated within a probabilistic
framework.

VII. DEVELOPING AND MAINTAINING AN EFFICIENT MARKET FOR GOVERNMENT
SECURITIES

49. The gilt market is the smallest segment of the sterling capital market, although
the gilt repo market is becoming an increasingly important component of the sterling
money market. Table 5 compares the size of the gilt market with the sterling money market
and markets for other fixed income securities and equities. The relatively small size of the
gilt market reflects the government’s modest borrowing requirements in recent years.
Although the gilt market is small, these securities are actively traded in the secondary market,
while other sterling-denominated bonds are not (Table 6). Gilt trading volumes have held
fairly steady despite the shrinking size of the market in recent years. A 1997 BIS study
suggests that the secondary market in gilts is less active than comparable markets in France
and North America, but compares favorably with many government bond markets in
Continental Europe and Japan (Table 7).

Table 5. Sterling Capital Markets

Amounts outstanding (£ billions, end of period)

1990 1995 1998 1999 2000 2001

Money market1/ 183 195 434 475 504 541
Gilts 125 233 301 294 294 275
Non-gilt bonds 60 117 203 255 314 379
UK equities 2/ 486 849 1,334 1,893 1,715 1,498
Interest rate swaps 3/ 167 541 1,979 2,194 2,651 3,456
Total 1,021 1,935 4,251 5,111 5,478 6,149

Source: Bank of England.

1/ Defined here as amounts outstanding in the interbank, certificate of deposit, gilt repo and
stock lending, bill, and commercial paper market.

2/ Measured as market capitalization of the FTSE All-Share index; 1990 data are estimated.
3/ Single currency interest rate swaps, notional principal outstanding. 1990 data are not
available so the table uses 1992 data; 2000 data are end-June.
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Table 6. Secondary Market Turnover in Selected Sterling Markets
Average daily amount (£ billions)

1998 1999 2000 2001

Gilts  Conventional 7.4 5.2 6.1 7.7

Indexed-linked 0.3 0.2 0.3 0.3
Gilt futures 4.9 33 2.1 2.6
Non-gilt bonds 0.4 0.3 0.4 0.5
UK equities 4.1 5.6 7.5 7.5
International equities 1/ 8.7 9.6 14.0 14.5
Source: London Stock Exchange and London International Futures and Options
Exchange

1/ Foreign firms listed for trading on the London Stock Exchange.

50. Most of the trading in gilts consists of over-the-counter trading between market
makers and their customers. Market participants suggested that the gilt interdealer market
is less active than comparable markets in Europe and North America. Institutional clients
expect to be able to transact £25 to £100 million with tight spreads, while trades of £5 million
are more common in the interdealer market. Market participants reported that the market is
dominated by about 25 insurance and pension fund clients that deal primarily through the
five most active gilt-edged market makers (GEMMs). The GEMMs prefer whenever possible
to intermediate transactions through their client base, rather than trade with each other, in
order to retain as much of the bid-offer spread as possible. The limited number of large
investors that are regularly present in the market has helped to limit search costs and increase
the viability of such a strategy. Institutional clients are reportedly becoming more adept at
trading off immediacy versus price when negotiating trades with the GEMMs; in the past,
they tended to insist on immediacy at the expense of price. GEMMs have reportedly become
more cautious since 1997 about quoting tight spreads for large orders as their risk
management practices tightened up.
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Table 7. 1997 Cross-Country Comparison of Government Bond Market Trading Volumes

Bid-offer Spreads 1/ Annual Trading Stock Turnover
Volume Ratio 3/
(USS$ billions)

Belgium .. 947 4.1
Canada 2-10 6.243 21.9
France 4-24 18.634 33.8
Germany 4-10
Italy 3-6 8.419 7.7
Japan 5-16 13.282 6.9
Netherlands 4502/ 2.6
Sweden 4-27 3.626 32.7
Switzerland 10-25 1252/ 3.6
UK 3-8 3.222 7.0
US 1.6-3.1 75.901 22.0

Source: Bank for International Settlements, Committee on the Global Financial System.
1999. “Market Liquidity: Research Findings and Selected Policy Implications” BIS-CGFS
Study No. 11. May.

1/ The range of interdealer bid-offer spreads for benchmark securities, expressed in 1/100 of
a currency unit for the face value of 100 currency units. Spreads tend to be narrower for
shorter-term securities, and wider for longer-term ones.

2/ Data may include trading other than outright transactions, such as repos or buy/sellbacks.
3/ Annual trading volume divided by the stock of debt outstanding.

Structure of the Gilt Market
Gilt-edged Market Makers (GEMMs)

51. The U.K. Government bond market operates as a primary dealer system. There
are 16 firms recognized as primary dealers (GEMMs) by the DMO. Each GEMM is
authorized by the Financial Services Authority (FSA), and must be a member of the London
Stock Exchange so that its trading practices are subject to supervision by the Exchange. The
GEMMs undertake a number of market-making obligations, in return for certain benefits.

52. The obligations of a GEMM are to participate actively in the DMO’s gilt
issuance program; to make effective two-way prices on demand in almost all gilts (those
issues that have very small amounts outstanding are excluded); and to provide
information to the DMO on market conditions. 10 of the 16 recognized GEMMs are also
recognized as Index-linked Gilt-edged Market Makers (IG GEMMs), and their market-
making obligations extend to cover inflation-indexed gilts.
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53.  Beginning in 2002, GEMMs are also required to provide firm two-way quotes to
other GEMM s in a small set of benchmark gilts.'' The purpose of this new obligation is to
ensure there is a minimum amount of liquidity in the intra-GEMM market for the benefit of
the entire secondary market for gilts. These quotes are to be made for at least 5 hours during
the eight hour London trading day on any of the three recognized interdealer broker (IDB)
screens. They ensure that at least £28 million of liquidity is available across the yield curve
to any GEMM needing to lay-off an undesired position. Although non-GEMM market
participants do not have access to these screens, the transparency of the market is aided by
the prices that GEMMs voluntarily make available through various wire services, and by the
fact that the DMO publishes a real-time indicative mid-prices for a selection of benchmark
gilts, drawing on GEMM prices as published on the wire services. At the retail level, the
transparency of the market is enhanced by the fact that all trades of less than £50 thousand
(par-value) are published on a real-time basis by the London Stock Exchange on its ticker
tape.

54.  Although the GEMMs were consulted by the DMO on several occasions prior to
the introduction of the mandatory price quoting rules, some of them now regret their
introduction. They view the mandatory quoting rules as an annoyance that causes them, at
the margin, to pay more attention to servicing the IDB market than they would otherwise
prefer. While recognizing that these rules should help to make the IDB market more
accessible to potential new market entrants, which could add liquidity to the overall market,
they fear that the rules may simply serve to generate artificial trading between themselves, to
the distraction of servicing their client base. Smaller GEMMs are reportedly the most active
users of the IDB market, since the larger ones are better able to intermediate through their
own customer base. On balance, the new rules should prove to be a useful step in
developing a deep and liquid interdealer market—a market that could become more
important if the underlying investor base broadens out over time and search costs for
GEMMs increase accordingly. Although the maximum bid-offer spreads are wider than the
typical spreads seen in this market, there is no need to narrow them in. They currently serve a
useful backstop function, and the future growth of the IDB market would be best served by
leaving it to the participants to determine appropriate spread margins.

55. GEMMs receive a number of benefits in return for their obligations. These
include: exclusive rights to competitive telephone bidding at gilt auctions and taps, either for

" Mandatory bid-offer spreads on inter-GEMM quotes are to be 3 basis points or less, and the two-way quotes
are expected to be good for dealing amounts of up to £5 million in the case of short and medium-term gilts, and
£2 million in the case of long-term gilts. Most IDB trades take place at prices well within these bid-offer
spreads. Thus, the maximum allowable spreads are not normally binding in practice. Moreover, in the event of a
severe crisis in the gilts market, the DMO would be prepared to consider relaxing the maximum spread
obligation, since it may not provide adequate cover for the risk being undertaken. This should ensure that this
obligation does not have any significant negative effects on the resiliency of the gilt market in periods of market
stress.
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the GEMM’s own account or on behalf of clients;'? exclusive access to a non-competitive
bidding facility at outright auctions; the exclusive facility to trade or switch stocks from the
DMO’s dealing screens; exclusive facilities to strip and reconstitute gilts; an invitation to a
quarterly consultation meeting with the DMO (allowing the GEMMs to advise on the
stock(s) to be scheduled for auction in the following quarter, and to discuss other market-
related issues);'® and exclusive access to gilt IDB screens. In addition, any transactions
undertaken by the DMO for market management purposes are only carried out with or
through the GEMMs.

Gilt Inter-Dealer Brokers (IDBs)

56. There are three IDBs operating in the gilt market. Their main purpose is to
support liquidity in the secondary markets by enabling the GEMMSs to unwind on an
anonymous basis any unwanted gilt positions acquired in the course of their market-making
activities. Almost all inter-GEMM trades are executed through an IDB. Non index-linked
GEMMs do not have access to index-linked screens.

57. IDBs are registered with the London Stock Exchange (LSE) and endorsed by the
DMO. The DMO monitors this segment of the market on an ongoing basis to ensure that the
IDBs’ services are available to all GEMMs on an equitable basis, and that the market maker
structure is effectively supported by the IDB arrangements. The IDBs are also subject to
specific conduct of business rules promulgated by the LSE. For example, they are prohibited
from taking proprietary positions or from disseminating any market information beyond the
GEMM community.

58. Although IDBs cannot take proprietary positions, they serve as the counterparty
between the GEMMs involved in a transaction going through them. This is done in order
to protect the anonymity of the GEMMs, who only see the name of the IDB when they
transact through it. While no IDB has reportedly ever failed to honor its transactions, their
central counterparty role in the inter-GEMM market could, in theory, be a source of risk.
However, in that event the London Stock Exchange’s default rules would come into effect.
Under Rule 15.18 a Stock Exchange official (default official) would determine any payments
due to or by the IDB to its counterparties on the transactions in default (on the basis of the
current market or “hammer” prices of the bonds in question). Under Rule 15.24 (b) the
default official would put the counterparties to unsettled trades in direct contact with one
another, and the counterparties is required to complete the trade at the price at which the

2 1n order to prevent undue market concentration, GEMMs and their customers are each subject to allocation
limits at the auctions. The limits are 25 percent of the amount of securities being auctioned (40 percent in the
case of index-linked auctions).

' The DMO also holds quarterly meetings with the representatives of end investors. Minutes of these meetings
are published shortly afterwards on the DMO's website. Additionally, there are annual meetings with the
relevant Treasury Minister for both groups in January as part of the preparations for the annual remit, generally
published in March.
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original order was submitted. In the second half of 2002, the London Clearing House
introduced a central counterparty clearing service for cash and gilt repo transactions. This
service is currently restricted to conventional gilt transactions.

59. Most IDB transactions are executed through the voice broking systems of the
IDBs, rather than through their recently introduced electronic trading platforms.
However, the popularity of the latter is growing quickly, especially for straightforward
transactions involving benchmark securities. Voice brokers are very useful for other trades,
which tend to be more complex involving hedges against futures or links to other
transactions, where the price and amounts need to be negotiated with the help of a broker.
That said, the number of IDBs is expected to shrink as market preferences settle in favor of
one or two electronic dealing systems.

Mechanisms used to issue gilts

60. The DMO uses market-based mechanisms to issue debt and manage the stock of
debt outstanding in a transparent and predictable fashion. Auctions are the exclusive
means by which the DMO issues gilts as part of its scheduled funding operations. Two
different auction formats are used to issue gilts:

. conventional gilts are issued through a multiple price auction; and
J index-linked gilts are auctioned on a uniform price basis.
61. Different auction formats are employed because of the different nature of the

risks involved to the bidder for the different securities. Conventional gilts are thought to
have less primary issuance risk. There are often similar gilts already in the market to allow
ease of pricing (or if more of an existing gilt is being issued, there is price information from
the existing parent stock); auction positions can be hedged using gilt futures; and the
secondary market is relatively liquid. This suggests that participation is not significantly
deterred by bidders not knowing the rest of the market’s valuation of the gilts on offer. A
multiple price auction format also reduces the risk to the Government of implicit collusion by
strategic bidding at auctions.

62. In contrast, a uniform price format is used for index-linked gilt auctions.
Positions in index-linked gilts cannot be hedged as easily as conventional gilts. The
secondary market for these gilts is also not as liquid as for conventional gilts. Both of these
factors increase the uncertainty of index-linked auctions and increase the “Winner’s Curse”
for successful bidders—that is the cost of bidding high when the rest of the market bids low.
Uniform price auctions reduce this uncertainty for auction participants and encourage
participation. In addition there are fewer index-linked bonds than conventionals on issue, so
pricing a new index-linked security might be harder than for a new conventional one.

63. GEMMs have access to a non-competitive bidding facility under both formats.
They can submit a non-competitive bid for up to 0.5 percent of the amount of stock on offer
in a conventional gilt auction. In an indexed-link auction, the proportion of stock available to
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each IG GEMM is tied to their performance in the previous three auctions and an aggregate
ceiling of 10 percent of the total amount of stock on offer.

64. The DMO allots securities at its sole discretion. Consistent with practices in other
major industrialized countries, in exceptional circumstances it may choose not to allot all
securities of offer—e.g., where the auction would only be covered at a level unacceptably
below the prevailing market yield. In addition, in order to protect the integrity of the auction
process, it may decline to allot securities to a bidder if it appears that to do so would likely
lead to a market distortion. As a guideline, successful bidders, GEMMs or end-investors,
should not expect to acquire at auction for their own account more than 25 percent of the
amount on offer (net of the GEMM’s own short position in the when-issued market or parent
stock) for conventional gilts and 40 percent for index-linked securities. In addition to
minimizing the risk that an investor, or group of investors, could exert undue influence over
the prices of individual securities, these limits also help to promote a diversified investor
base for the government’ securities.

Tap issues

65. The DMO only uses taps of both conventional and index-linked gilts for market
management reasons, in conditions of temporary excess demand for a particular stock
or sector. The last one was in August 1999.

Conversion offers and switch auctions

66. Market-based mechanisms have also been used to minimize debt stock
fragmentation and promote a well-functioning secondary market for gilts. In addition to
the above operations, the DMO will occasionally issue stock through a conversion offer or a
switch auction, where debt holders are offered the opportunity to convert or switch their
holding of one gilt into another at a rate of conversion related to the market prices of each
stock. In both cases, the main purposes of these operations are to:

o build up the size of new benchmark gilts more quickly than can be achieved through
auctions alone. This is particularly important in a period of low issuance; and

o concentrate liquidity across the gilt yield curve by reducing the number of small, high
coupon gilts and converting them into larger, current coupon gilts of broadly similar
maturity.

67. Conversion candidates will normally have around five years or more to maturity

and less than £5.5bn nominal outstanding. In addition, conversion offers will not be made
for a stock that is cheapest-to-deliver, or has a reasonable likelihood of becoming cheapest-
to-deliver, for any gilt futures contracts (with any outstanding open interest).

68. The price terms of any conversion offer are decided by the DMO, using its own
yield curve model to provide a benchmark ratio for the offer. It then adjusts this ratio to
take some account of the observed cheap/dear characteristics of the source and destination
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stocks. Conversion offers remain open for a period of three weeks from the date of the initial
announcement of the fixed price ratio in order to allow retail investors to participate. The
appropriate amount of accrued interest on both gilts is incorporated into the calculation of the
dirty price ratio, for forward settlement. The conversion itself involves no exchange of cash
flows. When conducting these operations, the DMO chooses stocks with similar durations in
order to limit its exposure to yield curve fluctuations that may arise during the three week life
of the conversion offer.

69. Acceptance of such offers is voluntary and debt holders are free to retain their
existing stock although this is likely to become less liquid (i.e., traded less widely, with a
possible adverse impact on price) if the bulk of the other holders of the gilt choose to
convert their holdings. Should the amount outstanding of a gilt be too small to expect a
two-way market to exist, the DMO is prepared, when asked by a GEMM, to bid a price of its
own choosing for the gilt. In addition, the DMO would relax market-making obligations on
GEMMs in this “rump” gilt. The DMO would announce if a gilt took on this “rump” status.

70. In addition to the main purposes identified for conversion offers, switch auctions
were introduced in 2000 in order to:

. facilitate switching by index-tracking funds as a particular stock is about to fall out of
a significant maturity bracket, thus contributing to market stability; and

o allow the DMO to minimize rollover risk by smoothing the maturing gilt redemption
profile by offering switches out of large maturing issues into the current 5-year
benchmark (or other short-term instruments).

71. Switch auctions are held only for a proportion of a larger stock that is too large
to be considered for an outright conversion offer. The DMO ensures that a sufficient
amount of the source stock remains for a viable, liquid market to exist following a switch
auction. Hence, it will not hold a switch auction for a conventional stock that would reduce
the amount in issue to below £4.5 billion (nominal) and are only held where both the
respective stocks are within the same maturity bracket, although here the maturity brackets
overlap (short and ultra-short 0-7 years; medium 5-15 years; longs 14 years and over). In
addition, it will not hold a switch auction out of a stock that is cheapest-to-deliver, or has a
reasonable likelihood of becoming cheapest-to-deliver, into any of the ‘active’ gilt futures
contracts. It may, however, switch into such a stock.

72. Switch auctions are open to all holders of the source stock, although non-

GEMMSs must route their bids through a GEMM. They are conducted on a competitive
bid price basis, where successful competitive bidders are allotted stock at the prices which
they bid. There is no non-competitive facility and the DMO does not set a minimum price.

73. The same principles apply to index-linked switch auctions with the following
exceptions. First, these switches will only be held where both the respective stocks have
longer than 4% years to maturity, and where the source stock has not been auctioned in the
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previous six months. Second, the (nominal) size of any single switch auction is limited to
£250 million to £750 million of the source stock, and the DMO will not hold a switch auction
that would leave an index-linked stock with a resultant amount outstanding of less than

£1.5 billion nominal. Third, the auctions are conducted on a uniform bid price basis, whereby
all successful bidders will receive stock at the same price. Where a GEMM’s bids are above
this price it will be allotted in the full amount bid, but allotments for bids at the striking price
may be scaled. Published results will include the common allotment price; the pro rata rate at
this price; the real yield equivalent to that price (and the inflation assumption used in that
calculation), and the ratio of bids received to the amount on offer (the cover). Only one
index-linked switch auction has been held to date.

Gilt Repo

74. The DMO has the ability to create and repo specific stocks to market-makers, or
other counterparties, under a special repo facility if, for example, a particular stock is
in exceptionally short supply and distorting the orderly functioning of the market. In
response to a previous consultation exercise, the DMO introduced a non-discretionary
standing repo facility in June 2000 for the purpose of managing actual or potential
dislocations in the gilt market. Any GEMM, or other counterparty, may request the
temporary creation of any non-rump stock for repo purposes. The DMO charges an overnight
penal rate; and the returned stock is cancelled.'* The facility is cash-neutral, since the
operations involve the creation of additional stock in exchange for general collateral
securities.

Gilt Strips

75. The U.K. gilt strip market was launched on 8 December 1997. Not all gilts are
strippable (see below). The strip market was introduced to permit investors to:

o closely match the cash flows of their assets (strips) to those of their liabilities (e.g.,
annuities);

o to enable different types of investment risk to be taken; and

o to bring the range of products offered in the U.K. market in line with other large

markets, such as the United States, Japan, Germany and France.

76.  From the issuer’s perspective, a strips market can result in slightly lower
financing costs if the market is willing to pay a premium for strippable bonds. As of

' The penal rate of interest is ten percent of the prevailing Bank of England two-week repo rate. For example, if
the Bank of England’s two-week repo rate is 4 percent, then the institution borrowing the stock from the DMO
would receive an annualized rate-of-return of 0.40 percent on the funds lodged with the DMO in exchange for
the stock.
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March 28, 2002, there were 13 strippable gilts in issue totaling £133.94 billion (nominal). Of
these, £1.4 billion of stock was held in stripped form. All issues have aligned coupon
payment dates. This means that coupons from different strippable bonds are fungible when
traded as strips. However, coupon and principal strips paid on the same day are not fungible
in order to protect the overall size of an issue and maintain the integrity of various
benchmark bond indices. The first series of strippable stocks were issued with

June 7/December 7 coupon dates; however, in 2001, the DMO issued two new conventional
stocks with coupon dates aligned on March 7/September 7. These stocks became strippable
in April 2002. The second series of coupon dates was introduced to avoid cash-flows
becoming too concentrated on just two days in the year.

77. Although anyone can trade or hold strips, only a GEMM, the DMO or the Bank
of England can access the service provided by CREST to strip (or reconstitute) a
strippable gilt. GEMMs are obliged to make a market for strips. Thus, consistent with
practices in other major industrialized countries, end-investors must deal through a GEMM.

78. The market in gilt strips has grown slowly since its inception. Factors that have
contributed to this slow take-off have been the need for pension fund trustees to give
appropriate authority to fund managers to invest in strips and the inversion of the yield curve
over the period since the inception of strips, which makes strips appear expensive relative to
conventional gilts. Retail demand for strips has also been hampered by the necessary tax
treatment, whereby securities are taxed each year on their accrued capital gain or loss even
though no income payment has been made. However, the ability to hold strips within some
tax exempt savings products should reduce the tax disincentives to personal investment in
strips.

Recent factors shaping the U.K. Gilt Market

79. As indicated above, there have been a number of advances in issuance
techniques since the 1995 debt management review. The range of debt instruments has
been refined and expanded, and numerous structural changes have taken place in the U.K.
government debt markets. The overall aim of the reforms has been to help lower the cost of
public financing over the long-term, responding to both endogenous and exogenous factors
that have influenced the U.K. debt market during the period. In recent years these factors
have included budget surpluses, the rapid rise of the U.K. corporate bond sector, institutional
changes (particularly those relating to insurance companies and pension funds), and
increasing technological and other advancements, which have enhanced systems, market
structures and debt instruments around the world.

Declining levels of government debt

80. As in other currencies, the sterling debt market has seen increased annual
private issuance at a time when the U.K. has been running a budget surplus. Thus, the
government’s percentage of the overall outstanding sterling debt has been steadily declining
(Table 5). Falling government funding requirements have resulted in gilts acquiring a
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scarcity premium, especially the longer-dated bonds, which in turn led to a reduction in
yields and an inverted yield curve that was pronounced in both absolute terms and relative to
those observed in other G-7 countries (Figure 1 and Table 8). At the same time, the U.K. has
enjoyed a low inflation/low interest rate environment, so the need to enhance returns has led
investors to increase their appetite for (credit) risk.

81. As the U.K. Government’s budgetary position improved, gross issuance of gilts
declined from a peak of £55 billion in financial year 1993-94 to a trough of £8 billion in
1998-99. However, given that the government’s borrowing needs are cyclical, there is a
benefit in maintaining a minimum level of issuance so that market infrastructure is sustained
and the market remains sufficiently liquid and retains the capability to absorb future larger
gross issuance. Table 9 summarizes the government’s forecast for the Central Government
Net Cash Requirement (CGNCR) over the next few years. The medium term forecasts point
to an increasing level of net borrowing in response to planned investments in public services
that is fully consistent with the fiscal rules.

Figure 1. Par Gilt Curves
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Table 8. Yield Curve Slopes in G-7 Countries 1/

1996 1997 1998 1999 2000 2001 2002

Dec. 2/ Mar.
Canada +234  +133 +22 432 +2  +136  +130
France +227 +165 +76 +136  +50 +106 +105
Germany +227 +180  +72 4127  +41 +101 492
Italy +98  +59 +65 +145  +59 +128 +109
Japan +205 +156 +105 +142 +123 +121 +134
UK +71 -5 -78 -48 -76 +5  +20
US +55 +33 +8  +26 24 +142 +169

Source: Bloomberg Financial Services.

1/ Yields on 10-year benchmark bonds minus yields on 2-year benchmark
bonds expressed in basis points.

2/ End of period for December 1996 and March 2002. All other years
represent averages of end of quarters.

Table 9. April 2002 PBR forecasts for the CGNCR

(£ billion):
2001-02 2002-03 2003-04 2004-05 2005-06 2006-07
projection
6 14 18 16 21 24

82. In view of the limited amount of gilt issuance in recent years, the DMO adopted
a number of strategies to concentrate debt issuance into larger benchmark issues,
currently at three maturity points, with a 5-, 10-, and long terms to maturity. These
larger issues enable the government to capture a liquidity premium across the yield curve.
Examples of some of the initiatives include: running down the stock of NS&I securities,
postponing the ramping up of the Treasury bill program, introducing buyback swaps and
secondary market purchases of existing stock, and increased holdings of financial assets
(such as running larger cash balances). The DMO has also used conversion and switch
auctions (see above) to build benchmark issues.

83. The authorities decided to launch a structured gilt buy-back program in
FY2000-01 in order to add to gross issuance and thus help to maintain liquidity in the
market during a time of strong demand. Following market consultations, reverse auctions
were reintroduced in FY2000-01 while the DMO acquired from the secondary market, short-
dated index-linked gilts and double-dated gilts. It also purchases near-maturity gilts (with
less than six months residual maturity) as part of its regular operations to smooth the cash
flow effects of redemptions.



-30 -

84. The authorities have been pleased with these operations. There was more than

90 percent take-up of the conversion offers, apart from the one conducted in November 1998.
The switch auctions have all been covered with a comfortable margin, and the three longer-
dated switches have secured very attractive forward-dated funding rates. The rates at which
the DMO has repurchased stock in the program of reverse auctions were at yields that were
considered “cheap” relative to the DMQO’s fitted yield curve.

Effects of pension fund and accounting rule changes

85. In recent years, the pricing of gilts and other sterling-denominated bonds has
also been significantly affected by the rules governing pension funds, notably the
Minimum Funding Requirement (MFR) and Financial Reporting Standard 17 (FRS
17). The conventional gilt market is especially exposed to the effects of such rule changes
because U.K. pension funds and insurance companies are the principal investors in the gilt
market.

86. The MFR test was introduced in 1997 as part of the 1995 Pensions Act, and is
applied to the assets of defined benefit occupational pension schemes. The MFR test
seeks to ensure that a defined benefit pension fund holds enough assets to balance its long-
term pension liabilities, discounted over time. In the late 1990s, there was some concern that
the MFR had significantly influenced pension funds’ investment decisions. In particular,
pension funds may have held more gilts as a hedge against short-term fluctuations in the
MFR discount rate (which is based on the prevailing market yield on a basket of gilts with a
maturity of 15 years) than would otherwise be the case. Furthermore, this increase in the
demand for gilts appeared to have been relatively price-insensitive. Together with the decline
in the net issuance of gilts, this excess demand may have contributed to the inversion of the
gilt yield curve.

87. Reflecting these concerns, the authorities initiated a review of the MFR. In the
March 2001 Budget the Chancellor of the Exchequer announced the Government’s intention
to repeal the MFR, and in February 2002 application of the MFR test was relaxed. While
there remains some uncertainty as to what will take its pace, institutional investors have
begun shifting their demand for fixed-income investments away from gilts in favor of non-
gilt bonds in anticipation of the demise of the MFR, and the gilt yield curve has significantly
disinverted. However, this relief could be short-lived. U.K. authorities and market
participants noted that there is some uncertainty surrounding new European Community
pension rules that are in the process of being developed. Some fear that these could prove to
be more stringent than the MFR if they require pension funds to be fully funded on a
continuous basis. If so, this would add to the incentives for pension funds to prefer fixed-
income securities over equities in order to achieve a better matching of their assets and
liabilities.

88. Pension funds’ demand for bonds is also being whetted by the introduction of
FRS 17, and over time by an aging population, which is leading many pension funds to
shift their investments from equities to bonds as their liabilities shorten in duration.
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Details of FRS 17 and how it compares to International Accounting Standards (IAS) can be
found in the chapter dealing with accounting, disclosure, and corporate governance issues.
Briefly, it requires that companies’ defined benefit pension assets be measured at fair value,
and that liabilities be discounted to present value using the prevailing yield on AA-rated
corporate bonds with a similar tenor to the scheme’s liabilities. The net surplus or deficit is
recorded in the balance sheet and ongoing service costs (including the basic cost of pension
provision) are recorded in the profit and loss statement. Other surpluses and deficits arising
from fluctuating market values of fund assets will be recognized in the statement of total
recognized gains and losses (STRGL). There is a transition period prior to full adoption of
the standard for accounting periods ending on or after June 22, 2003.

89. This accounting change has not had any material effects on the gilt market.
However, many pension funds are sharply increasing their holdings of non-government
bonds in anticipation of the full implementation of the standard, so that they can achieve a
better matching of reported values for pension fund assets and liabilities and limit the effects
of changing market values on the sponsor’s financial statements. The Bank of England’s
“Markets and Operations™ article in the Spring 2002 Bank of England Quarterly Bulletin
noted that non-gilt holdings as a proportion of insurance companies’ and pension funds’ asset
portfolios have doubled since 1997 to16 percent of total assets, while equity holdings
declined by more than 6 percentage points to 61 percent. In mid-2002, the Accounting
Standards Board announced that it would delay the full implementation of FRS 17 in order to
bring it in line with IAS and EU directives.

90. An obvious puzzle that emerges is why did U.K. insurance companies and
pension funds continue to invest in long-term gilt securities when the yield curve
became inverted, rather than invest in other sterling debt instruments or offshore on a
hedged basis, and why did U.K. companies and foreign borrowers not move more
aggressively to tap the sterling market for long-term funding. A couple of reasons were
offered by market participants and U.K. authorities.

91. First, it does appear that over time U.K. corporate and nonresident borrowers
have in fact sought to access the sterling bond market for funds. In an environment of
modest government borrowing requirements, corporate and international issuance of sterling
debt has grown rapidly to the point that they now outstrip U.K. government borrowing
(Table 5). At times, the European Investment Bank has been a larger borrower in sterling
than the DMO. This stands in marked contrast to 1995 when the amount of gilts outstanding
was double that of non-gilt sterling bonds. However, U.K. corporate borrowers’ appetite for
long-term funds is reportedly very price sensitive. Thus, they appear to be only willing to
enter the market when long-term gilt yields are less than 5 percent. Similarly, foreign
borrowers’ willingness to enter the sterling market is very sensitive to currency swap rates.
The latter are not always attractive after one takes account of transaction costs and
counterparty risk, even though long-term sterling yields may appear low on an unhedged
basis.
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92.  As for U.K. insurance companies and pension funds, they traditionally have not
had much of an appetite for non-gilt debt. One reason they have not invested in
government bonds in other countries is that it is almost impossible for them to implement the
necessary exchange rate hedge because a foreign exchange swap market does not exist for
long term investment horizons—three years appears to be the longest tenor available—
whereas they would want to hold an investment with a tenor exceeding 15 years. Second, it
takes time to change trustee rules and other governance clauses that have limited the
discretion of portfolio managers when it came to investing in private debt securities. Pension
fund trustees are reportedly unsophisticated and conservative—they have been reluctant to
obtain the necessary expertise to supervise more complicated investment strategies.
Moreover, a strong equity market in the late 1990s enabled their plans to achieve returns that
more than satisfied their actuarial requirements. Thus, they had no incentive to pursue more
sophisticated investment strategies because any gains at the margin would have accrued to
the plan sponsors, not to the beneficiaries to whom they are accountable. That said, given the
weakness in equity markets over the last couple of years, some insurance companies and
pension fund portfolio managers have begun taking steps to hire staff that are experienced in
investing in corporate debt.

93. The effects of the MFR and FRS 17 on the sterling bond markets illustrate how
rules and regulations designed to address public policy concerns can have unexpected
consequences on the functioning of financial markets. Authorities need to be especially
vigilant of such effects in circumstances where markets, such as the sterling fixed income
market, are dominated by a narrow group of investors. However, it is also important to note
that these effects are often transitory. The distortions in the gilt yield curve are now
beginning to fade as insurance companies and pension funds become more adept at investing
in non-gilt bonds, and as other bond issuers enter the sterling bond market to exploit the
favorable borrowing opportunities.

Emergence of alternative trading systems

94. Another significant challenge confronting U.K. authorities is the growing
popularity of alternative trading systems. Many GEMMs have been active supporters of a
number of fixed-income electronic trading systems, including inter-dealer platforms, such as
BrokerTec and Euro MTS, and multiple dealer to client systems, such as TradeWeb and
BondClick (now part of EuroMTS and BondVision)."” In addition, GEMMs have considered
adding gilts to their single dealer to customer platforms, where they exist for other
government bonds.

95. As part of its continuing commitment to encourage liquidity and transparency of
the gilts market, the DMO consulted widely in 2000 about the possible impact of

'3 Discussion of this issue draws heavily from A. Holland, 2001, “The Development of Alternative Trading
Systems in the U.K. Gilt Market: Lessons and Implications.” This paper was prepared for the Financial Market
Structure and Dynamics Conference organized by the Bank of Canada in November 2001.
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electronic trading systems on the secondary market for gilts and how the DMO’s
relationship with the GEMMSs might change as a consequence. That work continued
during 2001, and led to the introduction in 2002 of an inter-GEMMs electronic market with
mandatory quote obligations in the more liquid gilts.

96. This approach is similar to the mandatory liquidity provision common in most
European government bond markets. Although this poses an extra burden on the GEMMs,
a central committed market should benefit the entire market (including the GEMMs),
especially in times of limited issuance. It ensures that the GEMMSs have access to a minimum
depth of liquidity in certain bonds and that prices in that market are fully efficient, allowing
the GEMMs to carry on their wider market-making activities in confidence. This could be
particularly valuable in an environment where a number of trading venues exist. The DMO
hopes that this model will make it more likely that entry barriers facing prospective GEMMs
remain at acceptable levels, maintaining a high degree of competition in market-making
services.

97. The DMO sees little need to extend the model to the full electronic dealership
model, where the centralized primary dealer core is augmented through direct
participation of other financial institutions. However, this model may evolve naturally
from the inter-GEMM model.

98. The issue of who should supply the necessary trading systems was delegated to a
group of elected representatives of the GEMMs and a representative of the DMO. This
group has concluded that the best way is to allow each GEMM to supply their prices to any
recognized IDB. Adopting this approach preserves competition in the provision of IDB
services, and ensures that brokers will have a continuing incentive to develop their services
and encourage further technological innovation. While liquidity would not be concentrated
with just one broker, there should not be any market fragmentation, since all GEMMs will
have equal access to all recognized IDBs.

99. At the retail level, three of the GEMMs that specialize in servicing retail clients
have launched a multiple dealer to client electronic trading service, BondScape, for
sterling-denominated fixed income products. This platform provides some basic bond
analytics, in addition to supplying firm prices in bonds in small size, adding to the
prospective investors’ information set. The service is also provided to the network of retail
brokers that deal directly with individuals.

100.  Electronic trading systems also open the way for primary auctions to be held
electronically. In addition to alleviating operational risk and facilitating faster auction
processing (as discussed previously), it would open the possibility for more direct access to
auctions by a wider set of market participants. Some settlement safeguards would need to be
introduced, however, to protect the government against settlement risk in case some of the
new participants failed to honor their auction obligations. That said, it is not clear whether
major investors would choose to participate directly in the auction. Some prefer to avoid
execution risk by dealing in the when-issued market, while others, especially index-trackers,
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would likely wait to trade until after the auction so that they can execute at a price close to
the one used in the calculation of gilt indices.

VIII. OVERALL ASSESSMENT

101. The management of public debt is not a source of vulnerability for the financial
system given the low level of government indebtedness and the conservative approach
to managing the risks associated with the debt. The UK’s practices are fully consistent
with the IMF/World Bank Guidelines for Public Debt Management. Indeed, the authorities
deserve to be commended for the smooth transfer of cash management responsibilities from
the Bank of England to the DMO in 2000, which has contributed to a highly efficient process
for managing cash balances, and the large number of innovative initiatives undertaken to
minimize the fragmentation of the debt stock and maintain issuance volumes in a period of
modest borrowing requirements. Going forward, consideration could be given to some minor
technical innovations, such as: (i) introducing some indicators to explicitly articulate the
government’s preferred cost-risk tradeoff in order to increase public understanding of the
decisions underpinning the debt management remit, and reinforce the separation of
accountability for debt policy strategy (a policy decision) from accountability for the tactics
used to implement the strategy (the DMQO’s tactical mandate); (ii) automating the bid-capture
process used in debt auctions in order to reduce operational risk and improve auction-
processing times; and (iii) formalizing the role of the advisory board in the DMO’s
governance framework and introducing some selection criteria for members if this body is
expected to become a permanent fixture in the DMO.

102. Despite the U.K. authorities having undertaken a number of steps to maintain
the depth and liquidity of the gilt market in an environment of modest borrowing
requirements, the gilt market has been distorted by changes to accounting and pension
rules. It is important to note that these distortions are gradually being resolved by market
participants themselves as insurance companies and pension funds become more adept at
investing in non-gilt securities, and as other borrowers enter the market to take advantage of
the high demand for sterling-denominated debt securities. Thus, there does not appear to be a
need for public intervention beyond the steps already taken by the DMO to maintain gilt
issuance volumes and minimize fragmentation in the debt stock. The main lesson to be drawn
is that policymakers need to be cognizant of the unexpected consequences for financial
markets of public policy actions in other domains. This is especially true for markets such as
the gilt market, that are dominated by a narrow group of market participants.

103. Finally, some market makers expressed concern about the new mandatory
quotation rules in the interdealer gilt market. While conceding that typical bid-offer
spreads in this market are well within the maximum permissible limits, they believe that the
need to be seen quoting prices in this market distracts them, at the margin, from focusing
their efforts on serving their underlying customer base. In contrast to government bond
markets in the U.S. and the largest Continental European countries, most of the trading
activity in the U.K. consists of transactions with customers rather than interdealer trades. On
the other hand, the new rules should help make the interdealer market more accessible to a
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broader range of market makers. Over time, a more active and accessible interdealer market
could prove invaluable as the overall market develops and the investor base broadens out.
Thus, the new rules appear to be appropriate at this stage of the market’s development. In
addition, while the maximum bid-offer spreads are wider than the typical spreads seen in this
market, there is no need to narrow them in. They currently serve a useful backstop function,
and the future growth of this market is probably best served by leaving it to the participants
to set appropriate spreads through competition.
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I. INTRODUCTION'

1. Good systemic liquidity management practices and well functioning money and
foreign exchange markets are essential preconditions for ensuring that funds are
allocated efficiently in the economy and to underpin London’s role as an international
financial center. Consequently, the Bank of England’s monetary operating procedures were
reviewed from the perspective of systemic liquidity management, as were the functioning of
the sterling money and foreign exchange markets. The review was based on information
provided by the U.K. authorities, as well as discussions with a broad range of financial
market participants.

2. In the case of the Bank of England’s operating procedures, particular attention
was paid to its ability to forecast the daily shortage in the sterling money market; the
frequency and tenor of its daily monetary operations; and the ways in which it manages
the risks associated with the collateral received in its repo operations. The Bank’s
operating procedures are fundamentally sound, and have benefited significantly from
the reforms introduced in recent years. In that context some points are as follows:

o The uncertainty inherent in projecting the demand for bank notes results in some
residual uncertainty in the process used to forecast the daily shortage. However, the
liquidity forecasting process works well.

o Over time, the Bank may wish to consider streamlining the number of daily
operations it conducts in the market if the daily liquidity forecasting process can be
improved. At the margin, this could have the salutary effect of encouraging market
participants to sharpen further the management of their liquidity positions in the
market, thereby contributing to a more efficient sterling money market.

o The methods used to manage the market risks of the collateral received in the course
of executing monetary operations are appropriate. Credit and liquidity risk of
collateral is not an issue for securities issued by the Bank of England or the U.K.
government (the Bank’s shareholder). While the Bank closely monitors the collateral
it accepts, and has not encountered any problems in practice, prudent risk
management practice would suggest that some controls be introduced for other
securities accepted as collateral, particularly in light of the substantial widening of
eligible collateral that has taken place in recent years, even though all of the collateral
accepted by the Bank is of high quality. Such controls could include, for example,
adopting minimum liquidity or credit rating thresholds, or limits on the amount of
securities of a single issuer that can be pledged by a counterparty.

! This paper was prepared by the FSAP mission team as part of the background work for the U.K. FSAP in the
summer-fall of 2002. The primary contributors to this paper were Eric Parrado and Mark Zelmer of the IMF’s
Monetary and Financial Systems Department.
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Down the road, the Bank may wish to consider reactivating the longer-term
operations that were used to manage the demand for term liquidity during the
millennium date change period to manage the composition of its balance sheet. This
would enable it to acquire longer-term assets at prevailing market interest rates and
manage the growth in the stock of refinancing, which has been slowly rising since
April 2000. The need for such operations could become acute if the government
should decide to repay the Ways and Means advance. No change is recommended to
the two-week tenor for the policy interest rate given the market’s comfort with the
current arrangements and the U.K.’s close economic and financial linkages with the
rest of Europe, where the European Central Bank also uses a two-week tenor.

Turning to the behavior of the sterling money and foreign exchange markets, the

review of these markets focused on the ability of the sterling money market to distribute
the daily liquidity provided by the Bank of England, and the resiliency of these markets
in periods of stress. The mission’s findings and recommendations can be summarized as
follows:

The money market does a good job in distributing the liquidity supplied by the Bank
of England, as evidenced by the fact that the demand for precautionary balances at the
Bank of England has been only £50 million compared to the £28 billion traded each
day in the sterling interbank and gilt repo markets. The money and foreign exchange
markets are also very liquid, although the increasing ‘lumpiness’ of the order flows
could potentially make it difficult for traders to manage their positions in stressful
situations. In light of the risks inherent in unsecured interbank exposures, the
authorities were encouraged to continue with their efforts to strengthen their
surveillance of bilateral unsecured exposures between banks so that they can obtain a
better sense of the distribution of systemic risk in the banking system. They may also
wish to consider publishing the results obtained, albeit in a highly aggregated form,
so that the banks can take them into account when they decide on how much
unsecured credit they are willing to extend to one another.

Although the interbank market functions well, the available data on interbank
exposures suggest that if one of the largest banks failed to honor its obligations to
other banks, some of them (notably small and medium-sized banks) might experience
financial difficulties. To some extent, this reflects the fact that the sterling money
market mainly consists of unsecured obligations issued by banks. In this regard, the
authorities may wish to champion measures that encourage netting, where feasible,
and more trading between banks on a secured basis, possibly using euro-denominated
securities as collateral.”

* Indeed, in August 2002 netting was introduced for gilt transactions in LCH RepoClear.



J The Sterling Stock Liquidity Ratio, used to supervise the liquidity of the major U.K.-
owned banks, seems to have come to the end of its useful life, in that the benefits it
offers of encouraging a market-based solution to liquidity problems are now being
outweighed by perverse behavioral effects. First, the ratio does not fully take into
account the maturity distribution (in a contractual, behavioral, and stressed context)
of these banks’ sterling assets and liabilities. Second, it allows banks to count (to a
limited extent) CDs issued by other banks as an offset against maturing wholesale
liabilities. This does not encourage the greater use of unsecured instruments, which
could reduce systemic vulnerabilities. Third, it does not take into account these
banks’ significant foreign currency-denominated assets and liabilities. The FSA is
reviewing its approach to the supervision of liquidity (including bank liquidity). The
approach will involve both a quantitative and qualitative assessment against a
common framework. This framework will include liquidity data on a consolidated
basis where appropriate and will take into account the maturity distribution of assets
and liabilities in a contractual, behavioral, and stressed context.

4. The rest of the chapter discusses the recommendations in more detail. Section A
reviews the Bank of England’s monetary operating procedures, while the functioning of the
sterling money and foreign exchange markets are discussed in Sections B and C respectively.

II. MONETARY OPERATING PROCEDURES

S. The Bank implements monetary policy by lending to its counterparties in the
sterling money market at rates that are anchored by the official two-week repo rate
chosen by the MPC.’ The Bank holds on its balance sheet assets acquired from its
counterparties in its money market operations. These are mostly repos involving mainly U.K.
government bonds (gilts) and euro-denominated European government securities as
collateral, they are short-term, and a portion of them matures every business day. This means
that at the start of each day, the private sector is due to pay money to the Bank to redeem
these obligations. However, in order to do so, the Bank’s counterparties typically have to
borrow additional funds from the Bank. This gives the Bank the opportunity to provide the
necessary funds once more, at a rate tied to its official repo rate. The fact that this ‘stock of
refinancing’ is turning over regularly is the main factor creating the demand for base money
(the ‘shortage’) in the market each day.

6. In its open market operations, the Bank deals with a small group of
counterparties who are active in the money market: banks, securities dealers, and

? As will be described later, eligible institutions are free to choose whether they wish to borrow money for a
roughly two week tenor at a rate equal to the Bank’s two-week repo rate, or on an overnight basis at a rate equal
to the two-week repo rate plus one percent. This choice is often highly dependent on expectations regarding
future changes in the Bank’s monetary policy stance. For example, eligible institutions will often borrow on an
overnight basis when they are anticipating a near-term reduction in the Bank’s two-week repo rate.



building societies are eligible to take on this role.’ Funds are supplied by the Bank
primarily in the form of repo. Counterparties sell assets to the Bank with an agreement to
repurchase them in about two weeks time.” The Bank also buys outright treasury bills and
other eligible bills with remaining maturities of about two weeks or less. See Box 1 for a
summary of some key reforms that have been made to the Bank’s operations in recent years.

7. Liquidity forecasts are published and market operations are conducted by the
Bank several times over the course of a trading day. At 9:45 a.m., the Bank announces the
estimated size of that day’s shortage and the main factors behind it.° On non-MPC meeting
days, the first round of operations is held at that time (12:15 p.m. on MPC meeting days,

15 minutes after the publication of the meeting’s outcome). Results from each operations are
announced to the market about 10 minutes later. The liquidity forecast is updated again at
2:30 p.m., and a second round of operations is conducted. If the remaining shortage is not
entirely relieved at 2:30 p.m., the Bank holds a round of overnight repo operations at

3:30 p.m. at a rate of one percent above the Bank’s repo rate. If the system is still short at
4:20 p.m. after the money market has closed, the Bank deals directly via a late-repo facility

* There have been around 15-20 counterparties in recent years. The list of counterparties is not made public
because the Bank wants to avoid creating the perception in the market that the obligations of these institutions
would receive special treatment in the event of financial distress. Nonetheless, some market participants believe
they have a fair understanding of which institutions are on the list. Four ‘functional criteria’ are used by the
Bank to select its counterparties and to monitor their performance: (i) counterparties must maintain an active
presence in the markets for at least one of the instruments eligible in the Bank’s operations; (ii) they must have
the technical capability to respond quickly and efficiently to the Bank’s daily rounds of operations; (iii) they are
expected to participate regularly in the Bank’s daily rounds of open market operations; and (iv) they are
expected to provide useful information to the Bank on a regular basis on market conditions and developments in
the sterling money markets.

> The length of the repo period is sometimes adjusted by a couple of days to provide for a smoother flow of
daily shortages. A list of eligible assets is maintained on the Bank’s web site. It includes: gilts (including gilt
strips); sterling treasury bills; Bank of England euro bills and notes; eligible bank and local authority bills; U.K.
government non-sterling marketable debt; sterling securities issued by European Economic Area (EEA) central
governments and central banks and major international institutions; and euro-denominated securities (including
strips) issued by EEA central governments and central banks and major international institutions where they are
eligible for use in the European System of Central Banks’ monetary policy operations.

% The Debt Management Office (DMO) assumed full responsibility for managing the government’s daily cash
position in April 2000. Since then, the level of the outstanding ‘Ways and Means advance’ to the government
on the Bank’s balance sheet has been stable, and the DMO, rather than the Bank, offsets the government cash
position with the money market each day. It aims for a small, constant, precautionary deposit with the Bank
each day, and does not carry out operations, which by their nature or timing could be perceived to clash with the
Bank’s open market operations. As a result, the Bank’s balance sheet has become more stable and predictable,
and the money market’s funding need from the Bank is no longer influenced by the government’s net cash
position. The two key factors that now influence the money market’s need for refinancing from the Bank are
changes in the note issue and the maturity of the existing stock of refinancing operations.



Box 1. Recent Reforms to Bank of England Monetary Operating Procedures

There have been two key reforms to the Bank of England’s monetary operations in recent years. The first, in
1997, was the shift from discounting bills of exchange (government and commercial bank) to repurchase
agreements collateralized by gilts (government bonds) in the Bank’s monetary policy operations, and
broadening the range of counterparties that could deal directly with the Bank. The shift to repos reflected the
need for more collateral in the system to facilitate the distribution of secured liquidity (gilt repo offered more
than £100 billion versus the £10-15 billion that was expected to be available from bills). Similarly, expanding
the range of counterparties to include the commercial and investment banks led to more efficient liquidity
management in the market, since discount houses (the Bank’s traditional counterparties) were becoming
obsolete. These changes did not have any negative implications for the Bank’s ability to conduct monetary
policy. Rather, they were introduced to reduce volatility in short-term interest rates and alleviate difficulties
financial institutions were encountering in the management of their liquidity due to growing technical
distortions in the pricing of collateral.

The second, in 1999, was a further expansion in the range of collateral accepted by the Bank ahead of the
millennium date change to alleviate market pressures that were emerging due to a reduced supply of gilt repo
collateral caused by a healthy fiscal situation and increased foreign exchange swap activity. The Bank now
accepts debt issued by EEA governments, which it can access through European central banks. This action
expanded the potential collateral pool from about £350 billion to about £2 trillion—well in excess of the current
stock of refinancing associated with the Bank’s monetary operations (typically about £15-20 billion). Ready
access to such a large pool of collateral enables the Bank to manage spikes in the demand for liquidity on either
an intra-day or longer basis that can arise in response to shocks in the financial system. However, it is important
to note that demands on this collateral pool could emerge not only in the U.K., but also in other jurisdictions
that accept the same collateral. This could be especially true in situations where markets are under stress in
more than one jurisdiction at the same time, say in response to a global shock.

with the settlement banks, whose accounts at the Bank need to be in credit at the end of the
day. As with the 3:30 p.m. operation, the rate on the 4:20 p.m. facility is one percent above
the Bank’s repo rate.

8. In June 2001, the Bank supplemented its daily open market operations with a
collateralized overnight deposit facility (i.e., an overnight reverse repo facility) in order
to moderate the extent to which overnight interest rates trade below the Bank’s two-
week repo rate. This facility also enhances the means available to the Bank to intermediate
between firms with liquidity shortages and surpluses in rare circumstances where market
mechanisms are impaired (e.g., because of infrastructure or confidence problems). As noted
previously, the Bank already had in place an overnight repo lending facility, which helped to
limit the extent to which overnight rates trade above its official repo rate. The deposit facility
puts the Bank’s overnight operations at the end of each day on a more symmetrical basis, and
reportedly has helped to reduce some of the volatility in sterling overnight rates.

0. Like the lending facility, the new deposit facility is available to the Bank’s
counterparties at 3:30 p.m. every business day. (If deposits are made at 3:30, the Bank
adds the funds deposited to the amount of liquidity supplied to settlement banks at

4:20 p.m.). To ensure that it does not discourage active trading between market participants,
the interest rate that the Bank pays on overnight deposits has been set at one percent below
the Bank’s two-week repo rate.




10. Bank officials noted that the width of the corridor for the overnight rate (200
basis points) represents a trade-off between a desire to limit excessive volatility in the
overnight rate, and the Bank’s preference that private sector participants regularly test
their names by trading with each other as much as possible before accessing central
bank facilities. This imposes a market discipline on banks to manage their liquidity
prudently so that they can maintain their access to the markets for funding purposes. In
addition, the corridor allows for credit tiering in the market, since widening spreads might be
an important signal for market participants and financial sector supervisors of potential
financial distress. Allowing these market mechanisms to operate thus contributes to financial
stability. Market participants generally welcomed the introduction of the new deposit
facility, noting that it has helped to limit short-term interest rate volatility, and may
help to broaden the range of participants in the market over time.

11. There are no statutory reserve requirements in the United Kingdom. Settlement
banks are also able to obtain intraday credit from the Bank on a collateralized basis. This
credit is available in both sterling and euro to facilitate the smooth functioning of the sterling
and euro CHAPS payment systems operating in the United Kingdom. No interest is charged
on this credit, but it must be repaid before the payment system closes for the day. To help
ensure that intraday liquidity does not spill over into overnight liquidity (and potentially
affect monetary conditions), the Bank has taken steps to: (i) apply early cut-offs, first for
customer payments and a little later for interbank CHAPS payments, within the RTGS
operating day so that CHAPS banks have a final period in which to square their positions;
and (i1) by applying penal rates for any overnight repo required to prevent a bank that has
failed to balance its books by the end of the business day from going into overdraft. The
penalty charged by the Bank for the provision of such a repo depends on the circumstances in
which the overdraft arises, but is usually a minimum of 300 basis points above the Bank’s
repo rate.

12. The Bank auctions three- and six-month euro-denominated bills each month,
and also auctions three-year euro-denominated notes in order to obtain the euro
liquidity it needs to support the functioning of the TARGET payment system for banks
located in the United Kingdom. The arrangements agreed with the European Central Bank
under which the Bank of England may provide intraday liquidity incorporate a €3 billion
limit on the total amount of intraday liquidity that can be provided to the U.K. market by the

” As noted above, settlement banks are required to maintain positive credit balances in their accounts at the
Bank at the end of each business day. However, they are required to hold non-interest bearing “cash ratio
deposits” (CRDs) at the Bank, set at a rate of 0.15 percent of their domestic deposit base. These deposits are
meant to provide the Bank with seignorage revenues to finance the unrecovered costs associated with its
monetary policy and financial stability activities. The CRD scheme is scheduled to be reviewed in 2003. These
reviews are expected to be conducted every five years.



Bank of England (€1 billion limit to any one participant). Excess funds are held in the Bank
of England’s own foreign exchange reserves.

13. The Bank has not conducted any foreign exchange market intervention for
monetary policy purposes since the introduction of the current monetary framework in
1997. The Government is responsible for determining the exchange rate regime for the U.K.,
but the Bank is allowed to have its own separate pool of foreign exchange reserves, which it
can use at its discretion to intervene in support of its monetary objectives. It is also required
to execute foreign exchange market intervention as the government’s agent for non-monetary
policy purposes, such as intervention carried out by the U.K. in support of coordinated G-7
intervention, using the government’s foreign exchange reserves. These interventions are
automatically sterilized. When sterling money market shortages have been large, the Bank
occasionally used foreign exchange swaps to supply liquidity to the sterling money market.

Key issues
The Bank’s ability to forecast the daily shortage

14. The transfer of the management of Exchequer cash management from the Bank
to the DMO in April 2000 has modestly helped to improve the Bank’s ability to forecast
the shortage. The two principal factors that now influence the money market’s need for
financing from the Bank are changes in the note issue and the maturity of the existing stock
of refinancing operations. Table 1 summarizes the Bank’s daily forecast errors from January
1999 through December 2001. The liquidity forecasting process functions well, and the mean
absolute forecasting errors have fallen sharply since the transfer of government cash
management to the DMO in April 2000. However, the improvement in the standard deviation
of the forecast errors—perhaps a more precise indicator of the consistent ability of the
forecasters to achieve better forecasts—is less pronounced in level terms at the 2:30 and 4:20
rounds, and it is not clear that there has been any significant improvement at the 9:45 round.
This not to say that the forecasts are weak. Indeed, the standard deviations of the errors were
less than 10 percent of the average daily shortages in 2001. Instead, there has been, and
continues to be, some residual uncertainty in the remaining items of the forecast, particularly
the note issue. This should decline further when the Bank completes the restructuring of its
bank note operation. Further improvements to the shortage forecasting process could, if
the Bank wished, help set the stage for less frequent operations by the Bank in the
sterling money market.
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Table 1. United Kingdom: Daily Shortage Forecast Errors 1/
(GBP millions)

Mean of Absolute Daily Errors  Standard Deviation of Daily Errors
9.45am  2.30pm  4.20pm 9.45am  2.30pm  4.20pm

Date forecast  forecast  forecast forecast  forecast  forecast
1999 145 51 31 224 94 72
2000 (Jan. - Mar.) 181 50 23 237 109 53
2000 (Apr. - Dec.) 89 38 17 130 78 38
2001 81 33 13 216 67 49

Source: Bank of England.

1/ Errors are defined as projections minus actual shortage.

Frequency and tenor of the Bank’s monetary operations

15. Notable features of the Bank of England’s monetary operations are the number
of operations conducted each day (four if one includes the late-day round for settlement
banks) and the two-week tenor of the policy rate. Reasonable questions one could pose
are: (i) could the Bank operate less frequently each day, and (ii) would it be more appropriate
to set the target policy rate with reference to an overnight interest rate given that central
banks typically have more control over interest rates at this tenor in their operations? Turning
to the first question, Bank officials suggested that the multiple rounds of operations is a
handy means of building relations with market participants because the operations in the
market provide a starting point for discussions on market developments, which can be a
useful source of intelligence on emerging vulnerabilities in the financial system. In addition,
multiple rounds of operations help the market cope with the uncertainties surrounding the
forecasted shortage, which tend to decline as the day goes on. While these are important
arguments, they should be kept in perspective. For example, some market participants
indicated that their willingness to speak with the Bank reflects the quality of the discussions
and their overall respect for the Bank, not the operations themselves. Thus, as the shortage
forecasting process improves over time, the Bank may want to reflect on whether it
could operate with fewer rounds in the market (for example, by aiming for two rounds of
daily operations in the long run). This could further reduce the presence of the Bank in the
market over the course of the day, and perhaps, at the margin, impose some added market
discipline on market participants to trade more efficiently with one another. So long as the
Bank’s discussions with the market continue to offer value to market participants, it is not
clear that this would necessarily impede the Bank’s ability to gather market intelligence.

16. Turning to the question of the tenor of the policy rate, Bank officials indicated
three major reasons in support of the current arrangement. First, by operating at the
two-week tenor, it is easier for the Bank to influence one month interest rates—the tenor that
is thought to be important for the transmission of monetary policy actions to tenors further
out the yield curve. Operating directly at the one month tenor is probably not practical
because at that point interest rates start becoming sensitive to factors other than monetary
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policy actions, thereby impairing the clarity of the monetary policy signal. Second, changes
to the Bank’s operations have evolved gradually over time, and a policy rate defined with
respect to two-week interest rates has been the practice for many years, and is one that the
market is comfortable with.

17. And third, some might argue that a two-week tenor is useful from a balance
sheet management perspective because, compared to an overnight tenor, it obviates the
need to rollover all operations each day, thereby helping to limit the Bank’s presence in
the sterling money market. This is not a major constraint. The Bank could always follow
the practice of some other central banks and adjust the composition of its balance sheet by
conducting some longer-term operations at prevailing market interest rates, such as it did
over the millennium date changeover period. Indeed, at some point in the future, the Bank
may wish to consider reactivating the longer-term repo facilities used during the
millennium date change period, and acquire assets on a repo basis in order to reduce
the average size of the stock of refinancing, which has been on an upward trend since
April 2000 (from £14 billion in April 2000 to £18 billion in January 2002). This issue
could become acute if the government should decide at some point to repay the Ways and
Means advance.®

18. Of course, a two-week tenor also offers the added convenience of being
consistent with the tenor used by the European Central Bank to signal its monetary
policy intentions. In practice, there is little to choose between operating at either tenor.
Given the market’s comfort with the current arrangements and the U.K.’s close
economic and financial linkages with the rest of Europe, continued focus on the two-
week tenor is appropriate.

Managing the risks associated with the collateral underpinning monetary operations

19. All securities held as collateral by the Bank are valued daily in sterling at the
close of business; the aggregate exposure to each open market operation counterparty is
calculated. Any counterparty whose margin-adjusted value of collateral is more than

£1 million lower than the amount (including interest) owed to the Bank is required to post
additional collateral (i.e., a variation margin) the next day to reconstitute the appropriate
amount of margin.

20. Margins are set using a value-at-risk (VAR) approach, which is reviewed
annually to ensure that the assumptions underpinning the margin requirements are
appropriate. The requirements are designed to protect the value of the collateral against both
interest rate risk, and where appropriate, exchange rate risk. Also, close contact is maintained
between the Bank’s front and back office staff, and the causes of persistent or unusual

¥ By the same token, if the Bank was faced with a daily surplus at some point in the future, it could ask the
DMO to issue additional Treasury bills on its behalf, or it could begin issuing its own securities to mop up
liquidity.
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variation margin calls are monitored and investigated if necessary. Given the high-quality of
the underlying collateral, the Bank has not introduced formal credit or liquidity risk controls
for the collateral it accepts, although it does monitor the quality and liquidity of the collateral
being pledged and has not encountered any problems in practice. Moreover, it indicated a
willingness to introduce more formal measures should they be required. It also sets limits on
the amount of acceptances that eligible financial institutions can issue in the market. (The
Bank can take them as repo collateral or purchase on an outright basis). By limiting the
amount of securities each institution can issue, the Bank indirectly places a ceiling on its
potential exposure to any one accepting institution. Each institution’s issuing limit is based
on a calculation of its capital and scale of its sterling business.

21. While the credit and liquidity risk of collateral is not an issue for securities
issued by the Bank of England or the U.K. government (the Bank’s shareholder),
prudent risk management practice would suggest that some controls be introduced for
other securities accepted as collateral by the Bank even though the remaining collateral
is all high-grade in nature. In this regard, the Bank may wish to follow the practice of
some other central banks and consider the practicality of introducing minimum
liquidity or credit rating thresholds or limiting the amount of securities of a single
issuer that can be posted by a counterparty in order to achieve a broader diversification
of the collateral. Although the Bank closely monitors the collateral it accepts and has not
encountered any difficulties in practice, application of good risk management practices in-
house helps to set a good example for market participants, and is a concrete way to
demonstrate the Bank’s commitment to a more resilient financial system.

III. STERLING MONEY MARKET

22. The sterling money market is primarily a market for unsecured short-term
interbank deposits and certificates of deposits (CDs). As of the end of 2001, interbank
deposits and CDs accounted for 58 percent of sterling money market instruments outstanding
(Table 2).° Most of them are issued by the nine major U.K. banks, although some European
banks are also large issuers of CDs (Table 3). The stock of interbank deposits and CDs has
grown by about 4 percent annually since 1990. However, their share of the money market has
declined markedly from the 80 percent level that prevailed prior to the introduction of gilt
repos (repos collateralized by U.K. government bonds) in the mid-1990s. Since 1997, gilt
repos have grown rapidly—to about a 24 percent share of the money market—as banks took
advantage of the introduction of the repo market to shift from holding gilts on an outright
basis to a repo basis so that they could better manage their liquidity positions. Other

? These data need to be interpreted with care, since the interbank deposit component is materially inflated by
intragroup business, e.g., lending from the treasury area of a bank to the rest of the group.
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Table 2. Sterling Money Markets

(Amounts Outstanding, £ billions)

1990 1995 2001

Interbank 89 (49) 1/ 93 (48) 185 (34)
CDs 53 (29) 66 (34) 131 (24)
Gilt Repo 129 (24) 2/
Stock Lending 52 (10) 3/
Eligible bills 23 (13) 20 (10) 11 (2)
Commercial Paper 5 (3) 6 (3) 21 4) 4/
Other 5 13 (D) 10 (5) 14 (3)
Total 183 (100) 195 (100) 555 (100)

Source: Bank of England.

1/ Numbers in parentheses represent percent of total sterling money market claims.
2/ As of November 2001.

3/ As of September 2001

4/ As of August 2001

5/ Includes Treasury bills, sell/buybacks, and local authority bills

Table 3. Distribution of Banks’ Wholesale Sterling Liabilities by Group of Banks at end-
December 2001
(in percent)

Interbank CDs Issued Gilt Repo

U.K.-owned 80.5 45.1 36.1
Other EU-owned 8.8 47.2 33.3
U.S.-owned 3.5 0.3 0.0
Japan-owned 1.4 1.3 0.8
Other 5.8 6.0 29.8
o/w other developed 54 5.9 29.8

o/w other 0.4 0.1 0.0
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segments of the money market are fairly small; for example, treasury bills and commercial
paper represent less than 5 percent of sterling money market instruments outstanding. '

23. Market participants report that the rapid growth of the repo market has also
benefited from the introduction of more stringent capital adequacy regulations and a
contraction in unsecured credit lines in the interbank market. More stringent capital
adequacy rules have contributed to lower costs for repo financing relative to unsecured
financing because the institution providing the funds does not need to hold as much capital
against a secured investment as it would against an unsecured one given the high quality of
the underlying collateral in a repo transaction. In addition, many institutions are reportedly
shifting toward dealing on a repo basis in order to limit the use of unsecured credit lines,
which are declining in aggregate as banks merge. Credit departments in banks tend to grant
smaller credit lines to a newly-merged institution than the sum total of those previously
granted to the antecedent institutions.

24. The importance of the interbank and CD markets in the U.K. stands in marked
contrast to money markets in the United States and Canada, for example, where
securities issued by governments and nonfinancial corporations tend to dominate.'’
However, it is similar to that in the euro area, where unsecured bank claims also represent the
largest segment of the market. Several factors explain the difference between the sterling and
North American money markets. First, the amount of government debt outstanding in the
U.K. is fairly modest at less than 30 percent of GDP, and it is heavily skewed toward issues
of long-term bonds reflecting: (i) a preference in the early 1990s to limit the issuance of
Treasury bills to avoid potential conflicts with monetary policy;'? and (ii) the government’s
desire to minimize its exposure to market and rollover risks. As a result, the government has
not issued much in the way of treasury bills. Second, U.K. corporations have tended to rely
more on bank loans to meet their short-term credit needs than commercial paper or bank-
guaranteed paper. Third, CD issuance activity by major banks grew rapidly in the latter half
of the 1990s as the introduction of gilt repo led some banks to repo gilts on to their balance
sheets in exchange for CDs. And fourth, banks’ willingness to hold each other’s CDs was
helped by the introduction of the stock sterling liquidity regime (SSLR) in 1996 (see Box 2),
which allowed U.K. banks to count (to a limited extent) their holdings of CDs issued by other
banks as liquidity to meet the SSLR requirement.

1% Another relatively new market segment, for which data were not available, is the sterling overnight index
average (SONIA) swap market.

" There is, however, an active offshore interbank market in unsecured deposits denominated in U.S. dollars and
other currencies, of which London is an important trading center.

"2 However, as these concerns abated, the government began issuing floating-rate gilts in the mid-1990s, and
over the past year has begun issuing Treasury bills in larger volumes as these gilts matured. The government
plans to dematerialize T-bills and other money market instruments, which would help to promote the future
growth of this market.
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Box 2. Prudential Supervision of Commercial Bank Liquidity Management

The SSLR was introduced in 1996 as a means for ensuring that major U.K. banks hold sufficient liquidity to protect themselves against
a potential loss of short-term sterling wholesale funding. It also helped to level the playing field among these banks by ensuring that they
were subject to a common liquidity supervision scheme. Previously, a maturity ladder-based regime had applied to all banks, comparing
contractual outflows and inflows of cash within a number of time bands (next day; the next week; etc.), the details of which varied from
bank to bank. However, this was unsuited to retail banks, which have extensive deposits that are contractually callable (or virtually
callable), but which in normal conditions are generally fairly stable. It is also vital that larger banks have ready access to liquidity in
stressed market conditions so as to be able to meet liquidity demands from elsewhere in the financial system or from non-financial
customers. This liquidity can come from selling or repo-ing highly liquid assets in the market, or (within constraints set by the size of
official operations) to the central bank. The SSLR recognized this and, for their sterling deposits, required major U.K. banks to hold a
stock of sterling and euro-denominated liquid assets (defined as those assets accepted as collateral by the Bank of England) against a
potential loss of short-term wholesale funding.

There are two requirements in the SSLR:

e A bank must work to a sterling stock liquidity ratio of at least 100 percent at all times. The ratio is calculated as the stock of eligible
liquid assets divided by a measure of outflows. This measure is defined as the contracted wholesale sterling net outflows over the
next 5 business days minus sterling CDs held, up to 50 percent of the wholesale sterling net outflow, plus 5 percent of maturing retail
deposits. CDs are subject to a 15 percent discount to reflect market risk. Undrawn committed facilities are not included as contingent
outflows.

¢ A bank must also hold a sterling stock ‘floor’ of liquid assets at all times, agreed with the FSA, and usually set at 50 percent of a
bank’s internal limit for its maximum net outflow over five working days. CDs are not included in the permanent ‘floor’
requirement.

The SSLR does not cover foreign currency activity.

CDs are treated in the SSLR as ‘second tier’ liquidity. They are not accepted in the Bank of England’s open market operations, and they
are ‘inside’ liquidity for the banking system because they are issued by banks. Thus, holding a sterling CD is not like holding a U.K.
government Treasury bill or short-maturity gilt. Liquid assets (other than CDs) which count toward U.K. regulatory liquidity
requirements can also be used to obtain intraday credit from the Bank in the context of the RTGS payment system.

In addition to its general rules on liquidity, various other FSA regulations touch on liquidity considerations. For example, banks which
securitize their assets are expected to demonstrate that they can cope with the liquidity implications of assets eventually returning to
their balance sheet, as can occur, for example, with securitization of revolving credits.

Since 1999, a revised version of the 1982 maturity mismatch approach has applied to all banks other than those subject to the SSLR.
This includes some branches of foreign banks. Most banks supervised under the maturity mismatch regime do not have direct access to
the Bank of England’s facilities, and may be less active in wholesale markets—smaller banks tend to rely on committed funding lines
from the larger banks, and provided the FSA is satisfied with the availability of these facilities in stress conditions, the banks are
permitted to include a portion of undrawn commitments available to them in the maturity ladder. The percentage is set on a case-by-case
basis taking account of factors such as whether the facility is legally binding, the existence of covenants, regular usage of the facility,
etc. A broader range of assets is treated as liquid than under the SSLR to reflect the markets in which banks operate. Discounts to market
value are applied to securities that are judged, by the regulators, to be vulnerable to changes in market prices.

Banks are required to report all cash flows (not just principal amounts) in the maturity ladder for periods out to six months. Mismatch
guidelines are for the cumulative periods up to eight days and up to one month. Typically these would be zero and minus 5 percent
respectively. For some assets and liabilities where the behavioral characteristics of the cash flows do not bear a close resemblance to
actual maturities, banks may request, or the FSA require, that they are treated on a behavioral basis instead. Committed facilities
provided by a bank are taken into account, and an attempt is made to capture cash flows arising from options. In 1999, the FSA decided
that sterling and foreign currency information should normally be aggregated for routine reporting purposes. However, banks are
expected to have a separate management policy for foreign currency liquidity positions, and the FSA can request reports on these. Some
branches of overseas banks are permitted by the FSA to manage their liquidity on a global basis from their home country head office,
provided that the FSA is content with the home country supervisory regime and can rely on the branch being fully integrated with the
head office for liquidity management purposes.

Source: G. Chaplin, A. Emblow, and I. Michael, “Banking system liquidity: developments and issues,” Bank of England Financial
Stability Review (December 2000).
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25. Secondary market trading in the money market is dominated by trading in short
sterling futures contracts and options on these futures contracts, both of which are
traded on the London International Financial Futures Exchange (LIFFE) (Table 4). The
futures and options markets are accessible to a wide range of participants, provided they are
able to meet the margin requirements, and trading now takes place electronically via the
exchange’s computer system, rather than on the floor of the exchange. Major banks in
London actively transact in these markets to hedge their exposures to future movements in
short-term interest rates, and to arbitrage any pricing discrepancies between the futures and
underlying interbank markets. Trading activity on the exchange is particularly heavy in
periods of heightened uncertainty about the future course of sterling interest rates, since
traders can take advantage of the leverage inherent in the margin requirements to create large
speculative positions, and avail themselves of the security provided by the fact that the
London Clearing House (LCH) interposes itself as counterparty to all trades executed on the
exchange.

26. Transactions in the traditional cash markets and non-exchange-traded
derivatives markets, such as the SONIA swap market, are conducted between
counterparties on an over-the-counter (OTC) basis, usually through screen-based
interdealer brokers, but in some cases directly by telephone. The broker simply brings the
counterparties together. They are then responsible for settling transactions and managing
their own counterparty risk exposures. Usage of screen-based inter-dealer brokers helps to
minimize search costs and protect the anonymity of the traders until the transaction is
completed, thereby lowering the risk that the market might move against a trader before he or
she can complete the transaction. In some market segments, notably gilt repo, electronic
proprietary trading systems such as BrokerTec are growing in popularity, and are helping
traders discover prices with fewer transactions and execute their transactions more
efficiently.

217. Trading volumes have been fairly stable in recent years in both the gilt repo and
the unsecured segments of the money market. However, market participants noted that the
trading flow in the interbank market is becoming more lumpy over time, and thus harder for
traders to manage, as the number of active participants dwindles in response to consolidation
in the number of large institutions in the financial services industry and as the size of average
transactions—which now range between £100 and £500 million for interbank deposits and
CDs—increases. In times of stress, this lumpiness may foster the emergence of disorderly
markets as traders shy away from taking positions for fear of being caught offside by the
course of events. In contrast, those institutions that are major players in the gilt repo market
report that that market is very deep and liquid, with most counterparties willing to regularly
trade in lots of £100 million in the broker market rather than the £25 million minimum
transaction size. Indicative bid-offer spreads in the various segments of the money market
have been fairly stable, widening by only a few basis points in periods of heightened
uncertainty, such as the millennium date change and post-September 11 (Figure 1).
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Table 4. Turnover of Sterling Money Market
(Average Daily Amounts, £ billion)

1997 1998 1999 2000 2001
Short Sterling Futures 40 67 54 45 67
Short Sterling Options 6 15 13 8 15
Interbank (overnight) (a) 6 7.5 8 10 10
Gilt Repo 15 15 14 18 18
CDs, bank bills and treasury bills 12

Source: U.K. authorities. (a) Figures based on unsecured cash transactrons brokered in London as
reported to the WMBA.

Figure 1. Sterling Money Market, Bid Offer Spreads

(Monthly averages in percent)
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28. Interest rates paid by banks to fund themselves in the interbank deposit and CD
markets do not vary much in relation to the credit rating of the banks. Instead, market
participants report that the size of informal, normally stable bilateral credit lines governs the
allocation of credit in the market. Access to the market on an unsecured basis is generally
limited to banks that are perceived by their peers to have a credit rating equivalent to single-
A or better. Weaker institutions typically are only able to raise funds on a secured basis. This
contributes to the resiliency of the unsecured market because there is less risk that it will be
undermined by the failure of a weak institution.

29. Participants in the sterling interbank market report that they generally review
the credit lines granted to other banks on a regular basis (quarterly appears to be the
norm), although more frequent ad-hoc reviews are conducted when a counterparty is
hit by a shock (such as when the news broke of large foreign exchange trading losses at
Allied Irish Bank). In the past, such shocks would have led market participants to limit their
interbank exposures to all banks from the country or region in question, whereas now
participants believe that the market is more discriminating, assessing each participant’s credit
lines more on a case-by-case basis, and less on its country or region of origin.

30. Market participants also noted that bank credit lines are often adjusted in
response to shifts in trading activity between counterparties, even when there has not
been any change in the credit assessment of the bank counterparty. This suggests that
credit line determination is not only a function of the credit standing of the counterparty, but
is also governed to some extent by the potential profits to be earned from the trading
relationship. There is also a widespread view that the credit lines extended to the most active
participants in the sterling interbank market—the major U.K. clearing banks—may be
somewhat larger than their credit standing might suggest owing to a latent belief that the
Bank of England will ultimately stand behind the unsecured interbank obligations of these
banks if one of them was to fail. However, this is thought to be a less important factor now;
the failure of Barings in 1995 (its obligations were not covered by the Bank of England) has
encouraged banks to be more cautious in the granting of unsecured credit lines to one
another. In addition, to the extent that such a distortion exists, it is not perceived to be simply
a U.K. phenomenon; similar treatment is reportedly granted to the largest domestic banks in
other currency interbank markets. The interest rates paid by the largest U.K. banks on their
sterling CDs are also thought to be a few basis points less than those paid by similarly-rated
institutions in the market; however, this was mainly attributed to a liquidity premium effect,
since the sterling CDs issued by those banks tend to be the most active-traded in the market.

31. The Bank of England and the FSA play an active role in working with market
participants to champion the development of the sterling money market. In addition to
a continuous bilateral relationship with market participants, the Bank and FSA liaise
with them through three key committees—the Foreign Exchange Joint Standing
Committee, the Sterling Money Markets Liaison Group (MMLG), and the Stock
Lending and Repo Committee (SLRC). All three are chaired by senior Bank officials, they
include a wide range of private and public sector participants, and minutes of meetings of the
groups are posted on the Bank’s internet web site. Market participants generally praised the
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Bank’s willingness to work with them in an open collaborative fashion to foster the
development of well-functioning deep and liquid money and foreign exchange markets.
Examples of some issues that have been dealt with by these committees include: preparations
in financial markets for the millennium date change; the preparation of guidance on good
trading practices in wholesale financial markets; a review of money market instruments and
plans for their dematerialization so that they can be settled in the CREST system; and
reviews of the main legal agreements used in the various markets.

Key issues
Efficiency of the sterling money market in distributing monetary liquidity

32. As noted previously, the Bank of England in its monetary policy operations
normally aims to supply the market’s net liquidity requirement each day plus a small
margin to address the market’s demand for precautionary balances. This encourages
market participants to trade in the money market with each other to clear their long and short
positions. A key issue is whether the market is in fact able to distribute the liquidity supplied
by the Bank in an effective fashion so that at the end of the day market participants do not
need to access the Bank’s facilities for amounts significantly in excess of the daily shortage.
The data suggest that this is indeed the case (Table 5). First, the average amount of liquidity
provided by the Bank each day (about £2.5 billion in 2001 with a standard deviation of

£1.5 billion) is low relative to the £28 billion average daily volumes transacted in the
interbank and repo markets. More importantly, the demand for precautionary balances at the
Bank of England appears to be quite modest—around £50 million in 2001 with a standard
deviation of 70 million—and not sensitive to the degree of uncertainty in the market. For
example, the level of balances held at the Bank of England did not rise following the terrorist
attack on September 11.

33. One issue that has concerned market participants in the past was attempts by
some banks to hoard the liquidity provided by the Bank of England to fund their own
operations, rather than make it available to other market participants. Some
participants argued that this practice contributed to undue concentration of the Bank’s
liquidity injections among a few market participants that were not willing to on-lend the
funds to the rest of the market, thereby contributing to excessive volatility in overnight
interest rates. This, in turn, may have discouraged a broader range of institutions from trading
in the market, thereby impeding the liquidity of the market. In December 2001, the Bank
notified its counterparties that to avoid undue concentration it may individually scale
counterparties’ bids in its open market operations (for which there is a general provision in
the Operational Notice governing these operations). Such a step would help to ensure that
access to the liquidity provided by the Bank is available as smoothly as possible to all market
participants.
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Table 5. Daily Liquidity Supplied by Bank of England

(£ billions)
1999 2000 2001
Average Liquidity Supplied by Bank of England 1.2 2 2.5
(Standard deviation) (0.8) (1.0) (1.5)
of which:
Overnight 0.2 0.3 0.6
Two-week 1.0 1.7 1.9
Average End-of-Day Balances at Bank of England 0.1 0.1 0.05
(Standard deviation) (0.1 (0.07) (0.07)
Average Daijly Turnoverin Gilt Repo 23 28 28

Sources: Bank of England and Fund staff calculations.

34. Discussions with market participants revealed that they are pleased with the
Bank’s action, and that it has helped to alleviate technical distortions in the overnight
market. For example, several banks reported that short-term interest rates are now more in-
line with the Bank’s two-week policy rate since the Bank’s action (in an unchanged policy
rate environment). However, they cautioned that the Bank will need to be vigilant against
attempts by participants to collude with an aim of hoarding the Bank’s liquidity and avoiding
the triggering of the scaling back of bids to the detriment of others in the market. The Bank,
in fact, does this by monitoring correlations in the trading behavior of major participants. In
addition, some market participants admitted that they are not exactly sure how much liquidity
they can bid for before their bids would be scaled back, although the Bank has indicated it
would let them know ahead of time if there was any risk of their bids being scaled back. This
lack of certainty reflects the fact that there is no fixed ratio or formula used by the Bank to
set the degree of scaling; indeed, it could be relaxed in circumstances of general financial
strain. And some uncertainty in this regard can be a useful tactical device to prevent market
participants from ‘gaming’ the Bank.

Resiliency of the unsecured sterling interbank market in periods of stress

35. As noted previously, the interbank market primarily allocates credit on the basis
of quantity credit rationing through credit lines granted by market participants to one
another. Some observers argue that there is a deficiency in pricing according to counterparty
risk in that it can lead to excessive dependence on central banks during periods of crisis
because the size of credit lines in the market is highly dependent on the degree of confidence
participants have in one another in an environment of imperfect information.'?

" This point is discussed at length in: H. Bernard and J. Bisignano, 2000, “Information, Liquidity and Risk in
the International Interbank Market: Implicit Guarantees and Private Credit Market Failure,” BIS Working
Papers No. 86 (March).
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36. The failure of banks to honor their unsecured interbank deposit and CD
obligations has been a rare event in the United Kingdom, and mainly limited to smaller
institutions. As a result, the market has generally performed well across a wide range of
trading conditions, such as in the wake of the failure of LTCM; over the millennium date
change; and in the days following the September 11 terrorist attack. The sterling interbank
market has not experienced a loss of confidence due to the failure of a major U.K. bank for
many years. The most recent cases of official emergency liquidity support to U.K. banks
occurred in the early 1990s, when the Bank lent to a few small banks in order to prevent a
wider loss of confidence in the banking system. A rather larger group of small banks
experienced difficulties and was subject to intensified supervision by the authorities; 25
banks failed or closed due to problems during this period.'* In contrast, the Bank did not
intervene to prevent the collapse of Barings in 1995, which was a larger and more prominent
institution, but whose problems did not in fact threaten the system given the economic and
market conditions at that time. The interbank market took this event in stride, which is a good
indicator of its resiliency in periods of heightened uncertainty. U.K. authorities stressed that
when they are considering whether to intervene to provide emergency assistance, the
decision is determined by whether they are dealing with a systemically important situation,
rather than by the size of the institution.

37. Although the interbank market functions well, there is the potential for the
interbank market to act as a contagion channel in the unlikely event that a major U.K.
clearing bank was unable to honor its unsecured interbank and CD obligations. This is
due to the fact that these banks stand at the fulcrum of the sterling market inasmuch as banks
hold significant portions of their sterling liquid assets in the form of claims issued by other
banks (Table 6), and the major U.K.-owned banks are large issuers of sterling interbank
deposits and CDs (Table 3). Thus, it is important to assess the extent to which the U.K.
interbank market is dependent on the financial condition of individual participants and the
adequacy of the methods used to supervise bank liquidity management practices.

' Another crisis was the secondary banking crisis in the 1970s when the Bank launched the ‘lifeboat’ operation
to prevent a loss of confidence in the U.K. banking system—see Bank of England, 1978, “The secondary
banking crisis and the Bank of England’s support operations,” Bank of England Quarterly Bulletin (June).
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Table 6. U.K. Banks’ Sterling Liquid Assets as of December 2001
(in percent of Total Sterling Liquid Assets)

Major U.K. Other Large Small U.K. Foreign

Banks U.K. Banks Banks Banks
Bank Obligations 53 79 82 53
U.K. Government Gilts and Treasury Bills 1/ -21 15 -105
Other U.K. Debt Securities 19 21 2 32
Gilt Repo 39 101
Other Repo 3 17
Bank notes and Bank of England Deposits 7 1 2
Total 100 100 100 100

Source: Bank of England
1/ Negative numbers reflect the repo-ing of gilts in exchange for cash.

Bilateral interbank market exposures of U.K. banks

38. One way to assess the vulnerability of the interbank market to the financial
condition of individual participants could be to examine data on bilateral unsecured
interbank claims between individual banks. In the course of the discussions on how to
conduct the stress testing exercise for U.K. financial institutions, the FSAP team noted for
illustrative purposes only that these data could be used to prepare frequency distributions of
the exposures so that the authorities can obtain a sense of whether the market would be
vulnerable in the event of a failure of one or more institutions. The exposures that are most
likely to generate problems for the authorities would be those that involve large unsecured
liabilities of some banks that are held by a small number of banks—i.e., the ‘tails’ of the
distribution of bilateral interbank exposures rather than the mean exposures. In turn, these
can lead to ‘chain-reactions’ whereby the failure of one bank, by contributing to the failure of
another, can raise the probability of others encountering difficulties. The implication being
that the potential vulnerability of the system as a whole can be larger than what is implied by
simply looking at the bilateral exposures of individual banks—one must also examine how
they interact with one another. The authorities were encouraged to continue with their
efforts to increase their surveillance of bilateral unsecured exposures between banks
(including sterling and foreign currency-denominated interbank deposits and CDs,
foreign exchange, and payment system exposures) so that they can conduct a more
thorough regular assessment of the systemic vulnerability of the interbank market to
undue concentration of risk."> This point was accepted by the authorities, and they have
stepped up its surveillance in this area. However, in order to obtain a complete picture of
these exposures, there could ultimately be a need for close collaboration with authorities in

11t is important to bear in mind that the usefulness of these data will be limited by the inability of the Bank to
monitor exposures that arise offshore, since many important players in the U.K. interbank market are branches
of foreign banking groups—thus, the offshore exposures of the parent institution of these branches are also
relevant in order to gain a precise indication of the vulnerability of the U.K. banking system. Nevertheless, a
partial picture is more informative than no picture.
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other jurisdictions, since many of these exposures involve foreign institutions that are not
supervised by the U.K. authorities.

39. The authorities may also wish to consider publishing the results obtained, albeit
in a highly aggregated form to protect the confidentiality of individual banks. Individual
market participants are not able to obtain such information on their own, since the raw data
are considered to be highly confidential by individual institutions. By publishing highly-
aggregated frequency distributions of the results, the authorities would inject some market
discipline into the process by enabling market participants to gain an appreciation over time
of the vulnerability of the market as a whole to the failure of an institution(s) without
impairing the confidentiality of individual banks. In turn, this could help bank credit
departments set credit lines on a more informed basis.

40. The available data suggest that if a bank failed, other banks might also be
threatened. As noted previously, many banks hold a large share of their sterling liquidity in
the form of claims issued by other banks. Moreover, more than half of sterling and foreign
currency interbank claims are held by less than ten institutions. Relative to their total balance
sheets, these claims were estimated by IMF staff to represent about 4 percent of total assets
for the largest U.K.-owned banks, and more than 12 percent for other U.K.-owned banks, or
about 35 percept of Tier 1 capital for both groups. However, this does not take into account
the potential chain-reactions that may feed back onto the largest banks if the failure of one
bank undermined the health of others in the system. Nor does it take into account any
interbank exposures denominated in foreign currencies, or those that arise through foreign
exchange trading or payment system activities.

Supervision of bank liquidity management practices

41. As indicated previously, Box 2 summarizes the FSA’s approach to regulating
commercial bank liquidity management practices. Several features were identified in the
sterling stock liquidity ratio that appear to be adversely affecting the functioning of markets.
Indeed, some of the smaller banks that are supervised under the SSLR appear to be focusing
too much on meeting the supervisory requirement, and not using the more sophisticated
liquidity management practices found elsewhere in the market.

o While perhaps a good starting point for monitoring the liquidity condition of the
largest U.K.-owned banks, the SSLR does not fully take into account the maturity
distribution of their assets and liabilities. However, as noted in Box 2, maturity
mismatch data are collected for other banks operating in the U.K. In the absence of
other information, one could easily miss potentially significant liquidity mismatches
lying outside the five business-day horizon used in the ratio. This deficiency may not
be too significant, since these institutions are subject to intensive day-to-day
supervision by the FSA. Thus, the authorities may be able to spot emerging liquidity
concerns at individual institutions through the broad range of information at their
disposal. Nonetheless, the authorities should also monitor the liquidity risks in the
banking system at a systemic level so that they can be prepared to deal with the chain-
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reactions that can result when the failure of one bank threatens the stability of other
banks in the system. To conduct such an exercise, maturity mismatch data would
need to be collected using a common reporting system that is applicable to all banks.
A potential benefit of collecting these data from the major U.K.-owned banks too, is
that it might encourage some of them to focus more on their mis-match positions
when managing liquidity, rather than focusing on whether they have met the SSLR by
a comfortable margin.

The SSLR allows the major U.K.-owned banks to net (to a certain extent) their
holdings of sterling CDs issued by other banks against their own maturing deposits
for purpose of calculating their SSLRs. Liquidity held in the form of sterling CDs
issued by other U.K. banks may not be readily available when the failure of one bank
threatens the stability of other banks in the U.K. banking system. Moreover, as noted
previously, this provision has contributed to the growth of CDs in recent years—an
outcome that is incompatible with encouraging banks to deal with one another on a
secured basis. The latter is an important ingredient for reducing systemic risks in the
sterling money market with its already large amounts of unsecured exposures.
Consequently, the authorities were encouraged to reconsider the treatment of owned
CDs in the calculation of the SSLR. It is conceivable that the banks might be willing
to go along with such a review if it is linked to the recommendation contained in the
next bullet.

No consideration is given to the major U.K.-owned banks’ significant holdings of
foreign currency liquid assets (except those euro-denominated securities that are
accepted by the Bank as collateral in its market operations) and their foreign currency
liabilities in the calculation of the SSLR. Should one of these banks experience
difficulties, these liabilities could also run-off fairly quickly. Investors tend to behave
the same regardless of their location or the currency denomination of their
investments. And, to the extent that the banks’ foreign currency liquid assets are held
in securities and currencies that enjoy deep and liquid markets (such as those in the
euro area and the United States), they could be used by the bank to help address a
liquidity crisis. Liquidity is fungible in normal market conditions. So long as the
assets involved can be readily liquidated and the proceeds converted into sterling, the
liquidity of all banks should be supervised on a global basis, as is done for some
foreign-owned banks, although the authorities may want to give some preference to
holding liquidity in sterling assets, since this is the currency whose liquidity over
which they have the most control.

The FSA recognizes the deficiencies inherent in its current approach to

supervising commercial bank liquidity management practices, and plans to revise its
approach in the near future. In March 2002, it issued a consultation paper to begin the
dialogue with stakeholders on how best to regulate and supervise bank liquidity management
practices, and indicated to the FSAP team that it will bear in mind the above points as it goes
through the consultation process. Implementation of the FSA’s proposals is expected to take
place in 2004 and 2005.
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Measures to encourage banks to deal with one another on a secured basis

43. An active unsecured segment of the sterling money market can be a useful
instrument for encouraging banks to test their names on a regular basis, thereby
imposing some market discipline on their activities. However, this could still continue to
take place if the unsecured segment was a much smaller segment of the market than it is
today, where it constitutes more than half of the sterling money market. Moreover, the
discussions with market participants alluded to earlier suggest that banks may still, at the
margin, be setting credit limits on the basis that there is a non-zero probability that the Bank
of England will not allow a major U.K. clearing bank to fail. So what steps can be taken to
encourage more trading on a secured basis? The suggestion above to remove the preferential
treatment given to CDs in the SSLR might at least ensure that the supervision of bank
liquidity management practices is not inadvertently encouraging more unsecured trading.
Similarly the suggestion to supervise liquidity positions on a global basis might, at the
margin, remove an impediment to the major U.K.-owned banks adopting a more efficient
approach to global liquidity management. In addition, given the limited supply of sterling
government securities in the market, the authorities may wish to consider championing
measures that would facilitate netting arrangements and other risk mitigation
techniques, such as trading of sterling liquidity using other sterling securities and euro-
denominated instruments as collateral. (The latter securities could be used with the help of
foreign exchange swaps to minimize exchange rate risk.) This will obviously not happen
overnight, but continued improvements to payment and securities settlement procedures and
systems may make render such an option increasingly attractive over time. However, there is
also a need to ensure that such steps do not go so far as to unduly undermine the positions of
a bank’s unsecured creditors

IV. POUND STERLING FOREIGN EXCHANGE MARKET

44. Complementing the sterling money market is a very active foreign exchange
market for the pound. According to the results of the triennial foreign exchange market
survey conducted by central banks in April 2001, the pound was the fourth most actively-
traded currency in the world, accounting for 13 percent of global market turnover (Table 7).
Most transactions are conducted against the U.S. dollar, although pound-euro transactions are
not insignificant. In terms of transaction-type, most are conducted in the form of foreign
exchange swaps for tenors ranging up to 12 months (Table 8)—a finding that is also true in
other currency markets. These swaps are used by market participants to transfer liquidity
between domestic money markets on a fully-hedged basis, and to smooth pricing
discrepancies that can arise from time to time in domestic money markets due to local
liquidity imbalances. Thus, foreign exchange swaps play an important role in helping to
ensure that covered interest parity holds between interest rates in different countries.
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Table 7. Average Daily Global Trading in Pounds Sterling Relative to Other Currencies

(Billions of US$ equivalent)

1992 1995 1998 2001
US Dollar 672 991 1301 1094
Euro Currencies 453 710 782 455
Japanese Yen 192 287 301 275
Pound Sterling 112 112 164 160
Swiss Franc 69 87 106 74
Other 142 193 326 362
Total 1/ 820 1190 1490 1210
Memo:
Pound Sterling/US Dollar 77 78 118 125
Pound Sterling/Eurocurrencies 23 21 31 24

Source: Bank for International Settlements.

1/ Because 2 currencies are involved each transaction, the sum of individual currencies equals twice the repeated total.

45. Reported trading volumes for the pound declined in absolute terms between
1998 and 2001, but the pound’s share of global foreign exchange market activity rose
from 11 to 13 percent. However, the contraction in trading volumes for the pound and
other currencies does not appear to be a cause for concern, and may in fact suggest that
the foreign exchange market is becoming more efficient. Market participants and the
authorities reported that the decline in trading volumes in the foreign exchange market can be
partly explained by consolidation in the banking industry, and also by an increase in the use
of electronic broking, particularly in the spot inter-dealer market. Consolidation in the
banking industry has enabled banks to handle a larger share of their customer flows in-house
without having to trade in the inter-dealer market to manage their exposures. As for
electronic broking, market estimates suggest that that over two-thirds of U.K. inter-dealer
spot activity is now conducted using electronic brokers, such as EBS and Reuters, compared
to 30 percent in 1998.'® Electronic trading systems increase the transparency of market prices
meaning that deals traditionally executed between dealers by phone to facilitate price
discovery are no longer necessary, leading to a more efficient market, less opportunities for
arbitrage, and an overall decline in turnover.

'® An increasing amount of trading is being conducted over the internet, but the extent of this is reportedly small
in both percentage and volume terms.
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Table 8. Average Daily Trading in Pounds Sterling by Type of Transaction in April 2001

(Transactions Booked in London)

1SS Rillion Equivalent Percent

Spot 28 23
of which: Local 12 9
Cross-Border 16 13
Outright Forward 14 11
of which: Local 7 5
Cross-Border 7 6
Foreign Exchange Swaps 81 66
of which: Local 34 28
Cross-Border 47 3R
Total 123 100

Source: Bank of England

46. The depth and liquidity of the market for pound sterling is corroborated by
indications that transaction costs in the wholesale market are low and that traders can
execute large transactions without moving the market against them. Market participants
report that bid-offer spreads in the interdealer market for the pound are less than 5 basis
points for spot and short-term swap transactions and consistent with spreads seen for
transactions involving euros. In addition, if a trader is willing to work a large order patiently
in the market and not try to trade it all at once, transactions of several hundred million
pounds reportedly can be absorbed by the market without triggering a significant move in the
exchange rate.

47. There are standard confirmation and messaging systems used to settle
transactions in the market, for example SWIFT. Within foreign exchange settlement,
there exists the well-documented Herstatt Risk, where two legs of the same trade may not be
settled simultaneously because of international time zone differences. The introduction of the
Continuous-Linked Settlement Bank (CLS) in September 2002, initially covering trades
between CLS members in the seven largest currencies (including the pound), should help to
reduce this risk as settlement of both legs of the transaction will be undertaken at the same
time. In the case of foreign exchange swaps, unsecured credit risk can also arise during the
tenor of a swap because if a counterparty failed to deliver its side of the transaction at the
maturity of a swap, a bank would have to re-enter the market to offset the resulting
unexpected exposure at prevailing exchange rates. Banks manage their exposures in this
regard using limits on the amount of swaps they can undertake with individual
counterparties, similar to what is done in the domestic interbank deposit market.



-28 -

Resiliency of the market in times of stress

48. The depth and breadth of the foreign exchange market has meant that the
market has continued to function normally in times of market volatility—prices may
have moved sharply, but liquidity and price-making continued as normal. Indeed, the
Bank of England has not had to intervene in the foreign exchange market to promote orderly
trading conditions in the market for the pound since the adoption of the current monetary
framework in 1997. After the events of September 11, the market continued to operate
efficiently, albeit in much reduced volumes as dealers focused on ensuring their positions
were in order and settling smoothly. There was also a general reluctance to deal aggressively
given the heightened uncertainty in the wake of the terrorist attack.

49. While market participants were able to obtain the necessary dollar liquidity
following the terrorist attacks to settle transactions involving dollars without recourse
to the Bank of England,17 some U.K. banks expressed some dissatisfaction with the
amount of time it took the Bank of England to announce the availability of the
emergency swap facility with the Federal Reserve. Bank officials explained that
previously-negotiated swap facility with the Federal Reserve had lapsed, and needed to be
renegotiated and redocumented. In light of this experience, steps have been taken by the
Bank and the Federal Reserve to ensure that in the future this facility can be initiated quickly
with a minimum amount of new paperwork. Nonetheless, this highlights the need for close
cooperation between central banks around the world in order to ensure that when currency
markets outside the home country are experiencing distress, the situation is brought under
control before it undermines the health of the foreign financial system.

50. The events in September 2001 also served to highlight potential operational
vulnerabilities in the electronic broking systems used in the market. For example, EBS
encountered some operational difficulties, and some dealers were forced to trade bilaterally
with one another by telephone. Fortunately, the competencies required to trade by telephone
have not completely disappeared from the market, since electronic broking systems are a
fairly recent innovation. Nonetheless, U.K. authorities reported that the sponsors of the
electronic broking systems have taken steps to improve the resiliency of their systems, and
the major dealers have also ensured that direct dealing could resume if necessary.

" Market participants were also advised that a smaller £/US$ swap facility was also available throughout this
period from the U.K. government’s own foreign exchange reserves. However, no bank chose to access this
facility.
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I. INTRODUCTION'

1. A unique feature of the U.K. financial system compared to other national
financial systems is that trading of sterling-denominated claims is small when compared
to cross-border trading activity denominated in U.S. dollars and euros. In the money
market, the domestic sterling interbank market is less than half of the total global interbank
trading activity that takes place in London between unrelated institutions. The remainder
mainly consists of a cross-border market in interbank deposits that are largely denominated
in U.S. dollars and euros. Indeed, the trading that takes place in London represents the largest
segment of the global market for euro-denominated interbank deposits (Table 1), even
though the U.K. is not part of the euro area, and it is the largest offshore center for trading in
interbank deposits denominated in other currencies.

2. Over the past decade, the London interbank market has become increasingly
dominated by U.K.-owned and other European banking groups. To a large extent this
reflects the withdrawal of Japanese banks from the market when their credit ratings slipped in
response to events in their home country (Table 2).

Table 1. U.K. Share of Cross-Border Interbank Claims in BIS Reporting Countries
(December 2001; percent of total global cross-border claims)1/

U.S. Dollar 17
Euro 22
Japanese Yen 18
U.K. Pound 49
Other 2/ 8
Total U.K. Share 18

Source: U.K. authorities and Bank for International Settlements
1/ Percent shares reflect banks located in the U.K. regardless of country
of origin, and include claims against related and unrelated banks.

2/ Other category includes other currencies and unallocated amounts.

! This paper was prepared by the FSAP mission team as part of the background work for the U.K. FSAP in the
summer-fall of 2002. The primary contributor to this paper was Mark Zelmer of the IMF’s Monetary and
Financial Systems Department.



Table 2. Breakdown of U.K. Cross-Border Interbank Claims by Bank Nationality

(Billions of U.S. dollars equivalent; percentages in italics) 1/

1990 1995 2000 2001
U.K.-Headquartered Banks 72 16 81 17 168 33 179 35
Foreign Banks 354 83 356 83 345 67 339 65
Of which:
French Banks 16 4 27 6 24 5 32 6
German Banks 43 10 91 21 93 18 100 19
Japanese Banks 162 38 100 23 50 10 38 7
Dutch Banks 3 1 6 1 19 4 15 3
Swiss Banks 12 3 12 3 42 8 44 9
U.S. Banks 22 5 20 4 33 6 28 5
Other 96 22 100 23 84 16 82 16
Total 425 100 437 100 513 100 518 100

Source: U.K. authorities and Bank for International Settlements

1/ Excludes claims on related banks and those on official monetary institutions. Claims on related institutions
accounted for more than 60 percent of cross-border interbank transactions involving U.K.-domiciled banks in
2001.

3. The importance of London as a trading center in the global interbank deposit
market is mirrored in the foreign exchange market. London is the most active trading
center in foreign exchange, with daily trading volumes in excess of $500 billion in 2001

(31 percent of daily global foreign exchange turnover) (Table 3), even though transactions
involving pound sterling only accounted for 13 percent of global market turnover. And, it is
typically the most active trading center for currencies outside their home market. Consistent
with international practice, most transactions in the London market are conducted as foreign
exchange swaps (60 percent), while spot and outright forwards transactions accounted for
30 and 10 percent, respectively (Table 4). As is the case in other countries, most transactions
involve cross-border flows between banking institutions.



Table 3. U.K. Foreign Exchange Market Share of Global Foreign Exchange Trading Activity
(In percent)

1992 1995 1998 2001
U.K. market total 27 30 33 31
By currency:
U.S. dollar 25 29 30 31
Euro currencies 26 26 34 35
Pound sterling 49 55 83 61
Japanese yen 16 24 22 24
Swiss franc 22 26 29 29
Other 14 18 19 20
Pound sterling (global total) 14 9 11 13

Source: Bank of England and Bank for International Settlements.

4. Fixed-income trading in the U.K. mainly involves trading of foreign instruments.
Data on trading activity in global debt markets are not available due to the informal structure
of the market. However, bond trading in London is estimated by International Financial
Services, London to account for 70 percent of the global market for eurobonds. The
International Financing Review noted that the largest borrowers in the 12 months ending
April 30, 2001 were mainly U.S. entities, notably Fannie Mae, Freddie Mac, and the Federal
Home Loan Banks.

5. The international character of U.K. markets is also reflected in the equity
market. The market capitalization of foreign companies traded on the London Stock
Exchange was £2.6 trillion at the end of December 2001, compared with £1.5 trillion for
domestic companies. More foreign companies are listed on the London Stock Exchange than
on any other exchange. Daily trading volumes for international equities in London are almost
double those for domestic companies (Table 5). London is also the largest center of funds
management of institutional equity holdings, with $2.5 trillion of institutional equities under
management in 1999; more than Zurich, Paris, Amsterdam, and Frankfurt combined.



Table 4. U.K. Foreign Exchange Turnover by Transaction Type and Currency
Net average daily turnover in notional amounts ($ billions)

1992 1995 1998 2001

Spot 148 186 217 151
Of which (percent):

U.S. dollar 68 68 76 84

Euro currencies 66 67 64 48

Pound sterling 23 16 21 18

Japanese yen 15 19 19 24

Swiss franc 9 8 8 6

Other 19 22 10 18

Outright forward 20 34 48 53
Of which (percent):

U.S. dollar 80 79 83 86

Euro currencies 52 50 50 44

Pound sterling 28 18 21 26

Japanese yen 18 24 14 15

Swiss franc 7 7 6 5

Other 15 22 26 23

Foreign exchange swaps 123 244 372 300
Of which (percent):

U.S. dollar 96 96 95 96

Euro currencies 45 48 51 37

Pound sterling 24 16 16 27

Japanese yen 15 20 11 14

Swiss franc 7 6 7 6

Other 13 14 20 20

Total 290 464 637 504
Of which (percent):

U.S. dollar 81 84 88 92

Euro currencies 62 56 58 41

Pound sterling 24 16 18 24

Japanese yen 15 20 14 17

Swiss franc 8 7 7 6

Other 10 17 15 20
Of which (percent):

Domestic 33 36 34 33

Cross-border 67 64 66 67

Source: Bank of England
Note: Since two currencies are involved in each transactions, the sum of the percentage shares of individual
currencies total 200 percent instead of 100 percent.



Table 5. London Stock Exchange

1990 1995 1997 1998 1999 2000 2001

U.K. Equities (£ billions)

Market Capitalization 450 900 1,251 1,422 1,820 1,797 1,524
Average Daily Trading Volume 1.25 2.56 4.02 4.12 5.60 7.52 7.53
Number of Listed Companies 2,006 2,078 2,157 2,087 1,945 1,904 1,809

International Equities (£ billions)

Mark Capitalization 1,124 2,357 2,429 2,805 3,577 3,525 2,580
Average Daily Trading Volume 1.16 3.14 5.70 8.66 9.60 13.97 14.53
Number of Listed Companies 553 525 526 522 499 501 453

Source: London Stock Exchange

6. The international presence of the U.K. is also reflected in financial derivatives
markets. According to a BIS survey in 2001, London is the most active trading center for
over-the-counter (OTC) derivatives, with a market share of 36 percent (sterling denominated
transactions accounted for only eight percent globally) (Table 6). Consistent with
international trends, cross-border transactions in single-currency interest rate swaps and
forward-rate agreements (FRAs) constitute the largest segments of the London market, with
most transactions denominated in either U.S. dollars or euros (Table 7). Among exchange-
traded derivatives markets, Euronext LIFFE is the seventh most active derivatives exchange
in the world, the London Metal Exchange was l6th, and the London-based International
Petroleum Exchange was 25™ Overall, London is the fifth largest center for exchange-traded
derivatives contracts with a 7 percent share of global trading activity.

Table 6. Geographical Distribution of Reported OTC Derivatives Turnover
(Daily averages of notional amounts in billions of U.S. dollars; percent of total global turnover in italics)

1995 1998 2001
United Kingdom 74 27 171 36 275 36
United States 53 20 90 19 135 18
Germany 14 5 34 7 97 13
France 22 8 46 10 67 9
Other 107 40 134 28 190 25
Total 270 475 764

Source: Bank for International Settlements



Table 7. U.K. OTC Derivatives Transactions by Instrument in 2001
(Daily averages of notional amounts in billions of U.S. dollars)

Interest rate instruments Foreign exchange instruments
FRAs 83 Currency swaps 4
Swaps 142 Options 33
Options 13

Source: Bank of England

7. The principal market participants in the London wholesale markets are mainly
branches or subsidiaries of foreign financial institutions, although several of the largest
U.K.-owned institutions (for example, Barclays and HSBC) are also important players
in this regard (Table 8). Market participants and U.K. officials noted that foreign
commercial banks prefer to conduct wholesale OTC market trading through branches rather
than through locally-incorporated subsidiaries in order to economize on the use of capital.

Table 8. Major British Banking Groups’ Share of Selected Global OTC Markets in 2001

(In percent)
Foreign Exchange London Market Sterling 26 1/
Other Currencies 201/
Global Market 72/
OTC Derivatives London Market Sterling 451/
Other Currencies 311/
Global Debt Markets 83/

Sources: Bank of England and Euromoney.
1/ Share of global market trading in London as collected by the Bank of England in its
tri-ennial survey of foreign exchange and OTC derivatives markets. Data are adjusted
for local double-counting but not for cross-border double-counting, and thus are not
directly comparable with Euromoney data.
2/ Share of trading in the global foreign exchange market as reported in Euromoney
(May 2001).
3/ Share of debt arrangements in the global debt market as reported in Euromoney
(June 2001).

8. A natural question to pose is whether the trading in global wholesale financial
markets taking place in London represents a significant source of vulnerability for the
U.K. financial system. There is a consensus in both the markets and the official community
in London (and elsewhere) that the global financial market activity that takes place in
London does not appear to pose significant risks to the stability of U.K. financial markets and



to the domestic financial system more generally. It may in fact, at the margin, contribute to
more efficient markets for sterling-denominated claims.

9. The remainder of this note is organized as follows. The next section contains a
brief review of the reasons why market participants have chosen to conduct a large segment
of their trading in global markets in London. Section B summarizes some recent trends in the
trading dynamics in global markets, and offers some thoughts on their potential implications
for the U.K. financial system. Section C turns to the potential linkages between the global
markets and their sterling counterparts. Section D discusses the role played by U.K.
authorities in overseeing the activities of global markets, and Section E concludes.

II. LONDON’S ATTRACTION AS A GLOBAL TRADING CENTER

10. London is an important center for trading in global markets even though the
U.K. has generally run a current account deficit since the mid-1980s, and has thus been
a net importer of capital.” Its attraction as a major trading center for global markets reflects
a number of factors:

o London benefited from being the first trading center in Europe to undergo a major
deregulation of the financial services industry;

This gave it a head start over other prospective European cities as a place where
foreign financial institutions could conduct their global trading activities in a
supportive regulatory environment. Consequently, a number of market participants,
including all of the large and complex financial institutions (LCFIs), have devoted
considerable amounts of energy and resources toward building their trading
operations in London. These advantages would be extremely costly to replicate in
other European trading centers, especially given the network externalities that exist
with market liquidity in that liquidity tends to concentrate in the most active trading
centers.

o London benefits from the fact that in the global wholesale markets, trading takes
place in English and trading practices are governed by Anglo-American law;

o Market participants see U.K. labor laws as being significantly more flexible than
those in other European trading centers, which makes workforce adjustments to
changing business conditions possible both in terms of speed and cost of adjusting
employment levels; and

o London offers a highly-trained workforce spanning a wide range of disciplines that
can be tapped as needed to support their trading activities.

? See the article by Stephen Senior and Robert Westwood in the Winter 2001 Bank of England Quarterly
Bulletin on the U.K.’s external balance sheet.
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III. IMPLICATIONS OF RECENT TRENDS IN GLOBAL MARKET STRUCTURE

1. Because London is a major center for global financial trading, financial activity
in London clearly reflects the changes that have taken place in trading environments
around the world. As has been documented in various IMF International Capital Markets
Reports, the microstructure governing trading in global markets is changing in many ways,
some of which may have implications for the future resiliency of these markets, including
when they are operating in London.

12. One of the structural changes that is most evident in global financial activity in
London is the increasing reliance on electronic trading in wholesale markets, including
some over-the-counter (OTC) markets.’ In contrast to the traditional telephone dealing
arrangements, electronic systems increase the accessibility of wholesale markets to a broader
range of market participants. These participants can use these electronic systems to monitor
prices in a transparent manner, quickly find a broad range of counterparties in a relatively
anonymous fashion, and execute transactions at low transaction costs without the need to
deal bilaterally with the major market makers over the telephone. Several market participants
suggested that some OTC trading resembles exchange trading in that small to medium-sized
transactions are conducted through the electronic systems, while larger trades are conducted
by the largest market-makers (the LCFIs) on a bilateral basis by telephone (akin to the
informal “off-exchange market” often seen for the large block trades executed by market
makers in equity markets).

13. As a result of financial consolidation and market integration, global markets are
also experiencing lumpier order flows as the number of market players declines over
time and as trade size increases. All things being equal, this makes it more challenging for
market makers to manage their order flow because it takes them longer to lay-off positions in
the market. Some of the market makers operating actively in London suggested that this
might affect their ability to supply liquidity to the wholesale markets when they are operating
in London trading hours—and thus possibly the resiliency of these markets—during periods
of heightened uncertainty.

14. Market participants operating in London acknowledged that the growing use of
benchmarking of investment returns and risk management systems is contributing to
an increasing propensity toward herding behavior. The growing use of short-term
benchmarks to monitor the performance of institutional investors was cited as a contributing
factor to herding behavior because it encourages those investors to invest more passively
(i.e., track their benchmarks more closely) for fear of underperforming their benchmarks. It
was thought by some that this reduces the diversity of trading strategies used in the market—
a key factor in promoting two-way trading flows. In addition, they suggested that as risk
management systems become more comprehensive and better able to provide people at all

? For example, see the 1996 International Capital Markets Report published by the IMF.
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levels of the organization with “real-time” information on a bank’s risk exposures, senior
management at financial institutions are increasingly inclined to rely on these systems to
reign in their traders when markets are unsettled. This may also contribute to herding
behavior in times of market stress as traders all try to reduce positions in response to signals
emanating from their risk management systems.

15. Taken together, these observations by market participants suggest that while
global markets are deep and liquid in normal circumstances, going forward they might
become less resilient in periods of heightened uncertainty. However, market participants
and the authorities all agreed that while these trends are evident globally, there is no evidence
to suggest that their effect will be any more significant in London than in other trading
centers or that they are any more visible in sterling markets than in markets in which trading
is denominated in other currencies.

IV. POTENTIAL LINKAGES FOR TRANSMITTING FINANCIAL RISKS BETWEEN GLOBAL AND
STERLING FINANCIAL MARKETS

16. Channels of transmission for financial stresses and strains between the global
financial markets and the U.K. domestic financial system could exist at both macro and
micro levels. At the macro level, important issues include the extent to which shocks
emanating from the global markets affect their U.K. counterparts, or vice versa, and to what
extent the transmission of these shocks is affected by London’s role in the global financial
markets. More precisely: Is the U.K. financial system more susceptible to shocks than would
otherwise be the case were it not for the fact that a large segment of global market trading
activity takes place in London? From a real economy perspective, because U.K. economic
activity has been positively affected by London’s international role, a change in the business
conditions of this financial sector could have significant effects on the performance of the
real economy, and hence on the domestic activities of U.K. financial institutions.

17. At the micro level, the main issue seems to be the extent to which additional
demands and risks are placed by global trading activities on the infrastructure that
underpins the U.K. domestic financial system. For example, to what extent are U.K.
payment and securities settlement systems involved in the processing of global market
transactions initiated in London? How easy would it be to relocate this trading activity to
another location should the need arise?

Potential macro linkages

18. There does not appear to be any evidence to suggest that, because of London’s
role as an international financial center, the U.K. financial system has been
disproportionally adversely affected by the large number of financial shocks that have
reverberated through the global financial system in recent years. During the 1990s, the
global financial system has absorbed a number of financial shocks such as: the September 11
terrorist attack; the millennium date change; the introduction of the euro; the collapse of
Long Term Capital Management (LTCM); a number of emerging market country debt crises;
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and a number of episodes of major bond and major currency market turbulence. While these
shocks had significant effects on emerging market countries, and in the case of the failure of
LTCM and September 11, on U.S. and dollar-based financial markets, on each of these
occasions the U.K. financial system functioned as smoothly as one might expect despite the
major role played by London in the global wholesale markets.

19. The problems that have arisen from time to time in the financial markets in the
United Kingdom have been home-grown in nature: the failure of Barings in 1995; the
small bank crises in the early 1990s; and the collapse of a number of small U.K.
financial institutions in the 1970s. While these U.K.-source shocks affected the sterling
markets, they did not have noticeable material effects on the global financial system or on
London as an international trading center.

20. There are a couple of factors that can help explain the relative insulation of the
U.K. financial system from the events that have taken place in global markets. The links
between foreign financial institutions operating in London and their domestic counterparts
are mainly found in wholesale market activities, in part because the large global and regional
institutions generally are not actively involved in providing retail financial services in the
United Kingdom.* Thus, the financial condition of foreign institutions operating in London
typically has not had direct consequences for the intermediation of funds in the U.K. An
illustration of this general point that has particular topical interest is the operation of the
market for risk (especially credit risk) transfers in the U.K. where, to date at least the
involvement of U.K.-owned insurers has not been very active (see Box 1). Similarly, U.K.
financial institutions obtain most of their profits from their domestic retail operations; hence,
their activities in the London wholesale markets do not have an important bearing on the
flow of funds domestically.

21. Another potential source of vulnerability is that many large U.K. financial
institutions have significant counterparty relationships with foreign institutions
through the global wholesale markets, which could be adversely affected by a failure of
a foreign counterparty. Some also have important activities overseas, which could expose
them to shocks emanating from abroad. However, such exposures are a normal part of doing
business in international markets, and there is no evidence to suggest that the activities of
U.K. financial institutions would be any different if the European window on the global
wholesale markets was located in another European city instead of London.

22. London’s role as a major global markets trading center may make it easier for
U.K. residents to invest offshore, and for nonresidents to invest in securities issued by
U.K. residents. In fact, compared to other G-7 countries, the U.K. has very large holdings of
foreign securities and nonresidents’ portfolio claims against U.K. residents are also large.

* Some exceptions include Deutsche Bank, which is actively involved in lending to the property market, and
Citibank, which operates a small retail banking network. However, it is not clear that such activities are linked
to the fact that London is a center for trading in global markets.
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Box 1. Risk Transfer Markets in the U.K.

The market for risk transfers is an OTC market that comprises different types of transactions designed
to transfer different forms of risk from financial institutions to other financial institutions or to the
capital markets. Typical forms of risk transfers involve the transfer of credit risk from banks to
insurance or security firms (e.g., through a credit default swap or asset-backed securities) and also, on
a smaller scale to date, the transfer of insurance risk from insurance companies to the capital markets
(e.g., through a catastrophe bond). At the end of 2000 the global market size was estimated in around
$893 billion and expected to be around $1,500 billion by end-2002 (a 9-fold increase in the 5-year
period 1997 to 2002). However this is still a small market when compared with an aggregate stock of
outstanding contracts in the Global OTC markets of around $100 trillion.1/ Banks are the main credit
protection buyers (63 percent of the market) in the global market while the main protection sellers are
banks (47 percent), insurance companies (23 percent) and securities houses (16 percent). According
to the last BBA survey, around 50 percent of the global OTC credit derivatives markets trade in
London.2/

As with other global markets in the U.K., transactions between foreign institutions are a large part of
the risk transfer activity undertaken in London. For example, a recent FSA survey indicates that to
date, U.K. insurers appear to have had a limited involvement in selling credit risk protection, with
foreign insurers appearing to have far more appetite for this type of risk. Nevertheless, the limitations
of the present reporting system makes the degree of involvement difficult to assess with full certainty,
and in any event, given the current stresses in the insurance industry, some U.K. insurers could feel
there are incentives for more active involvement in these markets in the future. U.K. banks involved
in these markets as protection buyers or sellers are subject to requirements based on an interpretation
of the provisions of the existing Basel Capital Accord (developed prior to the appearance of such risk
transfer transactions); the proposed new Capital Accord, when implemented, will deal more explicitly
with them.

Careful ongoing monitoring of the risk transfer markets, and the involvement in them of U.K.
institutions—not least insurers—is therefore required. Further work by the U.K. authorities and
supervisors internationally will be needed to develop an improved reporting system for risk transfers.
This has proved to be a challenge to date, mainly because of the different types of transactions, which
in most cases are not standardized. Apart from some simple statistics such as notional amounts traded,
type and number of transactions, an improved reporting system may need to involve institutions
reporting the expected and unexpected losses in their portfolio of risk transfers. For this purpose,
institutions would have to be allowed to report based on their own internal models.

1/ BIS’s Triennial Central Bank Survey on Foreign Exchange and Derivatives Market Activity in the
Global OTC markets.

2/ For an extensive review of the market characteristics and participants see Rule, D., The Credit
Derivatives Market: its Development and Possible Implications for Financial Stability, FSR, June
2001; and Risk Transfers Between Banks, Insurance Companies and Capital Markets, FSR,
December 2001. For a discussion of the London market, see the FSA consultation paper Cross-Sector
Risk Transfers. May 2002.
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Both of these items exceed 90 percent of GDP in the U.K. compared to less than 60 percent
for other G-7 countries. However, this comparison should be treated with caution, since the
U.K. statistics include a large number of foreign financial institutions, which book their
global markets transactions in the U.K.

23. A potentially important macro linkage arises from the significant contribution
that the global trading activities taking place in London make to the level of U.K.
economic activity. The U.K. financial sector is a large contributor to U.K. GDP,
employment, and balance of payments. For example, it accounts for about five percent of
GDP,” employed more than one million people in March 2002, and consistently makes a
significant contribution to the U.K. balance of payments. And, the financial sector’s net
overseas earnings have been rising steadily over the past decade from less than £10 billion in
the early 1990s to over £30 billion in the past three years. The buoyant conditions in the
London financial sector in recent years are widely cited as an important underpinning to the
buoyancy of economic conditions in London and southern England, as manifested, for
example, by the rise in the value of housing in London and surrounding communities. Should
the global trading activities taking place in London experience weaker business conditions in
the future—with a consequent reduction in employment levels—it could pose increased risks
to U.K. financial institutions’ domestic lending activities through the deleterious effects on
local economic conditions.

Potential micro linkages

24. A potentially important issue is the extent to which the trading in global
wholesale markets that takes place in London places extra demands on U.K. payment
and securities settlement systems. Overall, market participants and U.K. officials generally
believe that London’s role as an international financial center does not appear to place
significant additional demands on these systems. An important illustration of this general
observation is the very active currency trading that takes place in London each day. London
is the most active currency trading place in the world. Despite this trading and the significant
amount of trade processing that takes place in the U.K., the U.K. payments and settlement
infrastructure is not involved, except if sterling is one leg of the transaction. That is, foreign
currency payments associated with London trading involving foreign currencies ultimately
reach final settlement through the payment systems of the countries of the currency involved,
and not through the U.K. payment systems. For example, the U.S. dollar leg of a currency
trade that takes place in London settles through CHIPS, the payment system in the United

5 The financial sector definition here incorporates banking, insurance, fund management, securities, derivatives,
and venture capital. The contribution to the GDP reaches 8 percent if a broader definition including professional
and support services related to the sector is used.



-15-

States, and similarly for transactions in other currencies with the important exception of the
6
euro.

25. Settlement of the euro leg of transactions is somewhat more complicated as these
initially pass through CHAPS-Euro and TARGET in the U.K. on their way to euro
area. These systems are considered by market participants and officials to be capable of
handling the flows associated with transactions emanating out of London—see the
assessment of these systems against the CPSS Core Principles for Systemically Important
Payment Systems. Similarly, the transfer of non-U.K. securities ultimately takes place
through securities settlement systems located outside of the United Kingdom, such as
Euroclear. Thus, while trades may be initiated in London, the final settlement of them
generally happens elsewhere, save for some important trade processing work that takes place
in the U K. offices of the relevant counterparties.

26. The second major exception to the general observation that the U.K. financial
infrastructure is not significantly affected by London’s role as an international financial
center is the London Clearing House (LCH). In addition to its traditional role in serving as
the central counterparty in exchange-traded markets, LCH is playing an increasingly
important role in serving as the central counterparty for trades conducted in OTC markets as
well. For example, LCH now serves as the central counterparty for OTC interest rate swaps,
denominated in sterling and other currencies. If LCH became unable to operate normally, it
could disrupt, and possibly result in the closure of, all markets that settle trades though it,
including the relevant trades emanating from the global wholesale markets. Although
important improvements can be made—and progress is indeed underway—in some areas of
LCH arrangements, there is nothing to suggest that LCH’s capabilities for risk management
and containment are adversely affected by its role as central counterparty in global markets
per se. Box 2 summarizes key points relating to LCH, from the FSAP assessment of the
U.K.’s securities settlement systems against the IOSCO/CPSS Recommendations for
Securities Settlement Systems.

27. In light of September 11, another issue is whether the global market trading that
takes place in London could be rerouted to another financial center in the event of
operational difficulties in London. While such a transfer of trade negotiation and
processing would not be easy, there is a general consensus among market participants and
officials that this could be accomplished if necessary without seriously disrupting the global
or U.K. financial systems. In the wake of the September 11, market participants have been
taking measures to ensure that they have proper backup facilities for their trading operations,
and many of them have formulated contingency plans to shift trading to other cities in
Europe if necessary. Given London’s past history of terrorist incidents, many institutions
have had some form of contingency plans for many years. They also take some comfort from

% The settlement of foreign exchange market transactions changed somewhat with the introduction of
continuous-linked net settlement later in 2002.
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Box 2. The London Clearing House (LCH)

LCH is the major central counterparty clearer in the U.K. market. LCH act as
counterparty to a significant number of trades including those undertaken on derivative
exchanges, the LSE’s electronic trading system (SETS) and OTC (swaps and repos).
Overall, LCH seems to apply a conservative view in setting margin requirements. The
monitoring of clearing members is very well developed with, among other things, daily
stress testing of members’ positions.

Despite this conservative approach to risk management, however, at the time of the FSAP
assessment, there were weaknesses in LCH’s payment scheme, which the authorities and
LCH are currently in the process of addressing. In particular, LCH settles its cash
payments across accounts held at various commercial banks, rather than in a default-risk
free settlement asset. The resulting intraday risk exposures are material. While the
exposures are with large, well capitalised and closely regulated banks, LCH is
considering whether there are ways of reducing further the potential risk. LCH is
currently discussing with the Bank of England the practicalities of replacing these current
payments arrangements with one based on settlement across the books of the BoE, for
settlements in sterling and Euro.

Traditionally and in line with many other clearing houses LCH has invested its cash
resources in the unsecured deposit market, which brings exposure to credit risk. Again,
the exposures are with high quality, well regulated counterparties and LCH has a prudent
policy on managing the credit exposures. Furthermore, LCH has introduced an active
programme to transfer the placement of funds in the money market from an unsecured
basis to a collateralized basis, in order to limit further unnecessary credit risk exposure of
LCH.

LCH has had special protection under English law since 1989 and that protection has
since been extended twice to cover its OTC business and through designation for the
purposes of the EU’s Settlement Finality Directive. There are nonetheless further small
changes that could be made to remove any remaining uncertainty as to whether all of
LCH’s arrangements are covered by the protections: work is underway to address this.
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the fact that the global wholesale market community pulled together and overcame
competitive differences in the days following September 11 to transfer trading activities
temporarily from New York to London, and to ensure that all trades settled following the
breakdown of the settlement systems in New York. Whether such cooperation can be counted
on again is an open question. Nevertheless, the number of LCFIs—which are the major
players in the global financial markets—is small, a factor that can help to facilitate the
reaching of a consensus on the need for cooperative efforts when circumstances are dire.

28. There are also potential benefits that might accrue to sterling financial markets
from London’s role as an international trading center. Market participants noted that, at
the margin, the fact that a large number of foreign institutions maintain trading operations in
London can be a source of liquidity from time to time in the sterling markets. This can occur
as financial institutions make use of their global trading operations in London to exploit
arbitrage opportunities that may emerge in the sterling markets. This potential benefit should
not be overstated, however, because such opportunities could be pursued from offshore.
Nonetheless, being physically present in the market may offer some marginal benefits.

29. Similarly, the presence of sophisticated foreign financial trading operations in
London can help disseminate new trading techniques and financial instruments to the
sterling markets. For example, some participants noted that one of the reasons why the
introduction of repo contracts to the sterling market in 1996 went fairly smoothly was
because many foreign institutions had experience in using these instruments in their trading
operations elsewhere.

V. POTENTIAL IMPLICATIONS OF LONDON’S GLOBAL MARKET ACTIVITIES FOR U.K.
FINANCIAL AUTHORITIES

30. In contrast to the exchange-traded markets and sterling markets where U.K.
authorities have well-defined roles for supervising the activities of the exchanges and
domestic financial institutions, the roles appear to be somewhat less clear-cut in the case
of the global financial trading of foreign financial institutions during the period of time
when London is open for trading. In the case of global trading in London, significant
reliance on cross-border supervisory cooperation would seem to be important and necessary,
since foreign financial institutions operating in London are predominantly chartered and
supervised elsewhere. As a result, the FSA will only grant foreign banks branching licenses
to non-EU banks when they originate from jurisdictions in which the U.K. authorities are
satisfied with the level of home-country supervision and when they have a good working
relationship with the supervisor in question.

31. U.K. authorities also play an informal role in the supervision of trading practices
in the global OTC derivatives markets, such as the interest-rate and foreign-exchange
swaps markets. To a large extent, these are interbank markets, led by the LCFIs, who
generally serve as market-makers. While the markets are mostly self-regulated, the major
market-maker and dealer institutions are subject to either banking or securities regulations
and supervision in their home jurisdictions. Both the Bank of England and the FSA work
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closely with market participants through various market committees to promote
improvements to trading conventions and appropriate trade documentation (see Box 3). For
example, the Bank worked very closely with market participants to introduce the necessary
changes to the financial market infrastructure in London to handle the introduction of the
euro, even though the United Kingdom has not adopted the euro as its currency. The
authorities are also in regular contact with market participants to keep abreast of market
developments with the aim of spotting emerging issues, such as regarding the prudential
standing of a market participant or unusual trading practices.

32. The U.K. authorities believe that the presence of global markets trading in
London imposes extra responsibilities on them in that they feel they have a special
obligation, together with the U.S. authorities, for safeguarding the stability of global
financial markets. As a result, the Bank of England and the FSA devote additional resources
to encouraging efforts by other national authorities and market participants to improve the
functioning of global financial markets. Moreover, their high quality surveillance of
conjunctural developments and structural changes taking place in the global financial system
is an important instrument for influencing the evolution of market practices and international
policy responses. In this way, the U.K. authorities are part of the evolving informal
surveillance of global financial markets. In addition, the presence of the global trading
window in London provides U.K. authorities with information on the functioning of global
markets that is useful in the surveillance of the major U.K. financial institutions and the
potential international threats to U.K. financial stability.

V1. CONCLUDING OBSERVATIONS

33. The U.K. is unique in that a very large share of financial market trading that
takes place in London represents the trading of claims between foreign financial
institutions denominated in currencies other than the British pound. To a large extent, it
appears that this trading activity is insulated from the U.K. domestic financial system, in part
because this trading activity primarily involves wholesale market transactions between
foreign institutions that have little connection to the U.K. domestic financial system,
although several large U.K.-banking groups are important players in these markets.
Meanwhile, U.K. financial institutions typically obtain most of their profits from the
provision of financial services to the U.K. domestic economy.

34. Thus at the macro level, the most important channel between the global financial
markets when they are operating in London and the U.K. domestic financial system is
an indirect one and an economic one. The health of London’s financial services industry
plays an important role in determining the health of the U.K. economy in the London area,
which can have an impact on the quality of loan portfolios for mostly U.K. financial
institutions providing loans in this part of the U.K. economy.
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Box 3. U.K. Authorities’ Role in Supervising Global OTC Markets

The global OTC markets are subjected to significantly less supervision than the domestic exchange-traded
markets. This is not too surprising inasmuch as the OTC markets are professional wholesale markets involving
transactions between sophisticated financial institutions with no direct participation from unsophisticated retail
investors. Moreover, trading in these markets does not take place on organized exchanges, such as the LSE or
LIFFE. Rather, the OTC markets largely consist of a network of financial institutions, which informally
negotiate customized large-value transactions between themselves using telephones and electronic dealing
systems.

In order for OTC markets to function smoothly, market participants need to have confidence in the prudential
standing of their counterparties. The FSA is the prudential regulator for the entities it authorizes, including
U.K.-incorporated subsidiaries of foreign financial institutions. However, the FSA does not have prudential
responsibility for U.K. branches of passporting EEA institutions, some of which are major participants in the
London segment of the global OTC markets. Prudential responsibility for these institutions lies with the
authorities in the country of incorporation, although the FSA may take responsibility for supervising branch
liquidity. Under the EC Banking Investment Services and Insurance Directives the U.K. authorities rely on the
prudential regulation of the home country in respect of EEA-incorporated banks and investment firms. In the
case of ‘third country’ incorporated institutions, the U.K. authorities must be given comfort that the foreign
institution is properly supervised by its home regulator before it is granted permission to operate a branch in the
U.K. If it is not content with the level of supervision provided by the home regulator, the institution in question
is only allowed to operate in the U.K. as a locally-incorporated subsidiary so that the U.K. activities come under
formal supervision by the FSA.

Even though OTC markets do not operate on formal centralized trading platforms, U.K. authorities work with
market participants and foreign regulators to ensure that these markets are deep and liquid, and able to function
smoothly under a wide range of trading conditions. This reflects their view that the smooth functioning of the
global OTC markets is an important contributor to the stability of the U.K. financial system as well as the
international financial system more generally. The Bank of England and the FSA maintain a continuous
bilateral relationship with key market participants, and liaise with them through various local committees
chaired by Bank of England staff, such as the Foreign Exchange Joint Standing Committee, the Sterling Money
Market Liaison Group, and the Stock Lending and Repo Committee. These committees include a wide range of
private and public sector participants, and minutes of their deliberations are posted on the Bank’s website.
Examples of some issues that they have recently dealt with include: preparing financial markets for the
millennium date change and the introduction of the euro, and the formulation of good trading practices for
wholesale markets. These activities have no statutory basis, but appear to be well accepted and effective.

At a more formal level, the FSA has issued material on Inter Professional Conduct as part of its Handbook of
rules and guidance. This material was prepared on a collaborative basis with market participants, and is aimed
at securing good market practice by institutions undertaking bilateral dealings in the OTC markets. It contains
special rules as to suitability and advice, communication of advice, clarifying whether one is acting as agent,
arranger, or as principal, and rules as to inducements: such as soft commissions, entertainment, and the like. But
the scope of the rules can be quite limited, reflecting the light touch of regulation which market participants
have had in the past, and are happy to continue. On the other hand, the Handbook does have extensive
provisions designed to ensure that these markets are not used improperly; for example, by ensuring that
transactions are not undertaken at prices other than market prices.
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35. At the micro level, the nature of global financial markets activity in London is
such that the location of trading in London is to an important extent divorced from the
settlement of transactions. Although a significant amount of trade processing takes place in
the U.K., the global market trading activity in London does not place much of an additional
demand on the U.K. payment and securities settlement systems. There are two major
exceptions: the London Clearing House, which is playing a growing role in serving as the
central counterparty to global OTC market transactions, and the RTGS payment system for
the euro, which has an important node in London. It is critical that these parts of the U.K.
payment and settlement systems maintain their efficiency and risk containment systems to
ensure that they can handle the demands placed on them by the global financial markets
activity that takes place in London.

36. Overall, the presence of global financial market activity in London does not pose
undue risks for the U.K. domestic financial system beyond those that would normally
accrue to the cross-border activities of U.K. financial institutions. Nonetheless, this
global activity in London does seem to require some additional surveillance and informal
supervisory responsibilities for the Bank of England and the FSA, who, together with central
banks and supervisors in other major international financial centers, play an especially
important role in promoting and fostering the smooth functioning of global financial markets.
The presence of the trading window in London for global activity also provides U.K.
authorities with a valuable perspective on developments and trends in the global financial
markets, which can be invaluable when assessing the potential sources of strain that could
affect the U.K. domestic financial system.
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I. INTRODUCTION'

1. The new framework for financial stability was set out in the 1997 Memorandum
of Understanding between HM Treasury, the Bank of England, and the Financial
Services Authorities. A new legal framework for financial sector regulation and supervision
came fully into effect from November 30, 2001. Under the Financial Services and Markets
Act 2000 (FSMA), which replaced the 1987 Banking Act and other financial services
legislation, the U.K. has now moved from a regulatory structure with multiple regulators and
a complex range of statutes, to a single regulatory agency with responsibility for virtually all
financial sector businesses (the Financial Services Authority, FSA) and one governing
statute. In terms of financial stability policy, then, the FSA is responsible for regulating, in
particular, deposit taking, insurance and investment business in terms of the objectives set
out in FSMA (see below), as well as responsibility for the regulation of clearing and
settlement systems. This covers both prudential supervision as normally understood, and
conduct of business regulation (unlike some other sectorally integrated supervisors in other
countries). The Bank of England (BoE) has a broader financial system stability objective,
plus prime responsibility for payments system oversight. The U.K. Treasury (HMT),
meanwhile, as the central economic and financial advisor to Government, has a general
oversight role for financial stability policy and arrangements at a higher level, including as to
the institutional set-up and legislation.

2. The creation of FSA as an autonomous organization, undertaking public policy
functions,’ predates FSMA by several years, and is associated with the separation of
banking supervision functions from the BoE at the time when the latter gained
monetary policy “instrument” independence. There has of course been a reasonably
extensive debate for some time about the merits or otherwise of placing or keeping the
banking supervision function in the central bank; as well as, more recently, about the merits
or otherwise of integrating supervision of the various financial market segments within a
single institution, be it the central bank or another organization.® At the conceptual level, the
debate makes clear that there are arguments for and against each side of those issues, and that
the relative empirical importance of each argument is likely to depend importantly on

' This paper was prepared by the FSAP mission team as part of the background work for the U.K. FSAP in the
summer-fall of 2002. The primary contributor to this paper was Mark Swinburne of the IMF’s Monetary and
Financial Systems Department.

2 More formally, FSA is an independent non-governmental body, given statutory powers under FSMA,; its legal
form is as a company limited by guarantee, and it is financed by the financial services industry. FSA’s Board,
comprising an executive Chairman, three other executive Directors, and 11 non executive director, is appointed
by HMT, with a process outlined in the “Nolan procedures” for public appointments. In addition, the FSAP
team understands that in future, the positions of FSA chairman and chief executive will be separated.

? See, inter alia, Richard K Abrams and Michael W. Taylor, Issues in the Unification of Financial Sector
Supervision, IMF Working Paper WP/00/213, 2000; and, for a more U.K. FSA perspective, Clive Briault, The
Rationale for a Single National Financial Services Regulator, FSA Occasional Paper No. 2, 1999.



country circumstances. Therefore, while individual country circumstances may point more
toward one structure than another, for policymakers the real issue is the need to find
mechanisms which best manage a number of potentially important trade-offs that underlie the
arguments on both sides of the conceptual debate. Amongst the most important of these is the
need for coordination and information-sharing among the organizations responsible for
financial stability. In other words, and cliché though it may be, the devil is undoubtedly in
the details.

II. FOCUS, ACCOUNTABILITY, AND COORDINATION IN THE UNITED KINGDOM CONTEXT

3. In the United Kingdom, the most important overall judgment lying behind the
establishment of the current institutional structure appears to have been that there
were net gains to be made in the efficiency and effectiveness of financial sector
supervision and regulation given:

. the continuing growth in the importance of financial conglomerates and the
continuing blurring of distinctions between financial products and institutions; and

o the economies of scale and scope for an integrated regulator, e.g., in terms of being
able to allocate scarce regulatory resources more easily amongst competing needs.

4. In addition, although clear objectives and sharpened accountability would be
desirable under any institutional structure, there is an argument that this may be more
easily achieved under the current institutional structure than under the previous one.”
For example, at the level of a central bank with both monetary policy and bank supervision
responsibilities, this is not so much an issue about a potential conflict between the objectives
of these two functions; but rather an issue of whether these two quite different but very
important responsibilities may involve a loss of focus at the overall organization level, as the
issues in either area may distract management attention from the other.

5. Nevertheless, many of the opposing considerations have also been taken into
account in the United Kingdom, and substantial thought has gone into how to make the
new institutional structure work well, so that the anticipated advantages are realized.
To this end, a variety of mechanisms have been established to help minimize and manage the
tradeoffs. Perhaps the most important and visible institutional instrument for this purpose is
the 1997 Memorandum of Understanding (MoU) between the BoE, FSA, and HMT.’ The
next section discusses mechanisms at the level of the FSA itself.

* For a more recent discussion for the U.K., see e.g., Clive Briault, Revisiting the Rationale for a Single
National Financial Services Regulator, FSA Occasional Paper No. 162002.

> The full text of the MoU can be found on official websites—e.g., at
http://'www.bankofengland.co.U.K./financialstability/mou.htm



6. The MoU spells out in some detail the different roles and focuses that the three
organizations will pursue towards the joint objective of promoting financial stability,
both in a crisis situation and more generally. It stresses that each institution must be
accountable for its performance in respect of those responsibilities, and that transparency is
needed. As discussed in the detailed assessments of transparency practices for the BoE and
FSA, transparency practices are indeed very strong in the United Kingdom.

7. While there is an emphasis on avoiding duplication on the one hand, the
tripartite MoU also creates a strong framework for information exchange and effective
coordination, on the other. It establishes the high level financial stability Standing
Committee (FSSC) for regular discussions, and for emergency consultations in a crisis; it
records that the BoE’s Deputy Governor for Financial Stability will be a member of the FSA
Board, and the FSA Chairman a member of the BoE “Court”; and requires that “at all levels,
there will be close and regular contact” between the FSA and BoE, including through a
program of mutual secondments. Moreover, from the FSAP mission’s discussions with the
U.K. authorities, it is clear that there is a rather long list of more or less formal channels for
coordination and information exchange in addition to those specifically mentioned in the
MoU.

8. It is important to note that the MoU goes on to state clearly that the FSA and
BoE “will establish information sharing arrangements to ensure that all information
which is or may be relevant to the discharge of their respective responsibilities will be
shared fully and freely” (emphasis added). Thus, once identified by one party as relevant to
its responsibilities, the requisite information would need to be shared promptly (subject only
to applicable confidentiality requirements as regards further release). The FSAP mission puts
considerable store on the importance of effective information exchange and coordination in
this context, and believes that the MoU framework in the United Kingdom provides strong
incentives to ensure that this happens. In this environment, any coordination or information
sharing glitches that might occur should be no more than second-order administrative issues
to be quickly fixed by managers.

III. FSMA AND THE FSA

0. The role and performance of the FSA as the first fully integrated regulator in a
major economy has attracted world-wide attention. The organizational restructuring
involved in combining and regrouping up to 11 predecessor agencies has itself been a major,
if still incomplete, accomplishment. The changes in the supervisory regime, however, go well
beyond the consolidation of multiple separate agencies into a single organization. The FSMA
represents a comprehensive update of U.K. financial supervision legislation. It consolidates
authority for financial supervision under the FSA, and it gives the FSA broad new statutory
authority to carry out its responsibilities. Statutory regulation has displaced most of the self-
regulatory arrangements that had been a traditional feature of U.K. financial markets. With
its four statutory objectives and seven principles of good regulation (see below), the FSMA
has also reoriented the U.K. approach to financial regulation. Reducing financial crime and
ensuring appropriate consumer protection have been made explicit statutory objectives.



Traditional prudential objectives such as depositor protection and investor protection remain
in the objective of “appropriately protecting consumers”, but are set alongside the broader,
more general objectives of maintaining confidence in the financial system and promoting
awareness and understanding of the financial system. The traditional U.K. emphasis on
strong governance by regulated parties and a preference for minimally prescriptive regulation
has been retained.

10. Although it is a large and relatively complex statute addressing a broad range of
areas, the FSMA generally provides only a framework within which the FSA is to
prepare more detailed rules on the various issues covered. One of the most important
powers delegated to the FSA is thus the power to produce Rulebooks governing the contents
of FSMA. After lengthy consultation processes, the FSA has produced a handbook that
supplements the general powers given to the FSA under FSMA and sets out in detail Rules
relating to individual areas of regulated activity.

1. More specifically, the new framework consists of three levels of regulations:

(1) Primary Legislation—i.e., the FSMA itself: beyond the objectives outlined above, the
FSMA contains seven principles of good regulation, the FSA powers and functions, the
applicable accountability mechanisms, ete.;® (ii) Secondary Legislation, that comprises a set
of acts that regulates different aspects of FSMA in a more precise way (e.g., FSMA refers to
regulatory activities but never defines them; they are defined in the secondary legislation)—
there are around 90 pieces of such secondary legislation; and (iii) the FSA Handbook, that
collects all the regulations issued by the FSA.

12. FSMA identifies four regulatory objectives for the FSA, which cover conduct of
business aspects, as well as purely prudential supervisory/financial stability issues:

o maintaining confidence in the financial system;

o promoting public awareness and understanding of the financial system;

o appropriately protecting consumers of financial services; and

o the reduction of financial crime.

13. In addition, in pursuing these four objectives, the FSA must also take into

account seven “principles of good regulation.” They are as follows:

% In this context, the FSA chairman is appointed/removed by the Treasury, so that the chairman is not as
formally independent as in the sense commonly advocated for an independent central bank. As discussed more
fully in the detailed standards assessments, however (especially the transparency assessment), there are,
nevertheless, some other important constraints in the U.K. system that help ensure that appointments and
removals do not become unduly political matters.



o minimizing adverse effects of regulation on competition;

o encouraging competition among firms regulated by FSA;

o using its resources economically;

o taking account of the responsibilities of those who manage the affairs of authorized
persons;

J following the principle that a burden or restriction imposed on a regulated firm should

be proportionate to the benefits expected;
o being attentive to facilitating innovation in connection with regulated activities; and

o observing the international character of financial services and markets and the
desirability of maintaining the competitive position of the U.K.

14. The distinction between the four statutory objectives and the seven principles is
important. Since the latter are to be taken into account, rather than directly pursued by FSA,
the formulation establishes a clear sense of priority between the two sets of criteria, to guide
both implementation by the FSA of its responsibilities, and the internal and external
accountability processes. For example, if the principles related to competition had been
enshrined as an objective rather than as matters for consideration (as proposed at one stage
during the process of enacting FSMA), it is not difficult to conceive of situations where, in
the short term at least, there could have been quite sharp conflicts between, say, a
competition-oriented objective and a market confidence objective.’ In addition, a competition
objective under FSMA would have cut across the competition-related objectives of other
parts of the U.K. government, tending to dilute accountability.

15. Nevertheless, the fact that the seven principles are explicitly spelled out in the
law is a significant innovation that reflects the complexity of the issues in financial
stability policy. Most if not all jurisdictions would acknowledge that, e.g., supervision and
regulation should not negate the responsibilities of owners and managers of financial
institutions, nor should supervisory policies and actions be unduly burdensome or restrictive.
But having these consideration explicitly set out in FSMA serves to bring such
considerations into sharp relief, and “gives them some teeth.” The legal framework requires
FSA to quite clearly account for its action to meet its objectives, in terms relevant to the
principles—one specific example where this part of the framework “bites” is in the derived
obligation for FSA to produce explicit cost-benefit analyses for its regulatory policies and
actions. Just as important, it is also a strong signal to those to whom FSA is accountable—

" Even if, in the medium-longer run, there may be no conflict between the two objectives: as in the time-
inconsistency argument for a single price-stability objective for monetary policy, it is often the short-term trade-
off that matters for performance over time.



including Government, Parliament, the general public, the industry and in some cases the
courts—about what should be expected of the FSA and what should not.

16.  None of the above is to deny that there may still be conflicts or tensions between
the objectives and principles. For example, even if there are no fundamental inconsistencies
between the four objectives, it is conceivable that there may be tensions between, say,
responsibilities related to the financial stability aspects of the objectives, and those related to
the conduct-of-business or financial crime aspects. These may be felt at the level of the
higher-level organizational focus (the “distraction” issue), especially if problems in the latter
areas are prone to become politicized; or at the micro level of resourcing. By way of
comparison, and as noted above, one of the arguments advanced for separating banking
supervision from a central bank focused on price stability is the potential distraction value of
problems in the former that can become quite politicized.® As we interpret it, the empirical
judgment that the U.K. authorities are making here, at least implicitly, is essentially that, in
the United Kingdom, the synergies between prudential and other forms of financial sector
regulation outweigh any such risks, provided the legal and institutional framework for the
integrated regulator is strong enough. At the same time, it is important to work hard to ensure
that coordination and communication between, for example, the Bank of England and the
FSA ensure that other synergies (e.g., between banking supervision and monetary policy) can
be exploited even if responsibility for these two functions is split between two different
institutions.

17. The proviso above, about the strength of the legal and institutional framework,
is critical. If trade-offs between different objectives and constraints are to be well made
within one organization, transparency, accountability and governance arrangements
need to be well designed. In our view, the FSA meets this criterion.” As already noted,
transparency practices are very strong. The FSA has been exemplary in formulating and
outlining how it is approaching its tasks, in its corporate plan and annual report, as well as in
a range of more ad hoc publications (such as its Progress Reports.) Further, the FSA is
required to consult quite extensively and publicly on proposed rules and regulatory guidance.

18. In addition to transparency aspects per se, there are numerous checks and
balances in the FSA’s governance structure. For example,

o though the FSA Board currently contains some appointees from the financial services
industry, it also contains some appointees with other business or consumer
backgrounds so that there is a balance between practitioners and others, with a
majority of non-executive directors required. And in any event, the deliberations of

¥ More formally, this can be seen as a need to manage additional reputation risks to minimize any negative
spillover to monetary policy credibility.

? Briault (2002), op. cit, contains a more detailed discussion of the mechanisms.



the Board are tied back to the objectives and principles under FSMA, as well as to the
U.K.’s principles of good corporate governance.

o likewise the role of government in Board member appointments (and their removal) is
constrained both by FSMA and the established, published procedures for public
appointees;

o FSMA formalized the operation of two additional advisory panels for the FSA, a

Practitioner Panel and a Consumer Panel, so that both sides of the financial services
industry have a channel to formally feed their views to the FSA Board, through
reports which they also make public. (These two panels had actually been established
by the FSA some time previously.)

o The exercise of FSA’s wide supervisory powers are, or can be, reviewed in several
ways: by an independent Tribunal for case-related decisions; by an independent FSA
Complaints Commissioner who can report publicly on findings and recommend
payment of compensation by FSA in appropriate cases; by governmental agencies
dealing with competition (with respect to competition implications of FSA policies);
and through “value-for-money” audits or specific independent inquiries that the
government can commission.

19. To make more concrete the application of its statutory objectives and regulatory
principles, the FSA has elaborated an operational framework—it’s “risks to our
objectives” (RTO) framework—for setting supervisory priorities and allocating scarce
supervisory resources. (See Box 1.) The framework facilitates consistency, transparency
and accountability in the implementation of supervisory responsibilities. Consistent with that
framework, the FSA’s emphasis on further development of its insurance supervision
framework (Box 2) is one illustration of how supervisory priorities and associated resource
reallocation can work within the FSA, as an integrated supervisor.

20. The guiding principle that similar risks should be regulated in the same way,
regardless of type of institution, is giving a strong impetus to integrating FSA rules as
well as its organization and processes, although this is still at a fairly early stage.
Implementation of the FSMA has allowed the FSA to introduce a single enforcement regime
applicable to all firms and individuals it regulates. The new regime sets out which regulated
activities require authorization, and the FSA authorizes firms by giving permissions defining
which activities they can carry out. The FSA has developed an authorization process that
applies across all sectors, and it includes giving approval to individuals responsible for key
designated duties in authorized firms. Development of the authorized-persons regime is also
giving the FSA an important tool for implementing its supervisory strategy which looks to
firms’ directors and management to take responsibility for compliance with rules and
regulations. Conduct-of-business rules have been developed that apply across all regulated
firms. Prudential requirements across banks, insurance companies, and independent securities
firms remain quite distinct, although projects are underway to achieve greater harmonization.
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Box 1. The FSA’s Risk to Our Objectives Framework

The FSA’s RTO approach is in essence a form of corporate planning framework for establishing
supervisory strategies, guiding the FSA’s work program, allocating supervisory resources, designing
regulations, and evaluating the effectiveness of supervisory efforts. It should be distinguished from
what is normally thought of as risk-based supervision, which focuses on the risk exposures of
individual firms, such as credit risk, liquidity risk, market risk, operational risk, litigation risk,
without explicit reference to higher-level supervisory objectives. The FSA approach, in contrast,
considers the risks posed by regulated individuals and firms, and by industry-wide developments, to
the achievement of the FSA’s four statutory objectives. Reflecting this, under the RTO framework,
the risks of primary concern to the FSA are the risks that developments in firms or markets will
undermine market confidence in the financial system, that financial institutions and individuals will
be subject to abuse by criminal elements, or that uninformed individuals will be mislead by financial
operators. To the extent that the priorities between the FSA’s broad objectives shift over time, it can
be expected that this would be reflected fairly explicitly, through the RTO framework, in the FSA’s
corporate plan, annual report, and other publications. However, this has yet to be fully tested.

To make the RTO framework operational and to allow it to be applied consistently across all firms,
the FSA has developed a classification scheme that links firm risk and environmental risk to the risks
to its objectives. The FSA has identified seven high level risk groups linked to one or more of the four
statutory objectives. The seven risk groups are: financial failure, misconduct/mismanagement,
consumer understanding, incidence of fraud or dishonesty, market quality, incidence of market abuse,
and incidence of money laundering. Firm specific risk is divided into two broad categories: business
risk and control risk. These categories, in turn, are subdivided into some 40 risk elements. Based on a
risk assessment, firms are categorized as High Impact, Medium High Impact, Medium Low Impact,
or Low Impact. This categorization, in turn, determines the nature and intensity of the supervision of
individual firms by FSA. Firm size is not the exclusive factor in determining where a firm lies on the
spectrum between high and low impact, but it is a central factor.

The RTO approach still allows room for flexibility and judgment in its application, however. For
example, the risk analysis that leads to the categorization of individual firms is, unavoidably, highly
subjective; nor does the framework itself provide much operational guidance for determining, overall,
how much supervision is enough or which risks are most important for which firms. At the firm level,
the supervisory strategies adopted by FSA appear to be guided as much by conventional risk
assessments (credit, liquidity, interest rate, operational, litigation, etc.) as by the RTO factors. Beyond
that, judgments about supervisory policies are shaped by the requirement to undertake explicit cost-
benefit analyses for material proposals, as well as the broad consultation requirements. In short, the
RTO framework, while certainly not providing all the answers itself, does help to make the operation
of supervision more consistent, more open, and more open to challenge at several levels.
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Box 2. The Further Development of Insurance Supervision in the U.K.

The U.K. authorities are in the process of significantly strengthening insurance supervision and are shifting
resources within the FSA to insurance sector oversight. This is appropriate in light of the importance of U.K.
insurance companies and markets in both the U.K. financial system and the global insurance industry, as well
as the highly sophisticated nature of the U.K. market. It is also particularly timely given the significant
current stress in the industry and the potentially strong incentive for excessive risk taking in the current
environment. The state of the industry has required the FSA to grapple with the more immediate ‘“bushfires”
arising from the current situation—reflected in increased supervisory activity, including enhanced monitoring
of insurers’ financial modeling, and modifications and temporary suspensions of the FSAs “resilience tests”
for insurers (to avoid “fire-sale” problems from forced asset sales)—at the same time as it progresses
forcefully the more fundamental but more medium-term task of overhauling the supervision regime.

The FSA had already begun developing a strengthened approach to insurance supervision under its risk-based
framework (the “Tiner project”) at the time of the FSAP assessment of the U.K. insurance supervision and
regulation regime against the I41S Insurance Core Principles, and the early implementation stages have
proceeded further in the interim. 1/ The FSAP assessment was therefore able to give further encouragement
to the reforms proposed under the Tiner project, as well as suggesting a few other additional measures for
consideration. The main findings (at the time of the FSAP assessment at least) included that the FSA’s
regulatory and prudential regime required an increased degree of hands-on prudential supervision and was
not sufficiently proactive; reflecting in part the absence of formal actuarial, general insurance, and
reinsurance involvement in the risk review and assessment process, the current prudential regime may not
ensure a sufficiently comprehensive review of the appropriateness of firms’ risk management systems, asset
allocation limits, and internal controls, in light of the nature and amount of business underwritten; 2/ and the
desk-based analysis of statutory returns may not adequately capture the nature and scale of risks of
underlying asset and reinsurance exposures. The authorities were encouraged to consider a further
strengthening of insurance supervisory resources and processes within the FSA. In addition, the assessment
also stressed the need for improved transparency of early intervention actions was stressed, and stronger
reporting, disclosure, and governance-related requirements for insurance companies. 3/ The reforms planned
under the Tiner project are expected to remedy most of the shortcomings noted in the assessment of
observance of the (enhanced version) of the IAIS Principles.

One further issue, closely related to the abovementioned weaknesses, is the dearth of timely, public aggregate
financial indicators for the U.K. insurance industry (as, indeed, in many other countries).

The FSAP team drew also on aggregated data and analyses available (at a price) from private market
participants, but even the most recent of these were quite dated. Stronger reporting and disclosure will
hopefully facilitate better availability of financial soundness indicators for the insurance sector, which is a
high priority for further strengthening the overall surveillance of the U.K. financial system.

1/ More specifically, the formal assessment was against higher standards applicable to a major insurance
center like the U.K., rather than the regular standards.

2/ More recently, however, the FSA has integrated into its supervision team the previous work of the
Government Actuary’s Department (GAD).

3/ See the FSAP detailed assessment of the IAIS Insurance Core Principles for a full description.
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The fundamental review of insurance supervision referred to above may well lead to
adoption of elements of the risk-based strategies used in the regulation of banks. Reporting
requirements are also undergoing a systematic re-evaluation that is likely to lead to more
commonality across financial sectors.

IV. THE BANK OF ENGLAND’S FINANCIAL STABILITY ROLE

21. The MoU clearly recognizes that core central banking functions are as much a
part of the overall financial stability regime as the more institution-specific supervision
functions. Indeed, the whole pursuit of monetary (price) stability is itself a cornerstone of
financial stability in its broader sense. And at a somewhat narrower level, the arrangements
to manage liquidity at a system-wide level to ensure key financial markets continue to
function effectively, even in time of stress, are the same arrangements that are required to
undertake effective and efficient monetary policy. (Systemic liquidity arrangements are
discussed in detail in another FSAP Technical Note.)

22. In addition to those aspects of the BoE’s core functions, the MoU also stresses
the BoE’s central role in advising on, overseeing and helping to implement appropriate
changes in the payments system infrastructure; in undertaking surveillance of the
financial system as a whole; and, in exceptional cases, undertaking last resort lending of
one form or another. The payments system responsibility stems quite naturally from the
BoE’s role as “bankers’ bank™ and its provision of the central settlement asset underpinning
the whole infrastructure. The system—level surveillance role, including a major component
related to surveillance of international financial market activity (given London’s role as a
major international financial center), stems from the BoE’s ability to supplement the
institution-by-institution perspective with a perspective drawn from financial markets and
payments systems (where, e.g., more system-level issues and budding crises can often be
perceived earliest); and from the international and domestic analysis and forecasting that is
necessary to underpin the day-to-day formulation of monetary policy. One further financial
stability function of the BoE that can be noted is its role in facilitating corporate workouts
under the “London Approach”. This is less common now than it was several years ago, but
nevertheless, the BoE stands ready to help facilitate a London Approach workout if
requested, as it has in several cases in the past.

23. While it cannot be definitively linked to the institutional reforms of 1997-98,
there has been a distinctly sharper focus in recent years on broader financial sector
trends, issues, risks and vulnerabilities by the BoE; a process of constant improvement
and innovation in this area has been underway. This is most clearly seen in the
development of the BoE’s six-monthly Financial Stability Review (FSR), which has
progressed from its early form as a somewhat ad hoc collection of articles on stability-related
topics'® to a comprehensive and well-presented compendium of conjunctural and

' The FSR was first published in Autumn 1996.
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structural/institutional trend and issues. The FSR also reflects the BoE’s considerable efforts
in international market surveillance, and possible linkages back to the U.K. financial system
(see Box 3). As demonstrated, inter alia, in this publication, financial sector surveillance in
the United Kingdom, in the FSAP mission’s view, is at the forefront internationally.

24. Nevertheless, the agenda for further strengthening financial sector surveillance
in the United Kingdom contains some significant tasks. One key task is to extend and
deepen the knowledge of inter-intitutional exposures, especially in regard to unsecured
interbank funding. These exposures relate to both explicit exposures between banks in the
interbank market per se, and possibly less explicit, intraday exposures between indirect
clearing banks and their direct clearing sponsor banks.'' An analysis in the June 2002 FSR'?
made a major first step in analysis of such exposures, and we encourage the BoE to continue
to give a high priority to improved monitoring and analysis in this area. A similar issue is the
potential interinstitutional exposures in derivatives markets, not least the risk transfer
markets.'® These will likewise need close monitoring, both in the institution- or market-
specific supervision context, and in the broader system-wide surveillance context.

25. A second important area is the need to continue pushing ahead with
improvements to the quality and timeliness of aggregate financial soundness indicators
(FSIs) for the United Kingdom. This is not straightforward given the variety of existing data
that has been developed historically, with different objectives in mind and with different
institutional coverage. But again, recent work published in the FSR have been important
steps forward,'* and the BoE has been actively engaged in broader efforts to make progress
in this area at the international level as well. The FSAP team encouraged continued work in
this area, and stressed, inter alia, the desirability of producing timely official FSI data for the
insurance sector. As noted in Box 2, the significant proposed changes to the insurance
supervision regime (the “Tiner Report” project) should facilitate this.

" These transactions do not benefit from the risk reduction / transparency arrangements under RTGS, which
directly effects only the clearing banks.

12 See especially Box 11, p. 93.

13 See the articles by David Rule in the December 2001 FSR “Risk Transfer Between Banks, Insurance
Companies and Capital Markets: an Overview,” and the June 2001 FSR “The Credit Derivatives Market: Its
Development and Possible Implications for Financial Stability.”

" In particular, the articles in the June 2002 FSR by Andrew Gracie and Andrew Logan, “U.K. Bank
Exposures: Data Sources and Financial Stability Analysis”; and by Glen Hoggarth and Darren Pain, “Bank
Provisioning: the U.K. Experience”.
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Box 3. The Bank of England’s Financial Stability Report

In their detailed analysis of the financial stability “conjuncture and outlook”, the 6-monthly FSRs
seek to identify and track potential risks to the U.K. financial system arising from macroeconomic,
macrofinancial, and infrastructural developments in global financial markets and major economies or
groups of economies (e.g., U.S., Europe, Japan, emerging markets), and from within the U K. itself.
Following the assessment of international and domestic risk factors, analysis of the U.K. financial
system, including aspects of the underlying financial stability polity framework, then seeks to assess
how resilient or vulnerable the system might be to the risks, should they eventuate. (This distinction
between risks and vulnerabilities is one that the FSAP mission also finds a helpful construct.)
Increasingly, these analyses have examined different sectors and peer groups within the U.K. system,
and the interlinkages between them. They have also put some emphasis on the need to look at the
distribution of strengths and weaknesses across the system, rather than simply the overall aggregate
or average position.

Apart from the conjunctural analysis, FSRs have included individual stability-related articles on a
wide range of topical matters. To illustrate, the June and December 2002 FSRs included special
articles on U.K. bank exposures (data sources and interpretation); U.K. bank provisioning; spillovers
from emerging markets crises; state of play, and implications of “Basel II”’; effects of market risk
management systems; “dynamic provisioning”; renewing market confidence in the wake of recent
high-profile corporate and accounting problems, and the nature of different measures of corporate
earnings; insolvency law; resolving financial crises; risk modeling in central counterparty clearing
houses; and U.K. interbank exposures. The FSAP team found many of these and earlier FSR articles
very useful background for its own work.

26. A third area, also already underway within the BoE, is the strengthening of
quantitative analysis of the aggregate indicators of the financial sector, including
through linking these in to the BoE’s macroeconomic model. BoE work fed importantly
into the design and calibration of the “stress testing” scenarios used by banks as part of the
U.K. FSAP exercise, as well as into the authorities’ own “top-down” stress analysis, with
related work again depicted in the June 2002 FSR." Again, the FSAP team encouraged
further work of this sort so that some form of system-wide stress testing analysis could
develop into a fairly standard part of financial sector surveillance in the United Kingdom.

1% See the article by Hoggarth and Pain referenced in the preceding footnote.
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1. BASEL CORE PRINCIPLES FOR EFFECTIVE BANKING SUPERVISION
A. General

1. This assessment of U.K. compliance with the Basel Core Principles for Effective
Banking Supervision was undertaken as part of the Financial Sector Assessment Program
(FSAP) that the IMF has conducted at the request of the U.K. authorities over the period
February—July 2002. The assessment was conducted by John Abbott (IMF-MAE), Laurie
Edlund (Office of the Comptroller of the Currency), and Jan Rein Pruntel (Netherlands
Bank).

B. Information and Methodology Used for the Assessment

2. The assessment has been based on the Core Principles Methodology that was
published by the Basel Committee On Banking Supervision in October 1999.

3. In view of the highly developed nature of the U.K. banking sector, this assessment
takes into account both the essential and the additional criteria that have been set out in the
Core Principles Methodology.

4. The assessment takes into account a comprehensive self-assessment of compliance
with the Basel Core Principles that was submitted by the U.K. authorities to the IMF prior to
the May mission. Major further sources used for the assessment include numerous
publications available from the FSA website, the Financial Services and Markets Act 2000
(FSMA), a CD-ROM provided by the FSA containing its Handbook of rules and guidance,
presentation material and internal documents provided by FSA officers, and background
material from various industry sources.

5. In addition extensive interviews were held with FSA officers, representatives of
major U.K. incorporated banks and U.K. branches of overseas banks, senior representatives
of the British Bankers Association, the Foreign Bankers and Securities Association, the
Practitioners Panel on transparency established under the FSMA, and the Institute of
Chartered Accountants in England and Wales. The assessment team gratefully acknowledges
the cooperation received from all concerned which has added substantially to the
effectiveness of the assessment.

C. Institutional and Macroprudential Setting—Overview

6. The FSA was established by the U.K. Government in May 1997, and commenced
operation in an interim or transitional way in June 1998. The relevant law, the FSMA, was
passed in 2000, and took full legal effect on December 1, 2001, a date usually referred to in
this context as N2. The FSA initially absorbed the activities of a nine previous regulators or
government departments, and in bank supervision specifically, the previous supervisory
function of the Bank of England, and has since taken on even more responsibilities.



7. The U.K. banking industry has benefited from a remarkably stable macroeconomic
environment and sustained growth over nearly a decade. The favorable environment owes
much to sound macroeconomic policies as well as a strong policy framework, and to
sustained structural reforms. Recently, however imbalances have emerged, particularly in the
expansion of credit to consumers and businesses and burgeoning house prices. Although
these imbalances are, on the whole, not large and likely to be resolved gradually, they do
pose risks to the financial system that require monitoring and management.

D. General Preconditions for Effective Banking Supervision

8. The United Kingdom has a well developed judicial system with a reputation for
probity and professionalism. Civil commercial matters are normally heard in one of the
divisions of the High Court, with appeal processes available through the Court of Appeal
and, if accepted, the House of Lords. The senior EU Court is the European Court of Justice
and it has similar professional standing to the English upper courts. The legal system is based
on case law as modified by equity considerations and domestic legislation. As the U.K. has
no written constitution, Parliament is the supreme domestic law making body, but as a
general principle EU law overrides domestic law under the Treaty of Rome. EU directives
agreed by the Council of Ministers do not have the status of law but must be converted into
national law by member states. From a regulatory point of view the legal and judicial
precondition to effective banking supervision are very well satisfied.

0. The professions important to the financial sector are also well developed in the U.K.
and are subject to full liability for breach of duty. The U.K. chartered accountants are
expected to continuously maintain minimum levels of professional training. They have world
class qualification and accreditation requirements and are seen as best practice resources by
educators and professionals in many other countries. A new system of non-statutory
independent regulation of the accountancy profession’s audit activities has recently been
established under the auspices of the Accountancy Federation, which will raise the standards
for oversight of the accountancy profession. The convergence toward fair value accounting
(TAS 39) will introduce new issues for both firms and for regulators, issues that the U.K.
profession is now beginning to address. Again, this precondition for effective regulation and
supervision is well satisfied.

10.  The auditing profession is also well established. External auditors need to be
members of recognized supervisory organizations and to remain eligible to be a member
under the rules of that organization (leading to a practicing certificate). Recognized
organizations have to ensure that all their members are ‘fit and proper’ and that audit
processes are carried out in a professional manner and with integrity. The main coordinating
body for the six U.K. accounting bodies, the Counsultative Committee of Accounting Bodies,
is a recognized supervisory body. The assessment team was not able to determine the level of
performance of the internal audit function within the banking sector, but there appear to be
varying degrees of competence and awareness of the risk based approach.



11. The United Kingdom is among the leading countries in the world in setting standards
for corporate governance, including public disclosure practices. With regard to the regulated
financial sector, market discipline is reinforced by the fact that the U.K. authorities have
publicly stated their view that it is neither possible nor desirable to remove all risk of
financial failure.

12. The United Kingdom has no special statutory insolvency procedures for banks. As
limited liability companies, banks and other FSA-supervised financial institutions are
generally subject to the same insolvency laws and procedures as those that apply for non-
regulated companies. FSMA gives the FSA a limited role in statutory insolvency procedures
for financial institutions, including the power to petition for an institution to be placed in
administration or winding-up proceedings. Under the current system, bank depositors are
treated like other creditors at the beginning of administration proceedings and delays in
repayment of deposits can span several weeks. In terms of pre-statutory resolution of a
troubled institution, however, the FSMA provides the FSA with a broad range of powers to
resolve problems in banks, ranging from public censure to withdrawal of authorization, and
the financial stability Memorandum of Understanding (between HMT, the FSA and the
Bank) provides a broad framework within which official intervention of various sorts could
be contemplated in more systemically important cases.

13. Overall the U K. satisfies the Basel Core Principles preconditions for effective
banking supervision.
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Table 1. Detailed Assessment of Compliance of the Basel Core Principles

Principle 1.

Objectives, Autonomy, Powers, and Resources

An effective system of banking supervision will have clear responsibilities and objectives for
each agency involved in the supervision of banks. Each such agency should possess operational
independence and adequate resources. A suitable legal framework for banking supervision is also
necessary, including provisions relating to the authorization of banking establishments and their
ongoing supervision; powers to address compliance with laws, as well as safety and soundness
concerns; and legal protection for supervisors. Arrangements for sharing information between
supervisors and protecting the confidentiality of such information should be in place.

Principle 1(1)

An effective system of banking supervision will have clear responsibilities and objectives for
each agency involved in the supervision of banks.

Description

Responsibilities and objectives of the FSA as supervisor and regulator are set out in the FSMA. The
FSA’s general functions are set out in the FSMA Section 2 (4), and consist of rulemaking,
preparing and issuing codes, providing guidance, and determining the general policy and principles
by which the FSA will perform its functions. In carrying out the general functions, the FSA is
required to act in a way that is compatible with the regulatory objectives and have regard for the
principles of good regulation. The four regulatory objectives, identified in the FSMA Section 2 (6),
are market confidence, public awareness, protection of consumers, and reduction of financial crime.
The seven principles of good regulation identified in FSMA Section 2 (3), which FSA is required to
take into consideration, include minimizing adverse effects of regulation on competition;
encouraging competition among firms regulated by FSA; using its resources economically; taking
account of the responsibilities of those who manage the affairs of authorized persons; following the
principle that a burden or restriction imposed on a regulated firm should be proportionate to the
benefits expected; being attentive to facilitating innovation in connection with regulated activities;
and observing the international character of financial services and markets and the desirability of
maintaining the competitive position of the U.K.

The FSMA gives the FSA rulemaking powers that may be used to introduce new rules or change
existing rules. Rules and Guidance are set out in the FSA Handbook, and primarily cover prudential
matters. Banks are required to meet “threshold conditions” (TC), set out in FSMA Schedule 6, and
elaborated on in the Threshold Conditions chapter of the FSA Handbook (COND). Banks are also
required to comply with rules made by the FSA.

In general, the FSA has the sole responsibility for supervising banks in the United Kingdom.
Branches of EEA banks are also supervised by their home country supervisors.

The FSA has broad powers under the FSMA to take action against banks that do not comply with
legal and regulatory requirements. The FSA has formal powers to take action to deal with problem
banks, but where appropriate may pursue informal action to resolve problem bank issues.

The FSMA is a comprehensive update of previous banking laws. Prior to the enactment of the
FSMA, banking laws had been amended periodically to enhance supervisory standards, increase
supervisory powers, and reflect the requirements of EU directives.

The FSMA requires transparency of the FSA in a number of ways. FSMA Schedule 1, paragraph

10 requires the FSA to report (on the discharge of its functions) to the Treasury at least annually,
and Treasury is required to provide a copy of this report to Parliament. In addition, FSMA Schedule
1, paragraph 11 requires the FSA to hold an annual public meeting to discuss the contents of the
report. Schedule 1, paragraph 12 of the FSMA charges the FSA’s non-executive committee with
reviewing the FSA’s internal financial controls, and reports on these matters to the Treasury. In
addition, the Treasury has the authority to make formal inquiries relating to the FSA’s use of
resources in discharging its functions, and where there has been a serious failure in the regulatory
system. Information on the FSA’s regulatory objectives is published in its plan and budget, and
other publications. The FSMA, section &, also requires the FSA to consult on the extent to which its
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general policies and practices are consistent with its general duties.

The FSA does not publish regular information on the financial strength and performance of the
banking industry; however, industry information is available from other sources. Historically, the
Bank of England collected regulatory returns for the banks and published statistical information on
the banking industry. Under the FSMA, the regulatory returns are collected by the Bank under the
FSA’s authority; however, the Bank continues to publish the aggregate information on the industry.
The Bank of England’s semi-annual Financial Stability Review contains prudential information on
the banking industry, including information on aggregate profitability, capital, and liquidity. In
addition, the Bank publishes Monetary and Financial Statistics on a monthly and quarterly basis.
These statistics provide some information on the lending sector, and national accounts level
information on capital and profitability. In addition, the British Bankers Association publishes an
annual report that aggregates publicly available financial information from the large banks to
provide an industry wide view. The FSA does have two projects (discussion papers on harnessing
market forces, and on the regulatory reporting environment) underway to explore, among other
things, whether they should provide any additional industry information to the public.

Assessment

Compliant

Comments

The FSMA clearly defines the FSA’s role as bank supervisor, sets out regulatory objectives and
principles, and provides broad rulemaking powers. Systems are in place to ensure the FSA’s
activities are carried out in a transparent manner. Information on the financial strength and
performance of the banking industry is publicly available, but is published by the Bank of England
and the British Bankers’ Association.

Principle 1(2)

Each such agency should possess operational independence and adequate resources.

Description

The FSA is an independent non-governmental body, established as a company limited by
guarantee. The FSA is accountable to Treasury Ministers and, through them, to Parliament. A
Board appointed by HM Treasury governs the FSA. In addition to the Executive Chairman, there
are currently three Managing Directors and eleven non-executive members, of whom one, the
Deputy Governor (Financial Stability) of the Bank of England, is an ex officio director. One of the
non-executive members is Deputy Chairman and ‘lead’ non-executive. The Board sets the FSA’s
overall policy, but is not involved in the day-to-day operations.

The FSA’s funding is provided by the industry, and regulated firms pay annual fees directly to the
FSA. The FSMA (Schedule 1, paragraph 17) gives the FSA the authority to require the payment of
fees. The FSA is required to consult on its proposed fees, and has issued a series of consultation
papers (CPs) that explain how the fees are calculated. CP111 addresses the post-N2 fee assessment
process.

FSMA requires the FSA to carry out its regulatory responsibilities in a way that uses its resources
in an economic and efficient manner. To this end the FSA has developed four resources strategies -
for People, Space, Cash and Information. A monthly Resources Report is published within the
FSA, monitoring progress against key measures in each of the resource categories. This report
includes tracking of things like staff turnover. Salaries paid by the FSA take into account pay levels
within the financial services industry and the FSA is able to recruit expert assistance where needed.

The FSA spent approximately £2.8million on training in 2001/2, with an average of 6.2 days per
person spent on formal training activities over the same period. The FSA uses secondments from
the industry and professional firms to add skills and experience not readily available in the
marketplace. The FSA also provides outward secondment opportunities to staff as part of its
Graduate Development Program.

HM Treasury appoints the FSA Board, including the chairman, and also has the authority to remove
the chairman or other board members. The FSMA does not set out a term for the chairman. In
addition, the FSMA does not set out reasons for removal of the chairman, nor does it require that
the reasons for removal be made public.

Assessment

Compliant
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Comments

The FSA’s Board reports to HM Treasury, and ultimately the Parliament. While the day-to-day
operations of the FSA are removed from HM Treasury, there is concern within the industry that
political pressures, particularly related to the consumer focused objectives, may cause the FSA to
become (a) more prescriptive or rule based, and (b) more consumerist. The prominence of
consumer protection among the FSA’s regulatory objectives may cause tensions within its risk-
based approach to supervision.

The strong and transparent accountability regime surrounding all aspects of FSA operations
provides the safeguard that the fiscal regime of assessments on regulated firms would not
compromise its independence or autonomy. The FSA has the authority to increase assessments to
fund increasing supervision needs, but has made a conscious effort to hold its expenditures
relatively stable over the last few years. Detailed on-site supervision work is provided either
internally by line supervisors supported by the risk review division, or externally using “skilled
persons” reviews. The skilled persons reviews are directed by the FSA, but paid for by the firm
directly, and represent an additional cost of supervision to the industry over the FSA’s assessments.
FSA pursues a consistent theme of proportionality, considering the cost of supervision (including
the use of skilled persons reports) against the risks to the FSA’s objectives.

The FSA and its staff are credible and professional. Staff at the director and manager level is
experienced, many coming from the Bank of England at the time the FSA was created. Bank and
industry sources stated that the FSA’s level of supervision and focus was reasonable, and the FSA
is focused on key risks in the industry. The sources also noted that turnover and depth of staff have
been issues for the FSA.

One area that bears monitoring is the adequacy of staffing levels in the supervision and risk review
divisions. The FSA’s internal specialist teams are quite small considering they are a cross-sector
resource. The FSA’s new risk assessment process is in the early stages of being rolled out. The
level of requests for risk review assistance in relation to their available resources is not yet known,
and is something that should be closely monitored to ensure that resources are sufficient to carry
out risk mitigation programs. In addition, industry sources expressed some concern over the
turnover rate in supervisory staff, and the level of firm specific knowledge that is lost due to
turnover. However, the FSAP team was informed by the FSA that staff turnover rates have
decreased recently. Turnover figures for the FSA divisions undertaking banking supervision (i.e.,
the Deposit Takers Division, the Major Financial Groups Division and the Investment Firms
Division) have ranged from 3.5 percent to 9.7 percent in the twelve months to June 2002.

The FSMA does not specify a minimum term for the head of the FSA, does not require that any
removal be based on specified reasons, and does not require that the reasons for the removal be
made public. HM Treasury is responsible for the processes surrounding the appointment and
removal of the head of the FSA. Although the high-level safeguards in this area are thus limited,
appointments are made on principles of good corporate governance known as the Nolan Principles,
while senior officials’ contracts have specific terms, and an official removed could pursue a judicial
review in certain circumstances. De facto, an important safeguard in the U.K. context is the close
public scrutiny over the activities of public officials provided by an independent media, as well as
parliamentary scrutiny. In these circumstances, it is unlikely that a senior official could be removed
from office without the government having to publicly disclose and defend the reasons behind its
decision.

Principle 1(3)

A suitable legal framework for banking supervision is also necessary, including provisions
relating to authorization of banking establishments and their ongoing supervision.

Description

The FSMA sets out the legal framework for authorization, ongoing supervision, and enforcement.
The legal framework includes secondary legislation under FSMA, and the rules made by the FSA
using its rulemaking powers under section 138 of the FSMA. The FSA Handbook contains manuals
on Authorization, Supervision, and Enforcement.

The FSA promulgates rules with which the banks must comply. The FSA also produces guidance.
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The rules and guidance mainly cover prudential matters. Under FSMA section 148 the FSA also
has the power to alter or revoke rules, and to modify or waive rules in certain cases.

The FSA has authority to require banks to provide information under FSMA section 165. Banks are
required to submit a variety of regular reports to the FSA covering their financial condition (SUP
chapter 16).

Assessment

Compliant

Comments

The FSMA provides a suitable framework for the authorization and ongoing supervision of banking
establishments, and clearly identifies the FSA as the body responsible for authorization and
supervision of firms. The FSA produces rules and guidance on authorization and supervision. In
addition, the FSA has broad powers to require banks to provide information. Rules and guidance
are prepared in consultation with the industry.

Principle 1(4)

A suitable legal framework for banking supervision is also necessary, including powers to
address compliance with laws, as well as safety and soundness concerns.

Description

The FSMA (Schedule 1 paragraph 6) requires the FSA to maintain a process designed to allow it to
determine whether a bank is complying with requirements under the FSMA (including FSA rules).
The FSA has broad authority to determine whether a bank is in compliance with regulatory
requirements.

The FSA has the authority under FSMA section 165 to obtain any information or documents from
banks. The FSA may also obtain information through the use of an authorized person under section
166. The FSA may also appoint investigators into a bank’s affairs under FSMA sections 167
through 176. The FSA’s authority and the processes for obtaining information are set out in the
Enforcement manual (ENF) section of the FSA Handbook.

The FSMA gives the FSA broad powers to take action against banks that do not comply with the
requirements of the FSMA, or its secondary legislation or rules. The FSA may withdraw a bank’s
authorization, limit a bank’s ability to take deposits, or require a bank to cease certain activities.
The FSA can take remedial action with immediate affect under FSMA Section 45, using a
supervisory notice. These notices are subject to referral by an independent FSM Tribunal.
Procedures relating to the Tribunal are found in Part IX of the FSMA.

The FSMA Part XIV provides the FSA with the power to fine or publicly censure a bank that fails
to comply with a requirement imposed by the FSA or the FSMA. This is accomplished through the
issuance of a decision notice. These actions are also referable to the Tribunal, generally within 28
days of the date of the notice. The FSA may not take the action specified in these notices until after
the referral period has ended, or if the matter is referred, until after the Tribunal disposed of the
appeal.

Assessment

Compliant

Comments

The FSA has broad powers to supervise banks, including requiring the banks to provide
information. If the FSA determines that the bank is in non-compliance with the FSMA or its rules,
it has a range of supervisory and enforcement options available. The options include prompt
remedial action (restricting activities, revoking authorization) where other supervisory measures are
not sufficient.

Principle 1(5)

A suitable legal framework for banking supervision is also necessary, including legal protection
for supervisors.

Description

The FSMA Schedule 1 paragraph 19 provides that neither the FSA or “any person who is, or is
acting as, a member, officer or member of staff of the FSA” is to be liable in damages for anything
done or omitted in the discharge, or purported discharge of the FSA’s functions. This protection
extends to persons appointed to investigate complaints under Schedule 1 paragraph 7. An exception
to the protection exists if the act or omission is in bad faith. In addition, the FSMA protection does
not prevent an award of damages under Section 6(1) of the Human Rights Act of 1998.
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However, under the complaints scheme (FSMA Schedule 1 paragraphs 7 and 8), the appointed
investigator must have the power to recommend, if he thinks it appropriate, that the FSA makes a
compensatory payment to the complainant, remedies the matter complained of, or both.

The FSA has the power to require the payment of fees, to cover the costs of defending its actions.
The FSA covers the legal costs of defending its staff in legal actions against them in relation to
their work as FSA employees.

Assessment

Compliant

Comments

The FSMA provides protection from liability to the FSA and its staff for any actions taken in good
faith in the performance of their duties. However, the FSA may be required to pay compensation to
complainants under the FSMA mandated compensation scheme, or awards for damages related to
actions found to be unlawful under the Human Rights Act.

Principle 1(6)

Arrangements for sharing information between supervisors and protecting the confidentiality of
such information should be in place.

Description

The FSA has an MOU with the Bank of England and HM Treasury, which covers among other
things, the exchange of information. The MOU is published.

FSMA Part XXIII places restrictions on the disclosure of information, there are exceptions that
permit the FSA to disclose information to other regulators (U.K. and overseas) subject to
compliance with EU directives. FSMA Section 354 requires the FSA to cooperate with persons
who have functions similar to the FSA, and also to cooperate in relation to the prevention or
detection of financial crime. Cooperation may include sharing of information that the FSA is not
prevented from disclosing. The FSA has formal arrangements for information exchange in place
with a number of domestic, EEA, and overseas supervisors. Information is exchanged on an
ongoing basis.

Confidential information disclosed by the FSA continues to be subject to the FSMA restrictions on
disclosure. The FSA must satisfy itself that where confidential information is disclosed to an
overseas supervisor the information will be subject to equivalent restrictions as those that apply to
confidential information restrictions in the Banking Consolidation Directive.

The FSA may refuse requests for confidential information except in limited cases such as court
orders in criminal cases, Parliamentary inquiries, and to an extent, personal data subject to data
protection legislation.

Assessment

Compliant

Comments

The FSMA provides a suitable framework for sharing of information with domestic and foreign
supervisory agencies, and provides for safeguarding of confidential information. The FSMA also
provides the FSA with the right to refuse requests for confidential information, with limited
exceptions.

Principle 2.

Permissible Activities

The permissible activities of institutions that are licensed and subject to supervision as banks
must be clearly defined, and the use of the word “bank” in names should be controlled as far as
possible.

Description

The FSMA does not expressly define the term “bank™ or include it as a separate category of
authorized person; however, Schedule 2 does identify deposit taking as a regulated activity. The
Regulated Activities Order also sets out activities which are regulated activities for the purposes of
the FSMA, and accepting deposits is one such activity. For purposes of determining which parts of
the FSA Handbook apply to particular categories of firms, the FSA defines a bank as:

a. A firm with Part IV permission which includes accepting deposits, and

(i) which is a credit institution; or
(i1) whose Part IV permission includes the requirement that it complies with IPRU (Bank);
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But which is not a building society, a friendly society, or a credit union.
b. An EEA bank.

The FSMA Section 19 provides that no person may carry on a regulated activity in the U.K. or
purport to do so unless he is an authorized person or an exempt person. FSMA Section 24 provides
that a person who is not an authorized person is guilty of an offense if he describes himself as an
authorized person or holds himself out in a manner that is reasonably likely to be understood as
indicating that he is an authorized person.

Assessment

Compliant

Comments

While “bank” isn’t expressly defined, regulated activities are defined and included deposit taking.
The FSMA mandates that all persons carrying out regulated activities are properly authorized. Any
person using the term bank or banking in their name would be presumed to be carrying out
regulated activities and must be authorized.

Principle 3.

Licensing Criteria

The licensing authority must have the right to set criteria and reject applications for
establishments that do not meet the standards set. The licensing process, at a minimum, should
consist of an assessment of the banking organization’s ownership structure, directors and senior
management, its operating plan and internal controls, and its projected financial condition,
including its capital base; where the proposed owner or parent organization is a foreign bank, the
prior consent of its home country supervisor should be obtained.

Description

When granting or varying Part IV permissions, FSMA section 41(2) provides that the FSA must be
satisfied that the applicant satisfies and will continue to satisfy the threshold conditions set out in
the FSMA (Schedule 6) in relation to all regulated activities for which they will have permission.
There are five threshold conditions:

1. Legal status. Deposit-takers must be bodies corporate or partnerships.

2. Location of offices. If the bank is a body corporate constituted under the laws of any part of the
U.K., then it must have its head office and, if it has one, its registered office in the U.K. A
body incorporated in one part of the U.K. may have its head office in any other part. If the
bank has its head office in the U.K. but is not a body corporate, it must carry on business in the
U.K.

3. Close links. This threshold condition applies when the applicant has close links with another
person of such a kind as to prevent the FSA from effectively supervising the applicant. The
FSMA Schedule 6 paragraph 3 provides a definition of close links. If there are close links with
another person, then two tests must be satisfied. First, the links must not be likely to prevent
effective supervision of the applicant by the FSA. Second, if the person to whom the applicant
is linked is situated outside the EEA, then the laws, regulations, and administrative provisions
that apply must not prevent effective supervision of the applicant by the FSA.

4. Adequate resources. This test is not only concerned with absolute levels of capital, but also
non-financial resources and means of managing resources. Resources may include capital,
provisioning, availability of liquid assets, human resources, and risk management systems.
When considering adequacy of resources, the FSA will also review whether the firm is ready,
willing, and organized to comply with the high level systems and controls requirements set out
in the SYSC chapter of the FSA Handbook.

5. Suitability. The applicant has the burden of satisfying the fit and proper test. Section 59 of the
FSMA gives the FSA the power to specify “controlled functions” within a firm that must be
performed by individuals who have been assessed as fit and proper by the FSA. The FSMA
also gives the FSA the power to establish how firms should apply for approval (section 60),
factors to be determined (section 61), and to issue statements of principles and a code of
practice which will apply to all individuals performing functions under section 59. The FSA
has exercised these powers, and sets out its approach in the FIT chapter of the FSA Handbook.
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Additional information relating to the five threshold conditions, including assessment criteria, is set
out in the Conditions (COND) chapter of the FSA Handbook.

The Threshold Conditions are used to assess license applications, and are also considered as a part
of the FSA’s ongoing supervision. The FSA has the power to reject an application for authorization
if the applicant fails to satisfy one or more of the threshold conditions, or if the applicant provides
inadequate information. Under FSMA sections 42 and 43, the FSA has the power to impose
limitations or requirements on a bank’s permission, or grant permission to carry on a narrower
range of activities than the applicant requested. FSMA section 45 gives the FSA the authority to
vary or cancel a permission if the authorized person is failing, or is likely to fail, to satisfy the
threshold conditions.

The FSA Handbook chapter GN, Rule 3.3.13 requires a bank to maintain capital commensurate
with the nature and scale of its business, and the risks inherent in that business. If the bank is a
member of a group, those capital resources must also be commensurate with the risks inherent in
the activities of the other members of the group, insofar as they impact the bank. Guidance on how
banks should comply with this rule are set out in IPRU (Banks) chapter CO, with detailed guidance
in a variety of other chapters. Rule 3.3.9 requires a U.K. bank and an overseas bank have capital of
not less than Euro 5 million at the time it obtains its Part IV permission to accept deposits.

When the FSA evaluates proposed directors and senior management, it uses the fit and proper
criteria set out in the FIT chapter of the FSA Handbook. Criteria assessed as part of the fit and
proper assessment include honesty, integrity and reputation (FIT 2.1); competence and capability
(FIT 2.2); and the financial soundness of a person (FIT 2.3).

Applicants are required to submit a variety of information, including a strategic and operating plan,
a business plan, details of the applicant’s management and organizational structure, operating
procedures, systems and controls, and any outsourcing arrangements. This information is assessed
to determine whether the system of corporate governance is proportionate to the bank’s business,
whether the bank will be managed in a competent and prudent manner, and whether appropriate
systems and controls are in place. The assessment of knowledge of all types of financial activities
the bank intends to pursue is carried out as part of the approval process for individuals.
Cumulatively, senior management would be expected to have the experience and skills to cover all
of the bank’s proposed activities.

The business plan should set out the regulated and unregulated activities of the applicant along with
the related risks. The business plan should include a financial budget and projections to
demonstrate the applicant is able to comply with the relevant financial resource requirements. The
status of the shareholders and their ability to support the business is also considered as part of this
process. The FSA would obtain letters of comfort from major shareholders in some cases.
Knowingly or recklessly providing false or misleading information to the FSA is an offense under
FSMA section 398.

The FSA is the licensing and supervisory authority for banks (but see Principle 25, i.e., branches of
EEA banks).

FSMA section 354 requires the FSA to cooperate in the sharing of information with other
authorities in the U.K. and overseas who have functions similar to the FSA. The FSA secks the
view of the home country supervisors in assessing the application of an overseas bank wishing to
establish a branch or subsidiary.

Assessment

Compliant

Comments

The FSA has the authority to set criteria for the licensing of banks, and may reject applications if
they fail to meet threshold criteria or provide sufficient information. The FSA requires sufficient
information to make a determination on the ownership and management structure, and the
adequacy of the bank’s proposed capital, business plan, and system of controls. The FSA also has a
process in place to assess the fitness and propriety of management and officers filling the key
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“controlled function” roles within a firm.

Principle 4.

Ownership
Banking supervisors must have the authority to review and reject any proposals to transfer
significant ownership or controlling interests in existing banks to other parties.

Description

The FSMA Part XII addresses control over authorized persons. Section 178 requires a person
proposing to take control (or increase the degree of control) over an authorized person, including a
U.K. bank, to provide the FSA with prior notification. Detailed definitions of control are set out in
sections 179 and 180 of the FSMA, but 10 percent is the general threshold for control. The voting
power or holdings of the controller’s associates, as defined in FSMA section 422, are also
considered.

The FSA may require the person giving notification to provide additional information under FSMA
section 182. The FSA may object to a proposal unless it is satisfied that the acquirer is a fit and
proper person to have control over the authorized person, and the interests of the consumer would
not be threatened. The FSA may give unconditional approval under FSMA section 184, or may
approve subject to conditions under FSMA section 185.

Where shares are acquired in contravention of the FSA’s objection, or a condition imposed, the
FSA may direct that the shares be subject to restriction as defined in FSMA section 189. The FSA
may also apply to the court to order the sale of any shares acquired in contravention of the FSA’s
objection or condition imposed.

FSA rules and guidance related to controllers and close links (including required approvals or
notifications, thresholds, and timeframes) are contained in Chapter SUP section 11 of the FSA
Handbook. Section 11.4.10 requires banks to take reasonable steps to keep itself informed of the
identity of controllers, although identification of beneficial owners is not specifically addressed.
Banks must notify the FSA of its controllers and close links annually. The reports are discussed in
the SUP chapter of the FSA Handbook, sections 16.4 (controllers) and 16.5 (close links).

Assessment

Compliant

Comments

FSA has full power to review and reject any proposals to transfer significant ownership or
controlling interests in existing banks to other parties. Procedures for exercising this authority are
spelled out in the Handbook and are carried out in practice.

Principle 5.

Investment Criteria

Banking supervisors must have the authority to establish criteria for reviewing major acquisitions
or investments by a bank and ensuring that corporate affiliations or structures do not expose the
bank to undue risks or hinder effective supervision.

Description

The FSA’s Handbook Chapter SUP Section 15 includes a provision requiring a bank give the FSA
notice of any proposed restructuring, reorganization, or business expansion which could have a
significant impact on the firm’s risk profile or resources. Chapter SUP, Section 11 of the FSA
Handbook addresses notification and approval requirements related to close links and changes of
control in a firm. In addition, Principle 11 of the Principles for Businesses requires firms to disclose
to the FSA anything relating to the firm of which the FSA could reasonably expect to be notified.

The FSA’s IPRU (Bank), section LE, addresses large exposures, including investments. U.K. banks
are required to notify the FSA of any investment exceeding 10 percent of its capital, and pre-notify
the FSA of any investment exceeding 25 percent of capital. The FSA’s policy on large exposures
does not apply to U.K. branches of overseas banks; however, U.K. branches incorporated outside
the EEA have large exposure reporting requirements.

The FSA is required to assess a bank’s acquisitions/investments according to whether the bank
would continue to meet the Threshold Conditions, and whether the interests of consumers of
regulated activities provided by the bank would be threatened by the acquisition/investment. The
FSA has the power to prohibit a bank from undertaking a major acquisition or investment in cases
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where the bank would no longer meet the threshold conditions, or FSA rules.

The FSA Handbook distinguishes between situations where notifications are required prior to the
acquisition or investment, as opposed to after the fact notification. The prior notification threshold
is defined in relation to the bank’s capital.

Assessment

Compliant

Comments

The FSA has rules and guidance in place regarding the notification, and in some cases prior
approval, requirements of major acquisitions or investments. The approval and reporting
requirements allow FSA to exercise effective supervisory oversight over corporate structures to
insure that risks arising from affiliations are properly identified and controlled and that
unsupervisable structures do not arise.

Principle 6.

Capital Adequacy

Banking supervisors must set minimum capital adequacy requirements for banks that reflect the
risks that the bank undertakes, and must define the components of capital, bearing in mind its
ability to absorb losses. For internationally active banks, these requirements must not be less than
those established in the Basel Capital Accord.

Description

The FSMA 2000 and the FSA’s regulations require banks to maintain both an absolute minimum
amount of capital and an adequate level of capital. Threshold Condition 4 requires all banks to
maintain adequate resources, both financial and non-financial. The minimum amount of capital is
set at Euro 5 million (or sterling equivalent) and on an on-going basis a minimum capital ratio of 8
percent has to be maintained. The components of regulatory capital and the methodology for
calculating the capital ratio have been set out in detail in [PRU Banks. The U.K. capital
requirements for banks are based on the relevant EU directives, which are fully in line with the
Basel Capital Accord. All U.K. incorporated banks are required to maintain capital in accordance
with the Basel standards, not just those banks that are internationally active.

There is a general rule requiring banks to maintain capital resources which are commensurate with
the nature and scale of their business and risks inherent in that business (IPRU Ch. GN 3.3.13R). If
the bank is part of a group, the capital resources must also be commensurate with the risks inherent
in the activities of other members of the group in as far as these risks affect the bank. In addition to
the general capital adequacy rules, for each U.K. incorporated bank an individual required capital
ratio is set which in almost all cases is higher (and never lower) than the Basel minimum
requirement of 8 percent. Individual bank capital ratios are determined by the overall risk profile of
each institution. If the FSA determines that a bank’s business or control risks have increased, it may
raise the bank’s individual required capital ratio. The individual capital ratios are applied both on a
solo and on a consolidated basis. The individual ratios are reviewed periodically within a timeframe
that is consistent with a bank’s supervisory cycle.

Banks are required to report their solo capital ratio on a quarterly basis and their consolidated ratio
on a semi-annual basis. The components of capital and the risk-weighted assets also have to be
reported. Capital requirements have to be met continuously, not just on reporting dates. Banks must
therefore be able to calculate their capital ratio regularly.

Any breaches of individual required capital ratios must be immediately notified to the FSA. This
would lead to the agreement of a clear plan and timetable to achieve swift compliance with the
required ratio, either through a capital injection or a balance sheet restructuring. The FSA has a
wide range of enforcement powers available if any bank fails to comply with the Threshold
Conditions or the FSA’s Rules (including the capital adequacy requirements), such as variation or
cancellation of permitted activities and withdrawal of the license (see Principle 1.4).

Assessment

Compliant

Comments

The FSA’s minimum capital requirements for banks are fully in line with the 1988 Basel Capital
Accord and its subsequent amendments. The individual capital requirements anticipate the
supervisory review process that is expected to be incorporated in the new Capital Accord that is
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currently being prepared. The FSA is committed to fully implementing the new Capital Accord at
the earliest opportunity.

Principle 7.

Credit Policies

An essential part of any supervisory system is the independent evaluation of a bank’s policies,
practices, and procedures related to the granting of loans and making of investments and the
ongoing management of the loan and investment portfolios.

Description

According to the Threshold Condition on Suitability, regulated firms (including banks) are
expected to have identified fully, and considered, the various risks they will encounter in
conducting their business and installed appropriate control systems to manage them prudently at all
times. IPRU Banks Chapter AR (on accounting and other records and internal control systems)
states that this can only be done if a bank has adequate accounting and other records of its business
and adequate systems of control of its business and records. It is the responsibility of a bank’s
directors and management to take reasonable care to establish and maintain such systems and
controls as are appropriate to the nature, scale and complexity of its business. There is also a
general requirement for a bank’s directors and management to take responsibility for deciding what
management information is required and who are to be the recipients (IPRU Banks Chapter AR
Section 3.2.3). A bank is expected to have management information accurately covering its risk
exposures (ibid. Section 3.3.5).

No specific rules or guidance exist for banks’ loan and investment policies, practices and
procedures since these are considered to be the responsibility of management. However, the FSA
expects a bank to have set prudent credit granting and investment criteria, policies and procedures,
which reflect its range and type of assets. These criteria, policies and procedures must have been
approved and implemented by bank management and board of directors and should be periodically
reviewed. All relevant staff members are expected to receive adequate training in the bank’s
internal control policies and procedures. Each bank is expected to have appropriate credit
assessment procedures in place with which to identify, measure, monitor and control the credit risk.
A bank’s internal records should reflect details of the analysis undertaken. A bank’s records should
include details of counterparty exposure limits that have been approved by management and the
bank should be able to measure actual exposures against these limits (IPRU Banks Chapter AR
Section 3.2.2). Also, each bank is required to have a policy on large exposures (see Principle 9).
This policy should outline the approval process for major credits, the circumstances in which limits
may be exceeded and who is authorized to approve such excesses (e.g., a bank’s board or credit
committee).

The FSA will verify whether a bank has followed prudent credit granting criteria, policies and
procedures through desk-based analysis of prudential returns. One of the methods employed,
particularly for the purpose of assessing the adequacy of management information systems, is peer
group review. If the desk-based analysis indicates a need for further scrutiny, various supervisory
tools may be applied, if necessary in an escalating fashion, for example visits by the supervisory
team to the bank, followed by specialist credit evaluation visits, and ultimately so-called skilled
persons (i.e., outside auditors) investigations. Also, ad hoc meetings with senior management may
be held to assess their understanding and implementation of the criteria, policies and procedures.
The supervisory team will give consideration to the size, maturity, currency, marketability and
sources of repayment, the geographic dispersion of assets, whether credit decisions have been taken
on an arm’s-length basis and whether adequate checks are made of the total indebtedness of the
entities to which the bank extends credit. No routine reviews of credit files are conducted. The FSA
expects a bank to give the supervisory team full access to all information relevant to the credit and
investment portfolios. However, in the event it does not prove possible to gain access to the
requested information on a voluntary basis, the FSA will use its statutory powers. The FSA
frequently requests receipt of banks’ own management information to help it verify adherence to
the credit policies set.

Assessment

Compliant

Comments

Although no specific rules have been set, the FSA requires a bank to have credit-granting
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procedures that identify, monitor and control credit risk. The bank’s policies should reflect the
range and type of its assets. Periodic evaluation of a bank’s credit-granting criteria is undertaken by
means of a mix of desk-based analysis, on-site visits, ad hoc meetings with management and skilled
persons reports.

Principle 8.

Loan Evaluation and Loan-Loss Provisioning

Banking supervisors must be satisfied that banks establish and adhere to adequate policies,
practices, and procedures for evaluating the quality of assets and the adequacy of loan-loss
provisions and reserves.

Description

Banks are required to maintain such systems and controls as are appropriate to their business
(SYSC 3.1.1R). These should include monitoring asset quality and the adequacy and value of
collateral on a net realizable basis (SYSC 3.2.11 and IPRU Chapter PN). In addition, banks must
maintain adequate provisions for any depreciation in the value of their assets (IPRU Chapter GN
3.3.17R). Banks are required to set out their policy on making provisions in a written statement,
which should include details of their loan classification arrangement and should be reviewed
annually (IPRU Banks Chapters GN 3.4.5R and PN 3). The FSA does not prescribe a particular
format for the policy statement as it does not consider one format to be appropriate for the diverse
range of banks authorized in the U.K. However, the FSA expects the provisioning policy statement
to cover issues such as who is responsible for drawing up and monitoring the policy, what areas of
the bank’s business are covered, what types of management information is generated, how is
implementation of the policy checked, how are non-performing exposures identified, etcetera. A
copy of the provisioning policy statement has to be supplied to the FSA. Provisioning policies
should cover both on and off balance sheet positions.

Provisioning and loan classification policies are not rule or formula based but must be appropriate
to the bank’s business. Provisioning decisions are taken by management or the board based on a
true and fair view of the quality of the assets. However, banks normally follow the accounting
guidelines that have been issued by the British Bankers Association and any deviations have to be
explained. These guidelines require the making of provisions once assets are identified as impaired.
Loans are impaired when there is reason to believe that not all amounts (both principal and interest)
will be collected in accordance with the contractual terms of the loan. The external auditor has to
approve the provisioning decisions made by management in the context of his review of the
financial statements. However, banks’ provisioning policy statements should include criteria for
loans to be classified as non-performing. This would normally be when payments were a minimum
number of days in arrears (usually 90 days), but a bank could make specific provisions earlier if
this is considered appropriate. Provisioning decisions with regard to individual assets have to be
based on an impairment that has actually been identified, in other words, no general provisions are
to be included.

In assessing the adequacy of a bank’s provisions, the FSA looks at its provisioning policies, and the
methods and systems for calculating provisions in accordance with those policies. The FSA seeks
to ensure through risk mitigation programs and other work that procedures and resources for
monitoring and dealing with problem loans are adequate. The FSA does not as a standard practice
require periodic reporting of classified and non-performing loans. However, where the FSA has
concerns over a bank’s asset quality, it can seek regular reports on watch list loans. The level of
provisioning is normally reported either on a quarterly or a semi-annual basis, but the frequency
can be increased, and the required contents of reports expanded, if necessary. When there are
doubts about a bank’s credit controls or the adequacy of provisions, the FSA will have these
assessed by its own credit specialists or by an external skilled person. A plan of action would be
tailored to the outcome of such reviews. If the FSA continued to have doubts on a bank’s
provisioning practices, it may use its enforcement powers.

Assessment

Compliant

Comments

Banks are required to supply the FSA with policy statements outlining their approach to asset
classification and provisioning arrangements. External auditors routinely review the adequacy of
banks’ provisions as part of the audit process. The FSA does not have a formal requirement that
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loans be classified when payments are contractually a minimum number of days in arrears (as
called for in Additional Criteria 1, of the Core Principles Methodology) as the classification and
provisioning system is not rule but principle-based. In practice, loans tend to be classified after 90
days of arrears. This system works well and actual provisioning levels in U.K. banks appear to be
adequate. The FSA should consider introducing a requirement for periodic reporting on credit
quality based on each bank’s own asset classification policy and internal credit ratings. This would
strengthen off-site monitoring by allowing early identification of asset quality trends.

Principle 9. Large Exposure Limits
Banking supervisors must be satisfied that banks have management information systems that
enable management to identify concentrations within the portfolio, and supervisors must set
prudential limits to restrict bank exposures to single borrowers or groups of related borrowers.
Description Each bank must set out its policy on large exposures in a written statement (IPRU Chapter GN

Section 3.4.1R). The policy should outline the circumstances in which limits (e.g., types of
counterparty, individual counterparties and connected exposures) may be exceeded and who is
authorized to approve such excesses (e.g., a bank’s board or credit committee). The policy
statement must be approved by the bank’s board and must be agreed with and copied to the FSA.
The bank must review the policy statement and if necessary update it at least once a year. Any
significant departures from the stated policy, e.g., new types of lending or breaches of existing
limits, should not be incorporated without prior discussion with the FSA. A bank must have
adequate systems and controls to enable it to monitor and control its large exposures in conformity
with its large exposures policy statement and to calculate its large exposures accurately and
promptly (IPRU Chapter GN Section 3.3.19R). The supervisor will verify the existence of such
systems and controls. This will be done by periodic supervisory visits to the bank, ad hoc meetings
with senior management and the board, skilled person reports and any thematic work that the FSA
may seek to carry out in this area.

Maximum limits for exposures to individual and group borrowers are set by the EU Large
Exposures Directive (now included in the Consolidated Banking Directive), which has been fully
implemented in FSA guidance. The chapter on large exposures in IPRU provides a comprehensive
definition of 'exposures', which includes both on and off balance sheet items, and guidance
covering the 10 percent and 25 percent limits and the calculation of a bank’s large exposure capital
base. The limits, as well as the notification and reporting requirements, have to be met both on a
solo and on a consolidated basis, as appropriate. A 'closely related group' is defined to exist either
where two or more individual counterparties constitute a single risk because one of them has
directly or indirectly, control over the other(s), or where individual counterparties are connected in
such a way that the financial soundness of any of them may affect the financial soundness of the
other(s) or the same factors may affect the financial soundness of both or all of them. Where there
is doubt as to whether a number of individual persons constitute a group of closely related
counterparties banks should discuss the circumstances with the FSA to determine how the
exposure(s) should be reported (IPRU Chapter LE Section 5).

A U.K. bank must notify the FSA if it proposes to enter into a transaction which would result in it
having an exposure which exceeds 25 percent of its capital (IPRU Chapter GN Section 3.3.21R). In
conformity with the EU Capital Adequacy Directive, excesses of the 25 percent limit may be
allowed in certain limited cases, relating mostly to trading book positions. In such cases, an
incremental capital requirement may be applied. In addition, the FSA may allow a breach of the 25
percent limit at the solo level as long as the limit is met at the consolidated level. All breaches of
large exposure limits must be notified to the FSA immediately (IPRU Chapter LE Section 3).

The FSA receives details of the twenty largest bank and non-bank exposures and any exposures of
10 percent or more of a bank’s regulatory capital base via a large exposures report submitted
quarterly by U.K.-incorporated banks (SUP 16.7.8R). Branches of non-EEA incorporated banks
submit half-yearly reports of their twenty largest bank and non-bank exposures (SUP 16.7.12R).
These reports should be completed on an unconsolidated or solo-consolidated basis and on a
consolidated basis. Concentrations of risk should be covered in a bank’s large exposure policy
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statement and significant concentrations of risk, both sectoral and geographic, would be considered
during the FSA’s regular risk assessments. The FSA also frequently requests receipt of banks’ own
management information to help verify adherence to the large exposure policy statement and limits.

Assessment

Compliant

Comments

Clear and precise regulations exist with respect to large exposures, reflecting the relevant EU
Directive. The FSA’s requirement for banks to submit a written policy statement on large exposures
is an appropriate means of stimulating prudent behavior in banks with respect to risk
concentrations. Large exposure policies are monitored and enforced by the FSA using its normal
supervisory tools.

Principle 10.

Connected Lending

In order to prevent abuses arising from connected lending, banking supervisors must have in
place requirements that banks lend to related companies and individuals on an arm’s-length basis,
that such extensions of credit are effectively monitored, and that other appropriate steps are taken
to control or mitigate the risks.

Description

Banks’ policies on connected lending should be included in their large exposures policy statements
(IPRU Banks Chapter LE Section 8.1). Connected exposures are defined to include intra-group
lending, lending to directors, senior managers, controllers (i.e., major shareholders) and their
associates (including close family members), and lending to non-group companies with which the
bank’s directors or controllers are associated (ibid. Section 5.3). The FSA retains discretion to
determine whether a particular counterparty should be deemed to be connected to a bank where
doubt exists. The FSA normally expects connected exposures to remain an insignificant proportion
of a bank’s assets. Clear and objective credit assessment processes have to be used when banks
consider proposals for connected lending. Exposures to connected parties may be entered into only
for the clear commercial advantage of the bank and should be negotiated and agreed on an arm’s
length basis. Factors a bank has to take into account when determining whether a loan is being
made on an arm’s length basis include the extent to which shareholders can influence the bank’s
operations (e.g., through voting rights), the management role of shareholders (e.g., whether they are
also directors of the bank) and whether the loan would be subject to the bank’s usual monitoring
and recovery procedures if repayment difficulties emerged (ibid. Section 5.3.7).

Aggregated connected lending should be a maximum of 25 percent of a bank’s capital base. The
FSA is prepared to consider requests from banks for higher limit levels than this in certain, very
limited, circumstances. An example of this might be where the bank performs a group treasury
function and it is reasonable to allow a limit higher than 25 percent of capital for exposures of
under one year maturity. The requirements for connected lending concessions are set out in [PRU
Banks (Chapter LE 9.2.2-9.2.5). With the exception of such agreed concessions within limited
parameters, aggregate regulatory limits on banks’ connected exposures are as strict as those for
single borrowers and groups of related borrowers. The FSA may deduct exposures to companies or
persons connected to a bank from the bank’s capital base if they are of the nature of a capital
investment or are made on concessionary terms (IPRU Chapter LE 5.3).

Aggregated connected lending is reported to the FSA on a quarterly basis via a large exposures
report. One of the checks supervisors make when examining these data is to ensure that they remain
within the agreed limits. Since the FSA requires banks to report connected exposures, it requires
banks to have systems in place to identify all connected exposures. The mission team was informed
that the FSA also requires banks to provide a detailed breakdown of their exposures to connected
counterparties. As with credit policies generally, verification of compliance with the requirements
relating to connected lending may be undertaken during the course of supervisory or specialist
credit visits or by commissioning skilled persons reports.

Assessment

Compliant

Comments

The FSA’s supervisory approach towards connected lending by banks offers sufficient safeguards
that such lending will be undertaken only on an arm’s length basis. The requirements for approval
of proposed exposures to companies or persons connected with the bank by the bank’s board of
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directors and for banks to have procedures in place to prevent persons benefiting from the loan
taking part in the loan assessment process or in the loan decision(Essential Criteria 3 and 4 of the
BCP Methodology) are covered by the general requirement for banks to take special care to ensure
that a proper, objective credit assessment is undertaken for connected lending and by the more
specific guidance on credit risk management and corporate governance given in the FSA’s
Handbook. Also, the FSA requires the risk management function of a bank to be independent and
therefore parties benefiting from a lending decision should not be part of the risk assessment
process.

Principle 11.

Country Risk

Banking supervisors must be satisfied that banks have adequate policies and procedures for
identifying, monitoring, and controlling country risk and transfer risk in their international
lending and investment activities, and for maintaining appropriate reserves against such risks.

Description

A bank’s approach to sovereign lending and to country exposure limits should be included in its
large exposure policy statement (IPRU Banks Chapter LE Section 8.1). Although there is no
specific requirement in this regard, the FSA expects the policy statement to include details of limits
on a country-by-country basis. Exposures to overseas countries which exceed 25 percent of a
bank’s capital base are not covered by the pre-notification requirements for large exposures.
However, where a proposed transaction will result in an exposure which represents a significant
departure from a bank’s large exposure policy statement, the FSA does expect the proposed
transaction to be notified in advance and discussed with it. If the FSA is dissatisfied with a bank’s
country risk policy, it may instruct the bank to reduce its exposures or to increase its capital.

The FSA’s guidance for banks’ provisioning policy statements does not contain references to
provisioning for country exposures. Provisioning for country risks is covered by the general
requirement for banks to maintain adequate provisions. While the FSA does not set specific
provisioning requirements it does expect banks to make appropriate levels of provisions after
discussions with their external auditors. If the FSA thought that a bank had inadequate provisions it
would seek to hold discussions with the bank and its external auditors in order to ensure that
provisioning levels are reasonable. A bank’s adherence to its country risk and provisioning policies
will be checked by the FSA by desk-based reviews, during on-site inspection visits or, where
appropriate, by means of a skilled persons report.

The FSA will obtain information on country, sectoral and regional exposures from banks’ internal
monitoring systems and will discuss them with banks’ management in the context of their large
exposures policies (IPRU Banks Chapter LE Section 9.2.7.21). By doing so, the FSA is able to
assess whether banks have information systems, risk management systems and internal controls that
enable them to comply with their country risk policy as set out in their large exposure policy
statements. The FSA also has access to country exposure statistical data collected from banks by
the Bank of England, including individual banks’ returns. These returns identify cross border
claims by country and sector. Bank of England data relating to country risk and transfer risk are
collected quarterly and must be submitted to the Bank of England within two months of the
reporting date.

Assessment

Compliant

Comments

While the FSA does not provide specific guidance with regard to country risk exposures and
provisioning, it does require and verify that banks devote adequate attention to these issues. The
FSA has abandoned the previous policy of setting individual country risk exposure limits because it
was not possible to define such exposures generically. Also, the FSA prefers to focus on control
risks instead of regulating banks’ business risk policies. The approach now taken by the FSA on
country risk is in line with international risk management practices.

Principle 12.

Market Risks

Banking supervisors must be satisfied that banks have in place systems that accurately measure,
monitor, and adequately control market risks; supervisors should have powers to impose specific
limits and/or a specific capital charge on market risk exposure, if warranted.
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Description

Banks are required (IPRU Chapter GN rule 3.4.7) to have a written Trading book policy statement
that covers the way in which a bank identifies, values and measures market risks in the trading
book, including interest rate risk. Each bank is expected to be able to identify, measure, monitor
and control its exposures to foreign exchange and other market risks across all products (IPRU
Banks Chapter AR Section 3.2). Each bank is also expected to be able to collect information that
can be summarized in such a way as to enable actual exposures to be readily, accurately and
regularly measured against the exposure limits authorized by management. Where relevant, these
limits should relate to the level of trading positions (both intra-day and overnight) in securities,
foreign exchange, futures, options, forward rate agreements and swaps. Periodic reviews are
conducted to verify the adequacy of a bank’s internal control systems.

The FSA has imposed specific capital charges for market risks (IPRU Chapter CO Section 3). In
accordance with the 1996 amendment to the Basel Capital Accord and the EU Capital Adequacy
Directive, U.K. incorporated banks are set capital charges for foreign exchange and commodities
position risk in the banking and trading books combined. Separate capital requirements are set for
equity and interest rate position risk, as well as counterparty, underwriting and settlement risk, in
the trading book. To ensure that the calculation of capital charges for market risks is valid firms
need good management systems to collate accurate data. The supervisor will determine compliance
with these requirements through desk based analysis of returns, information gained from on-site
visits or on-going discussions with senior management. Also, in addition to standard regulatory
reporting, banks are often requested to provide ad hoc reporting of their own management
information (including analyses conducted). Because of its tailor-made nature this information
usually offers greater insight into the market risk being run by the bank.

On-site visits to banks by supervisory staff and/or a specialist team are used to ascertain the extent
of senior management’s understanding of the market risk as reflected in the risk management
information. For banks with significant market risk exposure, the FSA will meet a range of staff,
including senior management, staff from the front office, financial control, risk management,
operations, systems development, information technology and audit areas, to assess the quality of
market risk management and controls.

The adequacy of a bank’s system of controls is tested by periodic reviews conducted either by FSA
in-house specialists or skilled persons. The FSA has established a Traded Risk Review Team within
the Risk Review Department. This team focuses on banks’ trading and markets activities and its
management. It has specialists with the necessary expertise to undertake, among other activities,
on-site visits to review treasury systems and controls. On-site visits by the Traded Risk Team
typically last between one and three days. The purposes of on-site visits include the evaluation of
whether a bank’s internal market risk measurement and pricing models can be recognized for the
purposes of calculating market risk capital requirements. Once a model is recognized, the team will
conduct quarterly update visits during which the control environment in which the model is
operated is discussed along with model outcomes, backtesting and other relevant data. The
provision of this data is shortly to be automated to enhance the FSA’s ability to track trends and
make comparisons.

A bank that uses an internal model to calculate supervisory capital should have in place a rigorous
and comprehensive program of stress testing. As set out in [PRU (Chapter TV Section 9), the FSA
attaches great importance to the stress testing of the various risks facing a bank in its overall
activity. As part of the model recognition process, the FSA will examine a bank’s stress testing
program, including the procedures in place to assess and respond to its results. The FSA will not
normally prescribe scenarios for a bank to use in stress testing, although it may do so in the event of]
particular market circumstances.

Assessment

Compliant

Comments

The FSA uses specific capital requirements for separate categories of market risks. Compliance
with these requirements is determined through desk-based analysis and on-site visits. The adequacy
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of the bank’s system of controls surrounding market operations is tested by periodic reviews
conducted either by FSA in-house specialists or skilled persons. In view of the number of banks,
the Traded Risk Review Team appears to be thinly staffed. This applies even though only the
relatively limited number of 10 to 12 banks (most of them foreign-owned) engage in the trading of
highly complex financial products, while a similar number of banks is allowed to use value-at-risk
models for calculating supervisory capital adequacy requirements.

Principle 13.

Other Risks

Banking supervisors must be satisfied that banks have in place a comprehensive risk management
process (including appropriate board and senior management oversight) to identify, measure,
monitor, and control all other material risks and, where appropriate, to hold capital against these
risks.

Description

Banks are required to maintain systems and controls that are appropriate to their business (IPRU
SYSC 3.1.1R). According to the Threshold Condition on Suitability, regulated firms (including
banks) are expected to have identified fully, and considered, the various risks they will encounter in
conducting their business and installed appropriate control systems to manage them prudently at all
times. It is considered to be the responsibility of a bank’s directors and management to take
reasonable care to establish and maintain such systems and controls as are appropriate to the nature,
scale and complexity of its business. The FSA has provided banks with guidance on adequate
controls and records (IPRU Banks Chapter AR Section 3). Among other things, the guidance states
that banks should design and operate a system of internal controls that provides reasonable
assurance that all the bank’s revenues accrue to its benefit, all expenditure is properly authorized
and disbursed, all assets are adequately safeguarded, all liabilities are recorded, and statutory and
supervisory requirements are met. Management information should be prepared to show the bank’s
state of affairs and its exposure to each type of risk, compared to the relevant limits set by
management.

The FSA expects banks’ high level controls to include the setting of strategy and plans and the
establishment and review of the organizational structure and the system for delegation (including
segregation of duties). In addition, management should approve the bank’s risk policies, review its
high level management information and maintain the framework for monitoring and detailed
periodic review of risk management and control systems. The implementation of action points
following such a review should be monitored by management. Internal control systems should
provide reasonable assurance that management is able to monitor on a timely basis the adequacy of
a bank’s capital, liquidity, profitability and the quality of its assets. They should enable
management to monitor and control the bank’s risk and to make appropriate provisions for bad and
doubtful debts. The FSA expects banks to have an internal audit function (but in some cases it may
be outsourced) and an audit committee.

Banks are required to provide the FSA with a statement of liquidity policy (IPRU Chapter LM
Section 3) that should set out their approach to liquidity management, including a description of
arrangements for management on a day-to-day basis, and should explain how much liquidity risk
will be assumed. The liquidity standards that banks should maintain must be appropriate to the
nature and scale of their business. A bank should have in place systems which enable it to monitor
its liquidity profile on a frequent and timely basis. A bank with significant currency business should
include in its policy statement the policy for monitoring and controlling its liquidity positions in
individual currencies. The policy statement should also consider the management of liquidity in
both normal and abnormal circumstances.

The FSA monitors banks’ liquidity using either a mismatch approach or a stock approach. For the
majority of banks, the FSA has set mismatch guidelines that take into consideration the volatility,
diversity and source of deposits, any concentrations of deposits, the degree of reliance on
marketable assets and the degree of diversification, the availability and reliability of undrawn
standby lines, and the impact of other factors such as off balance sheet obligations (IPRU Chapter
LM Section 8.1). For the minority of banks that have a large retail deposit base in the form of
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current accounts, the FSA has set a sterling stock liquidity regime that requires a bank to hold a
stock of liquid sterling assets that can easily be sold to replace funding that has been withdrawn. A
more limited range of assets is treated as liquid under the stock approach than under the mismatch
approach to reflect the fact that significant sales of certain assets by a large bank might unsettle the
market. For U.K. branches of foreign banks, the mismatch approach is normally applied, with the
additional requirement that the available liquidity actually has to be present in the U.K. However, if
the FSA is satisfied that a branch is fully integrated with its head office for liquidity management
purpose and that it can rely on the home country supervisory regime, it may permit the branch to
have its liquidity managed on a global basis by its head office.

Banks on the stock liquidity regime have to report their liquidity position to the FSA on a monthly
basis, while banks on the mismatch regime have to report on a quarterly basis. In case a bank is
experiencing liquidity problems, it may be required to report more frequently, if necessary on a
daily basis. The stock liquidity report has to be prepared on a consolidated basis. While the FSA
does not normally collect liquidity data in individual currencies it may require a bank to report on
this basis if it has significant operations in illiquid currency markets. Supplementary to regulatory
reporting, the FSA monitors liquidity risk through on-site visits, during which discussions may be
held with a bank’s ALM committee. Such visits also provide the opportunity to determine
management’s ability to understand and address technical issues such as those relating to multiple
currency liquidity management.

No specific guidance is given with respect to banks’ interest rate risk outside the trading book. The
mission was informed that the FSA does not see a need for such guidance since many banks have a
large proportion of floating rate assets in their banking book, reducing the potential for interest rate
risk. However, the FSA has made it known to banks that it will use the Basel Committee’s
Principles for the Management of Interest Rate Risk to asses the adequacy of a bank’s interest rate
risk management. The FSA conducts stress tests on interest rate positions in the banking book,
particularly for the larger banks. In addition, interest rate risk in the banking book is among the
issues that are explicitly considered by the FSA when setting a bank’s individual capital ratio
requirement (as are operational risks). In practice, individual supervisors’ analysis of interest rate
risk in the banking book, which is typically based on discussions with the bank and management
information, rarely results in a material increase in a bank’s individual capital ratio.

With regard to operational risk, each bank is expected to have a control environment that minimizes
loss from fraud, safeguards the assets, controls the liabilities and provides reasonable reassurance
that the business is conducted in adherence to established policies (IPRU Chapter AR Section 3.3).
Some specific guidance is given on controls in an IT environment (ibid. Section 3.3.6), while
relatively detailed guidance is given on outsourcing (IPRU Chapter OS). Furthermore, each bank is
expected to have appropriate arrangements to ensure business continuity in the event of an
unforeseen interruption (SYSC 3.2.19). Through on-site visits, the FSA may check the
effectiveness of allocated responsibilities, lines of reporting, the delegation of authority and other
operational risk controls. As noted above, operational risk is one of the factors considered by the
FSA when setting banks’ individual capital ratio requirement. The FSA does not currently require a
specific operational risk policy statement (in contrast to large exposures, liquidity, provisioning
and, where applicable, the trading book).

The FSA encourages best practice in corporate governance. This includes banks making
comprehensive disclosure in their annual published accounts. The FSA has also successfully
exercised pressure on individual banks to inform their customers of significant issues by means of a
letter.

Assessment

Compliant

Comments

Each bank is required to maintain systems and controls that are appropriate to the risks in
conducting its business. The FSA has issued guidance relating to liquidity risk, interest rate risk and
key aspects of operational risk, and it applies specific capital requirements to foreign exchange risk.
The FSA verifies the extent to which a bank’s risk management system addresses the key banking
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risks during on-site visits.

The FSA’s approach to monitoring liquidity under the mismatch or stock regimes appears
somewhat dated in that it is not aligned to banks’ own approaches to measuring and managing
liquidity, at least for the more sophisticated banks. The FSA has recently begun considering the
development of a new approach which would give banks a choice between a standardized
measurement technique and the use of liquidity modeling techniques for liabilities with a
behavioral maturity and contingent claims. Such an approach would be designed to create
incentives for banks to further develop their own liquidity measuring and management techniques.
Although the actual implementation of this new approach still appears to be some years off, the
mission believes it could constitute a significant step forward.

Principle 14. Internal Control and Audit
Banking supervisors must determine that banks have in place internal controls that are adequate
for the nature and scale of their business. These should include clear arrangements for delegating
authority and responsibility; separation of the functions that involve committing the bank, paying
away its funds, and accounting for its assets and liabilities; reconciliation of these processes;
safeguarding its assets; and appropriate independent internal or external audit and compliance
functions to test adherence to these controls, as well as applicable laws and regulations.

Description The Companies Act 1985 prescribes the duties of directors who manage a company and are
responsible for protecting the interests of members (shareholders) and employees. The Act applies
to all companies, including banks. Any bank listed on the London Stock Exchange is subject to a
Listing Rule and Combined Code which reflect the recommendations of the Committee on
Corporate Governance (‘the Hampel Committee’). There is a requirement to produce a statement of
directors’ responsibilities. The Combined Code is not prescriptive about the contents of the
statement but there is an expectation that it will cover the responsibility of the directors for keeping
proper accounting records, for safeguarding the assets of the company and for taking reasonable
steps for the prevention and detection of fraud and other irregularities. In addition, the Combined
Code (provision D.2.1) states that 'the directors should, at least annually, conduct a review of the
effectiveness of the group’s system of internal control and should report to the shareholders that
they have done so. The review should cover all controls including financial, operational and
compliance controls and risk management.'

Specific internal control requirements for banks, together with adequate record keeping
requirements, are outlined in SYSC and IPRU Banks (Chapter AR). SYSC requires a bank to
allocate appropriately to one or more individuals the functions of dealing with the apportionment of
significant responsibilities and of overseeing the establishment and maintenance of systems and
controls. Banks must take reasonable care to establish and maintain such systems of controls as are
appropriate to the nature and scale of their business (SYSC, 3.1.1R). Banks are also required to
have documented high level controls defining responsibilities of management and identifying lines
of reporting and outlining the implementation of the requirements with respect to segregation of
duties, accounting records and measures to safeguard assets (SYSC 3.2 and IPRU Chapter AR
Section 3.3.5). The FSA also requires that banks have procedures to ensure that personnel have
capabilities commensurate with their responsibilities and that they have implemented effective
segregation of duties (IPRU Chapter AR Section 3.3.5).

Furthermore, it is a requirement of IPRU (Chapter AR Sections 3.3.9 and 3.3.10) that banks have
an internal audit function. However, the primary responsibility for preventing internal fraud lies
with senior management. The internal audit function should have clear responsibilities and its
objectivity and independence should be supported by appropriate reporting lines. In most cases this
would be dual reporting lines from the head of internal audit to the chief executive officer, or
equivalent, and access to the audit committee (IPRU Chapter AR Sections 3.3.9 and SYSC
3.2.16G). The internal audit function should have unrestricted access to all of a bank's activities,
records, property and personnel. A bank may outsource its internal audit function but normally not
to its external auditors or skilled persons, unless certain conditions aimed at safeguarding the
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independence of internal audit are met. Any proposals to outsource the internal audit function
should be notified to the FSA (IPRU Chapter OS Section 4.7).

External auditors test a bank’s accounting procedures during their audit of the financial statements.
They report significant deficiencies they have found in a letter to the bank’s management. External
auditors are allowed to notify the FSA of any information they have found and which appears to be
relevant to the FSA’s supervisory objectives (FSMA section 342). However, if the auditors
consider any deficiency they have found to be material, they normally expect the bank’s
management to forward the management letter to the FSA. Failure to do so would be interpreted as
a lack of integrity on the part of the bank’s management. This would be reported to the FSA by the
external auditors themselves.

To carry out the role of directors and senior management, individuals have to be vetted and
approved by the FSA. To gain approval they have to be considered fit and proper (FSMA Schedule
6, paragraph 5) which consists of being honest, competent to carry out their function and financially
sound. The applicant has the burden of satisfying the FSA that he is a fit and proper person having
regard to all circumstances. The FSA takes into account the distribution of expertise within the
board when considering individual applicants. Once approved these individuals must maintain their
fitness and propriety. If any of the senior management is deemed to be no longer fit and proper, the
FSA has the power to initiate proceedings for the individual to be removed.

The FSA follows both the Cadbury and Hampel guidance on Audit Committees and the inclusion
of non-executive directors (IPRU Chapter AR Section 3.3.10). In accordance with the FSA’s
internal Guidance for firm specific risk assessment and risk mitigation (Appendix 3, Corporate
Governance, version 5, November 2001), there should be an appropriate proportion of non-
executive directors to executive board members. The FSA checks through meetings during on-site
visits and reviews of relevant documentation (e.g., board minutes and audit committee minutes)
that a bank’s non-executive directors (a) have the necessary skills and background, (b) participate
fully in committee meetings and (c) exercise independent judgment. Non-executive directors have
to be vetted and approved by the FSA.

The FSA has wide powers to require banks to provide information (FSMA Section 165) and the
power to require the provision of a report on the firm by a skilled person (FSMA Section 166). If
deemed necessary, the FSA can request copies of internal audit reports and minutes of audit
committee meetings. The quality of the internal audit function may be assessed during on-site
visits. The FSA also meets, at least annually, with the chairman of a bank's audit committee. The
effectiveness of front, middle and back office functions may be reviewed either through regular on-
site supervisory visits, specialist visits or via the use of skilled persons.

Assessment

Compliant

Comments

The duties of directors are prescribed by company law and banks are expected to adhere to the
accepted standards of corporate governance. The FSA requires banks to take reasonable care to put
in place controls that are appropriate to the nature and scale of their business. This includes high
level management controls (covering management responsibilities, reporting lines, segregation of
duties and measures to safeguard assets). The FSA expects banks to have an appropriately
resourced internal audit function which reports to an audit committee chaired by an independent
director.

Principle 15.

Money Laundering

Banking supervisors must determine that banks have adequate policies, practices, and procedures
in place, including strict “know-your-customer” rules, that promote high ethical and professional
standards in the financial sector and prevent the bank being used, intentionally or unintentionally,
by criminal elements.

Description

Essential criteria

As a statutory objective FSMA requires the FSA to reduce the potential for regulated businesses,
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including banks, to be used for a purpose connected with financial crime. Under FSMA financial
crime is defined as money laundering, fraud or dishonesty, and criminal market misconduct.

FSMA provides the FSA with a range of powers to make rules on firm’s systems and controls
relating to money laundering, to supervise firms’ compliance with those requirements and to
prosecute firms for systems and controls failures in this area.

FSA’s Money Laundering Rules and regulatory requirements are set out in the Money Laundering
Sourcebook in the Handbook. The requirements for effective systems and controls to protect
against money laundering are elaborated in ML 7.2. ML 3 details customer identification
requirements. ML 4 specifies the requirements with respect of suspicious transactions reporting.
ML 7.3 specifies record keeping requirements on customer identification and individual
transactions and the record keeping period. Awareness and training are required under ML 6 and
the appointment of a senior officer as Money Laundering Reporting Officer (MLRO), including the
requirement that the MLRO be an approved person by FSA, is provided for in ML 7.

Both the FSA’s Rules and the Money Laundering Regulations 1993 (“the “Regulations™) require
banks to verify the identity of customers as soon as is reasonably practicable after contact is first
made, in order to carry out any regulated financial activities for them. The obligation to verify
identity extends to business undertaken on behalf of another person. To assist a bank in meeting
these statutory and regulatory obligations, industry guidance has been prepared in the form of the
Joint Money Laundering Steering Group’s (JMLSG) Guidance Notes. The guidance notes provide
extensive information on how and when to identify customers. The guidance notes are not
mandatory but the FSA will take them into consideration in evaluating whether a bank has proper
customer identification procedures.

Neither the FSA’s Rules nor the Regulations explicitly require banks to have formal procedures in
place to recognize suspicious transactions. However, the practices recommended in the JMLSG
Guidance Notes cover many of the elements that might be incorporated in formal procedures. The
Guidance Notes set out that appropriate ‘know your customer’ procedures, combined with adequate
staff training, are the key to recognizing transactions or patterns of activity that are inconsistent
with a customer’s known legitimate business, or with the normal business for that type of account.
Accordingly, many banks routinely monitor cash deposits/withdrawals, and wire transfers over a
certain monetary threshold (typically a few thousand pounds) and some major banks have
developed or purchased sophisticated anti-fraud and money laundering monitoring systems.

FSA Rules and Regulations require all bank staff to report (to the MLRO) any information that
gives rise to knowledge or suspicion of money laundering. Further, the bank is required to take
reasonable steps to insure that staff who handle or have responsibility for transactions that may
involve money laundering report promptly. Reporting the suspicion or knowledge to the MLRO
discharges the individual’s statutory and regulatory responsibilities. The MLRO, as an Approved
Person, has the designated responsibility to receive internal reports of suspicious activities, to report
suspicious activities to NCIS, to insure adequate awareness and training, to monitor day-to-day
compliance with anti-money laundering policies and to prepare an annual report to management.
The purpose of the annual report is to highlight any compliance problems, which it is the
responsibility of the bank’s senior management to remedy. FSA supervisors can request a copy of
the report to assist in assessing the bank’s level of compliance with its statutory and regulatory
obligations.

A bank is not specifically required to report to FSA suspicions of money laundering; the obligation
is to report to NCIS. But banks do have a regulatory obligation to notify the FSA of significant
incidences of fraud. In determining whether a fraud incident is significant, the firm must consider
(i) size of loss in relation either to the bank itself or to customers; (ii) risk of reputational loss; and
(ii1) whether the incident reflects weaknesses in the bank’s internal controls.

The FSA operates a risk-based approach to verifying that banks have the necessary controls to
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comply with anti-money laundering rules and regulations. The approach is designed to allocate
resources in the most efficient manner to ensure that supervisory attention is directed at those areas
that pose the greatest threat to the FSA’s regulatory objectives, with deterrence of financial crime
being one of those objectives. To assess the vulnerability of a bank to money laundering, FSA
identifies key risk criteria drawn from money laundering typologies. These criteria are scored
against the business profile of individual banks. Taking into account the robustness of a bank’s
control regime, FSA makes an evaluation of the extent to which the business of the bank exposes it
to money laundering risk and the probability that risk will materialize. A further judgment is made
about the impact if such risks do materialize and the threat this would pose to FSA’s ability to meet
its statutory objectives. For banks, size is a major factor in scaling the risks to FSA’s objectives.
Based on this analysis FSA arrives at a judgment about the supervisory tools and resources to be
devoted to the supervision of money laundering and the intensity and focus of oversight on
individual firms. In a July 2001 report, “The Money Laundering Theme,” FSA announced that it
had identified six “clusters” of activities which were particularly vulnerable to money laundering
and on which regulatory attention would focus. Two of these clusters concerned banks. Theme
supervision provides FSA with a tool for horizontal review of practices across banks without regard
to the risk profile of the bank in other business areas. Thematic work includes on-site testing of
anti-money laundering procedures. Theme reviews, however, are also targeted based on risk
assessments.

To assist line supervisors assess the level of a bank’s compliance with the FSA’s Rules and
Regulations the FSA has:

e a Money Laundering Review Team (supervisors with expertise in the area of money
laundering);

e the power to appoint “skilled persons” to investigate money laundering compliance issues;

e an Intelligence and Records Department, which liaises with national and international law
enforcement agencies; and

e the Financial Crime Policy Unit, which provides guidance on the Rules

Line supervision includes periodic meetings with senior management responsible for fraud
prevention to discuss current issues that may be of concern. MLRO reports may be copied to the
FSA and followed-up as necessary. They will also be used in horizontal reviews.

FSA has a broad range of tools to compel banks to comply with its rules. These include powers to
impose financial penalties, public censure, and to vary and even cancel permissions. FSA is also a
criminal prosecuting authority under the Regulations.

FSA cannot disclose confidential information (as defined under relevant legislation) unless a
gateway exists. The FSA may disclose information to its international equivalents, i.e., bodies with
equivalent functions, to assist them in carrying out those functions. In the case of information
covered by the EU single market directives, disclosure can only be made under a co-operation
agreement and where equivalent confidentiality restrictions apply under the laws applying to the
other regulator.

Banks are required to comply with the FSA’s Principles for Businesses, which are a general
statement of fundamental obligations under the regulatory system. Breaching a Principle makes a
bank liable to disciplinary sanctions. Principle 1 states that ‘a firm must conduct its business with
integrity and Principle 2 states that it “must conduct its business with due skill, care and diligence.”
There is no specific FSA requirement that these Principles be communicated to all members of a
bank’s staff.

Additional Criteria

U.K. laws and regulations embody international sound practices and are largely compliant with the




231 -

FATF recommendations.

FSA Rules require relevant staff to receive training at least every 24 months. Validation follows
supervisory practices outlined above.

FSA Regulations require an FSA supervisor to report knowledge or suspicion of money laundering
in the same way as a member of staff employed by a bank.

Criminal law gateways allow for the sharing of information for the purpose of criminal proceedings
and criminal investigation in the U.K. or elsewhere.

The FSA has in-house specialist expertise in financial crime matters, as outlined above.

Assessment

Largely compliant

Comments

FSA has strong powers and a comprehensive program for supervising the U.K. anti-money
laundering practices and procedures of banks. The regime has been reinforced and energized within
the last two years, notably by the implementation of FSMA with the additional responsibility and
powers it provides to FSA in the area of financial crime. The regime will be further reinforced with
passage of the Proceeds of Crime Act which is expected to be approved by Parliament in 2002.
Increased FSA authority has been paralleled by intensified supervisory effort in the area of money
laundering. The intensification of FSA supervision was confirmed in numerous contacts across the
banking industry.

Essential Criteria 3 requires that “ banks have formal procedures to recognize potentially
suspicious transactions.” Although FSA does not make such procedures a formal requirement of its
AML/CFT rules and regulations, other elements of the supervisory regime effectively require banks
to have structured procedures and practices that address the requirement to recognize potentially
suspicious transactions. The JMLSG Guidance Notes cover many of the elements that might be
incorporated in formal procedures, including “know your customer” guidance. For example,
JMLSG Note 5.9 outlines tests to apply for determining whether suspicion of money laundering
arises. These include: is the size of the transaction consistent with the normal activity of the
customer? is the transaction rational in the context of the customer’s business or personal activities?
etc. Guidance Notes 5.62-5.64 identify issues to be considered with respect to wire transfers. AML
training requirements established in the Handbook require bank staff to be familiar with the
Guidance Notes. Although the Guidance Notes are advisory, not mandatory, FSA takes them into
account in determining compliance with its rules and regulations. In addition, the FSA Handbook
requires all staff to report (to the MLRO) any information that gives rise to knowledge or suspicion
of money laundering. Under the Regulations and under the Handbook FSA has authority to impose
sanctions if firms fail to report suspicious transactions.

While the substance of Essential Criteria 3 is satisfied, the FSAP team believes bank’s internal
governance would be strengthened by a requirement for a formal policy on recognition of
potentially suspicious transactions.

Essential Criteria 11 calls for the supervisor to determine that banks have a policy statement on
ethics and professional behavior that is clearly communicated to all staff. Although FSA does not
explicitly require banks to have such a policy statement, the substance of Criteria 11 is achieved in
other ways. Requirements for ethical and professional behavior animate FSA’s approach to
financial supervision. For example, such behavior is required under FSA’s Principles for Business.
Principle 1, Integrity, states that a firm must conduct its business with integrity. Principle 6,
Customer’s interest, states that a firm must pay due regard to the interests of its customers and treat
them fairly. The FSA’s Statements of Principle for Approved Persons require bank’s Approved
Persons to act with integrity and due skill, care and diligence in carrying out controlled functions.
Furthermore, under Regulation 5(1)(a) of the 1993 Money Laundering Regulations FSA may find a
firm to be in breach of the Regulations if a business relationship is formed, or a one-off transaction
takes place, without the required ethical and professional procedures being applied to that particular
relationship.
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The FSA risk based approach to supervision allows for considerable selectivity in the firms and
risks that attract close supervision, with high risk/high impact firms being the primary focus of
attention. The FSAP team considered the possibility that the selectivity of this approach posed a
hazard that anti-money laundering compliance in smaller, low impact firms might not be
sufficiently disciplined by the supervisory process. The FSAP team satisfied itself that, at least with
respect to banks, this is not the case. In the last year one-third of the small number of banks
classified as low impact have been subject to theme visits for compliance with anti-money
laundering requirements and all are expected to be visited over a three-year cycle. Also, in practice,
money laundering theme reviews of banks cover the full scope of money laundering risks and are
not limited to the two risk clusters identified in “The Money Laundering Theme” report.

Principle 16.

On-Site and Off-Site Supervision
An effective banking supervisory system should consist of some form of both on-site and off-site
supervision.

Description

The FSA utilizes a combination of on-site examinations and desk-based analysis to acquire a
thorough understanding of banks’ safety and soundness. The regular supervisory staff is supported
by risk review teams with specialized expertise in areas such as corporate governance, risk
management, internal audit, T, anti-money laundering controls and quantitative modeling
techniques. To assist in the supervision of financial firms the FSA has the power to appoint so-
called skilled persons (section 166 of the FSMA). In the case of banks, these are usually auditors
from the big five accountancy firms. The number of skilled persons reports commissioned has been
greatly reduced as they are no longer used to perform routine validation of supervisory returns. The
skilled persons’ reports are discussed generically with the accountancy firms to ensure consistency
of standards and the FSA forms its own judgment on the materiality of the issues raised in the
reports. Through these mechanisms the FSA is able to examine any aspect of a bank’s operations,
including compliance with legal requirements and prudential regulations. In addition, the FSA
carries out sector-wide statistical analysis of prudential returns, financial statements, share price
movements, credit ratings and other quantitative information to monitor industry trends and to
identify outliers.

The FSA has developed a risk-focused assessment model, covering all regulated entities in the
financial industry. The model is designed to identify the key risks that institutions pose to the
FSA’s statutory objectives, which in turn determine the degree of attention that the FSA devotes to
individual institutions. This risk assessment is based on a view of the impact and the probability of
a problem occurring at a particular institution. For prudential issues in banks, the impact is seen as
being determined mostly by the size of the bank, while the judgment on probability depends on the
FSA’s view of the business and control risks at a particular bank. Banks are rated either as high
impact, medium high impact, medium low impact, or low impact. The risk based approach, in
combination with the FSMA’s philosophy that it is neither possible nor desirable to remove all risk
of failure from the financial system, has led the FSA to concentrate its supervisory activities with
regard to banks on the larger institutions.

In addition to the industry-wide risk assessment model, the FSA uses a firm-specific model to
assess risks in individual institutions. This assessment is based on a detailed breakdown of business
and control risks in individual banks. For a large bank, up to about 35 different business lines may
be distinguished. Inputs into the firm-specific risk assessment model may include information from
on-site work, interviews with management, prudential returns, firms’ annual AML report, external
auditors’ management letters, special information requests and publicly available information.
Findings of a bank’s internal auditors may be taken into account if the FSA is satisfied that the
audit work has been independently and competently performed. The FSA encourages internal
auditors to devote attention to issues of interest to the supervisor in their work. On-site and off-site
work are thus integrated through the firm-specific risk assessment model. The firm-specific risk
assessment process will take three to six months to complete and, for large banks, is carried out on
a one and a half to two year cycle. The process results in a risk mitigation program that details the
supervisory work with regard to the institution over the period until the next risk assessment cycle
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as well as actions to be undertaken by the institution itself. The supervisory work planned in this
manner leaves room to undertake event-driven work as the need arises.

On-site supervision is most active in high impact firms, including regular visits by the dedicated
supervisory team, focused reviews by experts drawn from the FSA’s risk review department, as
well as frequent contacts with high and middle level managers. Low impact banks, on the other
hand, are largely supervised through off-site baseline monitoring supplemented occasionally by on-
site visits in the context of the FSA’s thematic work, to deal with issues that have arisen from the
off-site monitoring, or on the occasion of events such as the bank entering into new activities or the
appointment of a new director. On-site visits at low impact banks will be held at least once every
three years, but on average they are held more often in practice. Under the new regime, low impact
banks no longer have a dedicated relationship manager within the supervisory authority. As of June
2002, 44 banks had been graded by the FSA as low impact (excluding 7 EEA branches and 9 banks
which are part of a wider group). Sixteen of these were branches of overseas banks and the other 28
included small retail banks as well as some banks specializing in wholesale operations. Six low
impact banks were subject to intensive supervision because risks had crystallized. Total deposit
liabilities of the low impact banks amounted to 0.03 percent of total deposit liabilities of all U.K.
banks.

On-site visits are designed to provide a focused review of well specified topics. They typically
require around three days extending up to one week in some cases. The scope of visits and the
intended outcomes are detailed in the risk mitigation program generated by the firm-specific risk
assessment. On-site visits by a bank’s dedicated supervisory team consist of extensive discussions
with various managers supplemented by some file reviews. Topics addressed may cut across the
full range of supervisory interests, including all significant business and control risks as well as
compliance issues. The dedicated teams are guided by methodological aide-mémoires outlining
specific points for attention in particular risk areas. For international firms, the FSA has a regular
program of on-site visits to the overseas parents of the branches and subsidiaries of foreign firms
operating in the U.K. and to the affiliates of U.K. banks operating overseas.

The FSA has recently begun development of so-called thematic regulation, which is aimed at
analyzing industry or sector wide issues by focusing on a sample of institutions. This has been
assisted by the establishment of Risk Management Units throughout the FSA, including one
devoted to banking issues, which have responsibility for monitoring industry-wide risk. The sample
of institutions usually includes some low impact firms. Themes that have been covered so far in the
banking sector include credit risk, systems and controls, anti-money laundering measures as well as
other topics. The thematic work helps inform the FSA’s views on particular risk areas and may lead
to follow-up work at individual institutions. The outcome of the thematic work may be rule
changes, guidance letters to bank directors, seminars or speeches to draw banks’ attention to
particular issues. The thematic work may also lead to enforcement action against a firm that was
included in the sample. Such action would be publicized to set an example for other banks. If
significant issues have been uncovered, the FSA may decide to extend the thematic work to banks
outside the initial sample.

The effectiveness of on-site and off-site functions is reviewed by a panel of senior and independent
supervisors as part of the FSA’s formal risk assessment process. The panel focuses on the risk
mitigation programs for individual banks, particularly the ones assessed as high impact or medium
high impact, assessing the priorities set for supervisory work and giving advice on the proposed
deployment of supervisory tools. In case of disagreement with a bank’s relationship manager, a
decision is taken at a higher level within the FSA. This work is supplemented by an internal Quality
Assurance Department, which is in the Chairman’s Office, that focuses on supervisory processes
generically.

The FSMA (Part XXIII) sets out restrictions that apply to the disclosure of supervisory information
which is confidential under the Act. However, the FSMA and secondary legislation do allow the
FSA to provide confidential information to other regulators, on condition that the information
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continues to be subject to restrictions on disclosure equivalent to those in the FSMA. In case
another regulator requests the FSA to provide it with confidential information, the FSA will satisfy
itself that this condition is met. The FSA is able to refuse requests for confidential information
except in limited cases relating to court orders in criminal proceedings or Parliamentary enquiries.

Assessment

Largely compliant

Comments

The FSA’s supervisory process for banks consists of a combination of on-site visits, desk-based
analysis and formal firm-specific risk assessment. Information from a variety of sources feeds into
the process, including skilled persons’ and internal and external auditors’ reports. In addition, the
FSA has begun developing thematic regulation. The FSA’s risk based supervisory approach implies
that it focuses its resources on those firms that pose the highest potential risks to its objectives.
Thus, banks that are considered to have a high potential impact on the objectives receive extensive
supervisory attention. They are assigned a dedicated supervisory team, consisting of up to seven
staff members, that will maintain frequent management contact and conduct on-site visits. The
dedicated teams may request focused investigations into specific risk areas by specialized risk
review teams or skilled persons.

Banks graded as medium high or medium low impact will have a less intensive supervisory
relationship with the FSA than the high impact banks but will nevertheless receive regular on-site
visits. For some banks, however, in particular those that are considered to pose a low potential risk
to the FSA’s objectives, the risk-based approach implies that they will not have a close and
continuous interaction with the FSA. No on-site examinations will normally be held at these banks
to verify adherence to legal and prudential requirements, and management contact will be relatively
infrequent. Unless specific risks have crystallized, reliance is placed primarily on off-site
monitoring of prudential returns and external auditors reports, occasionally supplemented by work
conducted in the context of thematic regulation or event-driven work.

In terms of protecting consumers and safeguarding market confidence, and obviously also simply
because of size, it is clearly justified to concentrate scarce supervisory resources on the larger
banks. However, as Essential Criterion 1, requiring an in-depth understanding of individual banks’
operations, does not distinguish between large and small banks, it applies to smaller banks’
operations as well. Undue reliance on off-site monitoring makes it difficult to achieve this level of
understanding, particularly with respect to control arrangements and compliance requirements in,
for example, the area of anti-money laundering. The FSA recognizes this and is considering
refining its risk assessment methodology to take more explicit account of all four of its statutory
objectives, including the one on combating financial crime. In fact, in the period from January 2000
to July 2002, it has already conducted anti-money laundering visits to 14 of the 44 low impact
banks.

To the extent that risk based supervision will continue to entail less reliance on direct oversight of
lower impact banks and more reliance on baseline monitoring, consideration should be given to
more frequent reporting of audited returns and more regular disclosures by all banks, along the
lines recommended in the comments on Principle 19 below. Audited returns would to some extent
provide indirect confirmation of the integrity of the bank’s internal systems and controls in view of
the auditors’ duty to report to the supervisor any material shortcomings revealed in the audit. They
would also provide stronger underpinning for offsite monitoring.

Some concern was expressed by industry sources that the turnover rate of supervisory staff in the
dedicated teams was too high to enable the FSA to build up thorough firm-specific knowledge.
However, it is the mission’s view that this is a relatively minor issue of a transitory nature as it
appears to be related to the changeover to the new supervisory regime (see also Principle 1(2)). The
number of staff in the risk review teams (46 budgeted as of May 2002) appears to be somewhat
small considering that they are not exclusively devoted to the banking sector but are also
contributing to the supervision of the other sectors regulated by the FSA. Skilled persons reports
may be commissioned to augment specialist supervisory capacity. However, skilled persons
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investigations are expensive relative to the FSA’s own on-site work and the FSA strives to keep the
costs of supervision proportionate with the risks to its objectives. The FSA should take care to
ensure that sufficient supervisory attention is devoted to specific risk areas that require highly
specialized expertise, such as credit risk classification systems, market risk management and IT
security.

Principle 17.

Bank Management Contact
Banking supervisors must have regular contact with bank management and a thorough
understanding of the institution’s operations.

Description

The intensity of the FSA’s supervisory relationship with individual banks is influenced by the
assessment of the bank’s risk management procedures and practice and by the FSA’s assessment of
the risks that banks pose to its statutory objectives. The FSA considers that well-managed banks
whose own risk management is sophisticated and effective will require less supervisory attention
than banks conducting similar business but with controls of lesser quality. Banks deemed to be high
impact will have a close supervisory relationship with the FSA. Thus, for large banks, there will be
frequent other contacts with directors and senior management, as well as bank specific on-site visits
and thematic visits involving contacts with middle management and various other bank employees.
Banks considered to be low-impact will receive occasional thematic visits on cross-industry issues,
together with less frequent meetings with directors and senior management to discuss bank specific
issues. The FSA nevertheless feels that it has a good understanding of smaller banks’ operations, in
part because these are usually relatively straightforward.

The FSA has a full range of supervisory tools available to achieve a thorough understanding of
banks’ operations. In addition to meetings with management and other representatives of a bank,
this includes on-site visits, desk based reviews, liaison with other regulators and analysis of
periodic returns and notifications. The FSA has access to internal auditors’ reports and external
auditors’ management letters. Furthermore, the FSA may commission so-called skilled persons to
conduct investigations of special topics at institutions under its supervision.

Banks and other supervised firms are required to provide the FSA with a wide range of information.
Principle 11 of the FSA’s Principles for Business require firms to deal with their regulator in an
open and cooperative way, and to disclose to the FSA anything of which the FSA could reasonably
expect to receive notice. This includes any significant failures in the bank’s systems and controls,
any action which would result in a significant change in its capital adequacy, and any proposed
change in the bank’s operations which could have a significant impact on its risk profile. These
requirements imply that banks have to notify the FSA of any significant new activities, which they
would have to do in any case if a variation of the bank’s permission would be required. SUP
Section 15.3 requires specifically that the FSA must be notified immediately if a firm becomes
aware that any of the following has occurred or may occur in the foreseeable future:

e The firm’s failing to satisfy one or more of the threshold conditions
e  Any matter which could have a significant adverse impact on the firm’s reputation

e Any matter in respect of the firm that could result in serious financial consequences to the
financial system or to other firms

e Any offences and breaches of the FSMA or rules established under the FSMA.

The quality of a bank’s management is considered on application for regulated status and thereafter
during the normal supervisory process. Banks have to meet the threshold conditions for
authorization on an on-going basis and key individuals within the bank have to be vetted and
approved to carry out their particular functions. An individual that does not meet the FSA’s fit and
proper standards can be disapproved for carrying out particular functions or banned from
employment in the regulated financial sector altogether.

Assessment

Compliant
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Comments

The FSA has frequent contacts, both through face-to-face meetings and other means, with various
levels of management at the larger banks. Any issue relevant to a bank’s operations may be covered
in the course of these contacts. Meetings with managers of small banks, however, appear to be rare.
This is a reflection of the FSA’s risk based approach to supervision which implies that scarce
supervisory resources should be allocated primarily to those areas where the potential risks to the
FSA’s objectives are highest, i.e., to the larger banks (in the context of banking supervision).

For low impact banks, the FSA relies mostly on desk based review of prudential returns, written
material such as external auditors’ management letters and other quantitative and qualitative
material, except for occasional visits to some of these banks in the course of thematic reviews.
Management contact with these banks takes place once every three years at a minimum but in
practice usually more often, especially after risks have crystallized (see also Principle 16). The FSA
expects to be notified if a low impact bank were to experience safety or soundness problems or to
enter risky new business. It would be useful to identify criteria that would require low impact banks
(as well as other banks) to notify the FSA of emerging problems at an earlier stage. The mission
welcomes the FSA’s intention to establish clearer guidelines for offsite monitoring triggers that
would prompt it to initiate contact with low impact firms. Such triggers are also useful for medium-
low impact firms, and, in general, would be useful for all firms.

Principle 18.

Off-Site Supervision
Banking supervisors must have a means of collecting, reviewing, and analyzing prudential reports
and statistical returns from banks on a solo and consolidated basis.

Description

Banks are required to submit a variety of statistical and prudential returns either directly to the FSA
or via the Bank of England. Requirements for banks to report regularly to FSA are laid out in
Chapter 16 of the Supervision (SUP) chapter of the Handbook. The requirements relate to a firm’s
financial condition and to its compliance with other rules and requirements which apply to the firm.
Under Principle 11 banks are required to deal with their regulators in an open and cooperative way,
and to tell the FSA appropriately anything of which the FSA would reasonably expect notice.

The required compliance reports include an annual report on controllers (SUP 16.4.), an annual
close links report (SUP 16.5), an annual report listing all overseas regulators for each legal entity of
a firm’s group and an annual organogram showing the authorized entities in the firm’s group (SUP
16.6.5). Beyond this SUP 16.7.7 identifies eleven separate reports that banks are required to submit
with varying frequency over the course of the year. Standardized forms address capital adequacy,
large exposures and liquidity.

The standardized BSD3 Capital Adequacy Return filed semi-annually provides detailed
information on both a solo and consolidated basis for both on-balance sheet and off-balance sheet
assets and liabilities, divided between the banking book and the traded book, profits and losses,
counterparty exposure on derivative contracts, repos and similar transactions, large exposures,
provisions against bad and doubtful debts and investments, deposit sources and market risk in the
trading book. The return provides supporting details for on and off balance sheet activities and
provides a step-by-step calculation of capital adequacy on both a solo and consolidated basis.

IPRU (Chapter CS) sets out the basis on which consolidation will be required and the consolidation
techniques that are to be applied for U.K. incorporated banks and banking groups with U.K. non-
bank parents only.

For banks subject to the liquidity mismatch requirements, quarterly reporting is required using
Form LR. For firms subject to the stock liquidity regime, monthly reports are required, using Form
SL R1. The Liquidity Management (LM) chapter of the Handbook provides detailed guidance on
the information to be provided in the liquidity reports.

U.K. banking groups are required to report quarterly on large exposures, on both a solo and a
consolidated basis, using Form LE 2. The Large Exposures (LE) chapter of the Handbook provided
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detailed guidance on the information to be provided in the large exposure reports.

U K. branches of non-EEA banks are required to report on profits, large exposures, balance sheet,
off-balance sheet items, and bad and doubtful debt provisions using the half-yearly Form B7. They
are also required to provide liquidity information quarterly, using Form LR.

To insure the consistency and reliability of prudential returns, FSA policies regarding valuation of
assets and liabilities are spelled out in considerable detail in the Valuation (VA) chapter of the
Handbook.

FSA has strong powers to enforce compliance with reporting requirements. Knowingly or
recklessly giving information which is false or misleading in a material particular may be a criminal
offence under sections 398 and 400 of FSMA. The handbook (SUP 15.6.1R and SUP 15.6.3R)
requires an authorized person to take reasonable steps to ensure the accuracy and completeness of
returns and to notify FSA immediately if material or inaccurate information has been provided.
Failure to do so may result in fines or other disciplinary sanctions (ENF 13.5).

FSMA (Section 165) gives the FSA statutory powers to require the provision of information.

Assessment

Largely compliant

Comments

FSA has a well structured system of prudential reporting requirements for banking groups that
covers both financial and compliance information. For U.K. banking groups standardized reports
are required on capital adequacy, large exposures and liquidity. Reports are required to be on both a
solo and a consolidated basis, where appropriate. U.K. branches of overseas banks are required to
provide liquidity and large exposure reports. The scope of reporting and the policies with respect to
valuation of assets and liabilities are spelled out in detail in the handbook.

Essential Criteria 4 of Principle 18, dealing with information required to be submitted for statistical
and prudential reporting, states: “Inclusion of data on loan classification and provisioning is also
required.”

FSA does not routinely collect standardized data on classified or non-performing loans. As a matter
of policy, FSA has not established regulatory loan classification or loan delinquency systems,
preferring instead to emphasize that proper loan classification and asset valuation are
responsibilities of bank management based on the circumstances of the individual institutions.
While an entirely legitimate supervisory strategy, the FSAP team believes the absence of reporting
on classified loans and non-performing loans handicaps the ability of FSA to verify the credit risk
environment of banks, particularly on an offsite basis. This is a particularly important gap given the
importance of baseline monitoring in the risk based supervisory regime, (See comments on
Principle 19 below.) Peer group analysis would be strengthened if standardized information were
available on classified and non-performing assets. Forthcoming adoption of Basel IT and TAS 39
will require changes in firm practices with respect to provisioning and loan classification so now
would be opportune time to close this gap in FSA’s reporting regime. IAS 39 will require a more
rigorous approach to recognition of impaired assets and loan loss provisioning and Basel II will
emphasize more rigorous internal loan classification systems.

Principle 19.

Validation of Supervisory Information
Banking supervisors must have a means of independent validation of supervisory information
either through on-site examinations or use of external auditors.

Description

Section 165 of the FSMA gives the FSA the authority to obtain information from banks. These
powers extend to providing the FSA with access to a bank’s directors, senior management, and key
personnel.

The FSA uses on-site visits to most banks as part of its formal risk assessment process; however, a
small number of small banks considered to be “low impact” do not receive a formal risk
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assessment. The low impact banks are reviewed primarily using desktop baseline monitoring, with
on-site visits being event driven. The risk assessment visits for the high, medium-high, and
medium-low impact banks take the form of on-site high-level reviews by the supervisory team.
Results of the risk assessment are used to develop a risk mitigation program (RMP) which
establishes to supervisory objectives for the bank for the forthcoming period, including identifying
areas for further on-site review. Such on-site reviews may be conducted by frontline supervision,
by the FSA’s internal risk review teams, or by engaging skilled persons, e.g., external auditors, to
validate supervisory information provided by banks.

The FSA Handbook (SUP 3) provides rules and guidance on the role auditors play in the FSA’s
monitoring of a bank’s compliance with its rules and standards. This chapter addresses the auditors’
qualifications, independence, reporting, and the duty to notify the FSA of any significant matters
raised by the auditor. The FSA rules place the duty on the bank to ensure the auditor is qualified
and independent; however they prohibit a bank from appointing an auditor the FSA has
disqualified. The FSA rules establish specific areas to be covered in the auditor’s report, and
require a copy of all reports be provided to the FSA. In addition, SUP 3.8.2R requires the auditor to
co-operate with the FSA. While the rules in SUP 3 do not provide for FSA’s monitoring of the
quality of the auditor’s work, there are provisions in SUP 5 relating to skilled persons reports that
provide for monitoring of work related to skilled persons reports. The FSA meets periodically with
the bank's external auditors, on a bilateral basis. In addition to periodic meetings, external auditors
have a statutory duty to inform the FSA of any concerns arising during the course of their work.

Section 166 of the FSMA gives the FSA the authority to require the bank to obtain a skilled persons
report. The FSMA section 166(4) requires that the skilled person must be nominated or approved
by the FSA, and that the skilled person must appear to the FSA to have the skills necessary to make
a report on the matter concerned. Additional rules and guidance relating to the use of skilled
persons is found in the FSA Handbook (SUP 5). The large international accountancy firms produce
the vast majority of skilled persons reports. The FSA will direct the scope of the review using a
commissioning letter, and the nature of work to be completed may be discussed by the FSA in
advance. The rules pertaining to reporting and notification in SUP 3 also apply to skilled person’s
reports. The FSA may hold bilateral meetings with individual partners within these firms to provide
feedback from the supervisory teams on the scope and quality of their work. Trilateral meetings are
held to discuss the findings of skilled person’s reports.

The FSA has a formal, structured process in place for skilled persons reports (SUP 5). The process
includes preliminary discussions about scope, the engagement/scoping letter to the skilled person,
and the objectives to be accomplished by the review. Procedures for internal risk review visits
carried out by FSA’s Risk Review Division are less formalized. These procedures typically involve
a detailed scoping paper prepared by frontline supervisors. The firm is typically asked to provide
supporting information which is analyzed prior to the visit. The visit itself builds on the information
supplied and involves interviews with management and staff as well as an examination of files. For
certain areas (money laundering, credit) aide-mémoires have been prepared that guide the
procedures performed in the review.

Supervisory returns are reviewed by supervisors for consistency and plausibility. An initial check is
required within 2 days of receipt and a more detailed check is required to be completed within ten
days of receipt. These reviews consist of trend analysis and plausibility checks involving
comparisons with previous returns and checks against audited accounts for capital adequacy and
large exposures capital base. These reviews are supplemented by peer group analysis. Validation
checks completed by one supervisor must be checked and signed off by another supervisor. Follow-
up with the bank will take place to reconcile outlier data and inconsistencies. Banks are subject to
fines for late returns. The FSA does not require that the auditors examine certain key supervisory
returns, such as capital adequacy, at least annually nor do FSA examiners routinely validate the
returns to bank records.
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FSA has a variety of powers to ensure the validity of supervisory returns, including authority under
S165 of FSMA to request additional information from the bank at any time, the authority under
S166 to require skilled persons report to verify the accuracy of information provided, and the
ability to request supplementary information from the bank’s auditors under the provisions of SUP
3.8.2R which covers an Auditor’s duty to cooperate with FSA.

The FSA does have the means to independently validate supervisory returns, through supervisory
visits, risk review division visits, or skilled person’s reports. Supervisory visits (during the risk
assessment process) are used to review the bank’s process for completing the reports, and do not
include validating key returns. The use of the internal risk review or skilled persons report tools
depends on whether an issue was raised during the supervisory visit, the impact rating of the firm
and the availability of these resources. FSA has identified validation of supervisory returns as a
topic for theme supervision over the next year.

There is no requirement that the FSA meets with the management or board each year. The FSA
may hold meetings with a bank’s board, or hold separate meetings with non-executive directors,
when it is deemed appropriate. The FSA determines the level of supervision based on its
assessment of the risk a bank poses to the FSA’s regulatory objectives, and this assessment will
drive whether a meeting with a bank’s board is required.

Assessment

Largely Compliant

Comments

The FSA has the means to independently validate supervisory information, through supervisory
visits, risk review division visits, or by commissioning skilled person’s reports. However, costs and
resource constraints limit the use that is made of skilled persons reports or on-site risk review visits
to validate supervisory information. The FSAP team was told that, partly because of their expense,
FSA has discontinued the routine use of skilled persons reports to validate regulatory returns, but
they may be used on an exceptional basis. Going forward, use of skilled persons reports will focus
on situations where remedial work is needed quickly or the FSA does not have the resources and/or
expertise to conduct the review internally. The Major Financial Groups Division (MFGD)
estimated that 70-120 skilled persons reports would be ordered per year across the 52 largest bank,
securities and insurance groups firms that are supervised by the division. The Deposit Takers
Division (DTD) estimated that they would order about 15-20 skilled persons reports, across about
200 banks.

Internal risk review is a scarce resource, with an approved head count of 46 (including
administrative support) to support work across all of FSA. MFGD supervisors indicated that risk
review currently is unable to fill all requests for their services, so requests are prioritized, and some
reviews may be negotiated or deferred.

Essential criteria 5 provides that the supervisor should require that certain key supervisory returns,
such as capital adequacy, be examined at least annually by the auditors and a report submitted to
the supervisor. The FSA has no explicit requirement that supervisory returns be validated in the
manner called for by criteria 5, although elements of this criteria are met through the requirement
for an annual audit of the statutory accounts and FSA’s ability to consult with and request
information from auditors.

Recommendation. The FSA relies on the supervisory returns as a key part of its risk based
approach to supervision and particularly for its baseline-monitoring program., so it is very
important that the FSA is able to place reliance on the accuracy of that information. In addition,
greater disclosure of such information would add to market discipline.

Given the resource constraints on the ability of FSA itself to comprehensively validate supervisory
returns, the FSAP team recommends that FSA should consider going beyond the literal
requirements of Essential Criteria 5 and consider requiring all banking groups to provide annual
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audits of key supervisory returns. It would be useful if validation of supervision were made a
regular topic for theme supervision. In addition it would be desirable for all U.K. banks be required
to publish audited financial reports on an annual basis, coupled with a continuous disclosure
requirement — currently these requirements apply only to listed companies. There does not appear
to be a compelling reason to limit market disciplines that arise from financial disclosures to only
banks (public issuers) that are listed.

Principle 20. Consolidated Supervision
An essential element of banking supervision is the ability of the supervisors to supervise the
banking group on a consolidated basis.

Description The FSA approach to consolidated supervision is set out in IPRU (CS Chapter) which is the

principle vehicle for implementing the EU Banking Consolidation Directive(date) and the EU Post-
BCCI Directive (date) The FSA’s consolidation policy addresses three main areas of concern
arising from group membership:

¢ Josses in another group entity that could lead to financial pressure on the bank because of
financial or reputational linkages;

e capital that is subject to double-gearing or leveraging: that is, a solo assessment of a firm over-
estimates the quantity of capital which is available to support the bank’s risks, because of the
way the capital has been raised or accounted for within the group; and

¢ business that is booked in an unauthorized group entity to avoid regulatory requirements.

The FSA views its consolidated supervision as a complement to individual firm requirements rather
than as a substitute. The objective is to enhance the overall effectiveness of the prudential
supervision of the bank by ensuring that risks related to the bank’s membership of a group are taken
into account in the supervision of the bank. Consolidated supervision does not, however, constitute
supervision of undertakings within the group which are not authorized.

The FSA is required to undertake supervision on a consolidated basis by EU legislation, in
particular the Banking Consolidation Directive.

The FSA’s consolidated supervision framework consists of two main elements:

¢ A qualitative assessment of the group as a whole. This is made in relation to the group’s
significant business units and their potential material bearing on the bank. It focuses on the
group’s business, controls, organization and management.

e A quantitative, consolidated assessment of relevant financial companies within the group that
establishes prudential requirements, for instance with respect to capital adequacy and large
exposures.

The FSA approach identifies where group risk arises, sets systems and controls requirements for
managing that risk, and establishes a methodology for the calculation of consolidated capital
(Principle 18). The scope of the FSA’s consolidated supervision includes all parents and
subsidiaries of the bank, any of their parents or subsidiaries; or any undertaking in which those
parents or subsidiaries or the bank have a participation. In addition, the FSA may require a bank to
include within its group consolidation an undertaking that is not a member of group as defined but
which has links to the group that would make its omission from the scope of the consolidation
assessment misleading.

(CS 3.1.3) requires that the bank have adequate controls to produce any data required to supervise
on a consolidated basis. (CS 3.3.19) requires adequate controls to identify and monitor large
exposures. Consolidated returns are required twice annually and large exposures must be reported
quarterly. (CS 3.3.7) requires a detailed organization chart and identification of subsidiaries
supervised by others. Section 166 exams may be required to cover internal control systems used to
generate consolidated accounts. Consolidation usually applies to financial subsidiaries. For purpose
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of consolidated supervision, insurance and insurance broking are not defined as financial activities
and are therefore not normally consolidated (CS 4.3).

For activities undertaken within the U.K. coordination among functional regulators of a group takes
place within FSA. A variety of arrangements are in place with home and host supervisors overseas
to allow exchanges of information on the financial condition and adequacy of risk management and
controls of overseas undertakings. Where FSA is unable to satisfy itself that the overseas parent of
a branch or subsidiary in the U.K. is subject to adequate home country consolidated supervision
FSA may require solo consolidation at the U.K. level. Fit and proper tests may be applied to senior
management of parent companies under the FSA’s authorized persons regime.

Consolidated supervision encompasses the activities of U.K. banks in offshore centers through
several mechanisms. Exposures in offshore centers are included in the quantitative requirements for
consolidation and the capital adequacy ratio and the controls on large exposures. Where FSA is
concerned about such exposures it may impose additional capital requirements, require
deconsolidation of the capital and assets in the offshore jurisdiction, and restrict transactions with
the jurisdiction. U.K. financial institutions are required to be able to provide FSA all the
information it requires to carry out effective consolidated supervision wherever their business is
conducted, including in jurisdictions with strict secrecy provisions.

Under the qualitative element of its consolidated supervision, FSA requires that banks have the
ability to measure, monitor, manage and control the risks in all their significant business lines,
wherever that business is conducted. This will apply to business lines such as private banking, asset
management, insurance, and capital markets operations, all of which can have links to offshore
centers. FSA anti-money laundering policies include an expectation that the practices of overseas
affiliates of U.K. banks will conform to the higher of U.K. or local standards. Compliance with this
policy is one of the duties the bank’s MLRO, an individual who must be authorized by FSA. In
evaluating the risks in business lines, FSA places a strong emphasis on the quality of counterpart
financial supervision in the jurisdictions where the business is conducted. This is also a key
consideration in granting permission for U.K. banks to establish or operate in those jurisdictions or
in granting FSA authorizations to firms from those jurisdictions. For FSA an important factor in
evaluating the practices of other supervisors is their willingness to share information. In this regard
FSA takes into account the FATF NCCT classifications as well as its own experience. FSA has an
active involvement with numerous offshore centers, particularly in the U.K. overseas territories and
dependencies. This includes participation in regional organizations and regular liaison with
offshore supervisors.

Assessment

Compliant

Comments

FSA has comprehensive arrangements to be able to supervise U.K. banking groups on a
consolidated basis, both quantitatively and qualitatively, regardless of where their business is
carried out. Capital requirements set out clearly the procedures to be followed in consolidating
group accounts to insure that the U.K. banking activities of a group are adequately capitalized, both
on a solo and a consolidated basis. Large exposure limits are governed by clear policies with limits
enforced on both a solo and a consolidated basis. Management systems and controls are required so
that risks arising from the bank’s dealing with other parts of the group are properly identified,
measured, monitored and controlled. A variety of arrangements are in place for coordinating and
cooperating with other regulators, both at home and overseas, who have responsibility for other
legal entities within the group.

Principle 21.

Accounting Standards

Banking supervisors must be satisfied that each bank maintains adequate records drawn up in
accordance with consistent accounting policies and practices that enable the supervisor to obtain a
true and fair view of the financial condition of the bank and the profitability of its business, and
that the bank publishes on a regular basis financial statements that fairly reflect its condition.

Description

The threshold conditions require that banks must have adequate resources, including high level
systems and controls. SYSC 3.1.1R and 3.2.20R require that a bank’s directors and management
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ensure that the bank maintains adequate records (including accounting records) that are appropriate
to the scale, nature and complexity of its business. IPRU (Banks) Chapter AR provides further
guidance on adequate accounting (and other) records and internal control systems. The FSA does
not publish a comprehensive list of the accounting and other records which a bank should maintain;
however, banks are required to capture and record accurately and on a timely basis every
transaction and commitment which the bank enters into and record details as appropriate for each
transaction and commitment (IPRU Chapter AR 3.2.2). These provisions apply for all U.K. banks
and branches of non-EEA banks. [For U.K. incorporated banks further accounting record
requirements are set out in the Companies Act 1985.]

The FSA has powers to enforce the records requirements, and may fine banks for late and
inaccurate supervisory returns.

The FSA has the authority under FSMA Section 166 to commission a skilled persons report to
verify bank records in particular areas. In addition, the FSA’s internal risk review division may be
used for verification of a bank’s records. These tools would be employed as part of a risk mitigation
program if the supervisors identified a concern during their risk assessment process.

Regulatory reporting forms are accompanied by detailed guidance notes that include information on
accounting treatment. Banks are required to use generally accepted accounting principles when
valuing assets. FSA reports should be prepared using book value of assets and liabilities, and the
banking and trading books should be valued on an accrual basis, unless a different practice has been
agreed in writing with the FSA. CAD banks should value trading books on a mark-to-market basis,
and banking books on an accrual basis. IPRU (Banks), Chapter GN 3.3.17R requires all U.K. banks
and non-EEA overseas branches to maintain adequate provisions for depreciation or diminution in
the value of assets (including loan loss provisions), for liabilities which will or may fail to be met
by the bank and for losses which it may incur. IPRU (Banks), Chapters VA and PN discuss the
valuation and provisioning policies that banks should adopt.

The Companies Act 1985 requires all U.K. banks to prepare accounts that give a true and fair view
of the results and financial position of the bank and/or group. The accounts are subject to public
filing requirements. Detailed provisions on the form and content of the accounts of banks and
banking groups are contained in Schedule 9 to the Act. There is a general presumption that
compliance with U.K. Financial Reporting Standards (FRS) and Statements of Standard
Accounting Practice (SSAP) is necessary in order for the accounts to give a true and fair view.
Banks accounts must state whether they have been prepared in accordance with these standards,
and give details of any departure from the standards and the reasons. Banks are also expected to
comply with the five industry-specific Statements of Recommended accounting Practice (SORP),
and are required to state in their accounts whether they have complied, and if not, explain why they
have not complied with them.

All U.K.-incorporated banks must appoint an external auditor (SUP 3.3.2R) and the bank’s
published accounts must bear an opinion by the external auditor as to the completeness and
accuracy of the financial statements (SUP 16.7.8R). Auditors are required under the rules of their
professional bodies to comply with Statements of Auditing Standards issued by the U.K. Auditing
Practices Board. If the bank failed to comply with the relevant accounting standards, the external
auditor would qualify the opinion. The FSA has periodic contact with external auditors to discuss
annual accounts and skilled persons reviews.

Auditors have a legal duty to report to the FSA breaches or possible breaches of laws or rules, and
other matters that they reasonably believe are, or may be, significant. The FSMA Section 342 and
the SUP 3.8.10R require that the external auditors inform the FSA if they have any material
concerns as a result of their work. Sections 342 and 343 of the FSMA also provide protections for
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auditors that report in good faith matters that are, or are likely to be, of material significance to the
FSA. Guidance regarding an auditor’s duty to report is provided in SUP 3.8.

The FSMA gives the FSA the authority to disqualify auditors if they have failed to comply with a
duty imposed on them under the FSMA. Banks are prohibited from using disqualified auditor under
SUP 3.4.5R. If the FSA had concerns over the abilities of a bank’s external auditors, it may request
management to change the audit firm. Under Section 166 of the FSMA, the FSA may appoint a
skilled person to do onsite work on its behalf. The skilled person process includes a determination
by the FSA that the skilled person has appropriate expertise to carry out the review. In practice, the
large international firms perform the majority of banks’ external audits and skilled persons reports.
SUP Chapter 3 provides rules and guidance governing the FSA’s relationship with external
auditors, and SUP Chapter 5 addresses skilled persons reports.

The FSA has a procedure in place for skilled persons reports to establish the scope of the
engagement and the objectives to be accomplished by the review (SUP 5). The FSA does not have
specific guidelines addressing the scope and conduct of internal audits. However, the FSA does
look at the audit universe, and may guide the scope of an internal audit when it meets supervisory
needs. The FSA would expect that internal audit would have a risk based approach to its audit

Chapter 349 of the FSMA imposes confidentiality requirements on the FSA. Refer to CP 1(6) for
further details on confidentiality.

The FSA supports Basel and EU proposals to promote public disclosure by banks as a means of
strengthening market discipline as a complement to other regulatory efforts.

Assessment

Compliant

Comments

A comprehensive accounting and reporting structure is in place to provide for financial statements
on a regular basis. A bank’s annual accounts are required by the Companies Act to be prepared in a
way that gives a true and fair view of the results and financial position of the bank and follow the
detailed provisions of the Act on form and content of the accounts. The accounts are also expected
to comply with other accounting standards such as FRS and SORP, and are subject to public filing
requirements.

Banks are also required to file regulatory reports with the FSA. These reports have detailed
guidance notes to assist in preparation. The FSA requires banks to use generally accepted
accounting principles when valuing assets.

Principle 22.

Remedial Measures

Banking supervisors must have at their disposal adequate supervisory measures to bring about
timely corrective action when banks fail to meet prudential requirements (such as minimum
capital adequacy ratios), when there are regulatory violations, or where depositors are threatened
in any other way. In extreme circumstances, this should include the ability to revoke the banking
license or recommend its revocation.

Description

The FSA has a broad range of supervisory measures available address such problems as failure to
meet the FSMA threshold conditions and non-compliance with the FSA’s rules. The range of
possible actions available is broad, as the FSA is able to use its powers under FSMA Section 43 to
place requirements or restrictions in a bank's permission. The power can be used to require a bank
to take specified action or to require it to refrain from taking specified action. The FSA may also
vary or cancel a bank’s permission under Section 45, and also has the authority to take disciplinary
measures against a bank or individual, including fines (Section 206) and public censure (Section
205).

The FSMA Section 53(3) provides that FSA may take Section 45 actions that have immediate
effect if the FSA reasonably determines that immediate effect is necessary. The FSA may require
that any actions or requirements imposed under its Section 45 powers be taken within a specified
time period. Injunctive relief is also available to the FSA under Section 380, and restitution orders
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are available under Section 382. These remedies are commonly used against unauthorized firms
where the other disciplinary powers are not available.

The FSMA Section 61 requires the FSA to exercise control over individuals performing “controlled
functions” by requiring that they be approved by the FSA. Controlled functions are functions
involving key responsibility and are typically director and senior management level positions. A list
of controlled functions is in the SUP chapter of the FSA Handbook (Section 10, Approved
Persons). In order to be an “approved person”, the FSA must be satisfied that the person is fit and
proper to perform those functions. If the FSA no longer considers a person fit and proper, they may
withdraw their approval under FSMA section 63. The FSA may also take action against an
approved person if it appears to the FSA that the person is guilty of misconduct under FSMA
Section 66. The FSA also has the power to prohibit a person from performing functions in relation
to a regulated activity if the FSA finds the person is not fit and proper. If a prohibition order is
made, the FSA is required to follow the procedures in FSMA section 347 regarding publication of
information about the prohibited person.

The FSA's Regulatory Decisions Committee (RDC, a committee of practitioners and public interest
members appointed by the Board, but independent of the FSA's executive staff) may take major
regulatory decisions. The RDC exercises regulatory powers on behalf of, and is answerable to, the
FSA's Board. The FSM Tribunal, an independent body, will consider major regulatory decisions
made by the FSA if the firm or individual concerned decides to refer the matter on.

The FSMA contains no express requirement that the FSA take action within any particular time
frame, with the exception of representations or referrals to the FSM Tribunal. Nor is there guidance
or formal voluntary commitment by the FSA to any timeframe. If the FSA does not take action in a
timely manner, firms or individuals may raise this in proceedings against them under the general
jurisdiction of the courts and Tribunal, and the ordinary principles of fairness that must apply in
such proceedings. In addition, the FSA must comply with Article 6 of the European Declaration of
Human Rights that requires there to be a right to an independent determination of civil rights and
liabilities within a reasonable time frame. For these reasons, and as a matter of general good
regulatory practice, the FSA does ensure that remedial actions are in practice taken in a timely
manner. Once the FSA has initiated formal supervisory or disciplinary action by service of a notice,
a statutory a time frame applies to the completion of the process for making representations or
referring the matter to the Tribunal. There are however no constraints on the initiation of action.
FSMA Part XXVI requires compliance with formal written notice procedures when the FSA
exercises any of the formal disciplinary or supervisory powers.

Assessment

Compliant

Comments

The FSMA provides the FSA with broad powers to take remedial and enforcement actions, and also
provides for sanctions against individuals and firms. Adequate protections, in the form of referral to
the Tribunal, are in place to protect against abusive enforcement or disciplinary actions.

The new enforcement powers granted under the FSMA are very recent, and have only been used in
a handful of actions to date, so it is difficult to make a proper assessment of the effectiveness of the
FSA’s use of its powers.

Principle 23.

Globally Consolidated Supervision

Banking supervisors must practice global consolidated supervision over their internationally
active banking organizations, adequately monitoring and applying appropriate prudential norms
to all aspects of the business conducted by these banking organizations worldwide, primarily at
their foreign branches, joint ventures, and subsidiaries.

Description

Authority to supervise the overseas activities of U.K. incorporated banks is provided for in
Threshold Condition 3: (Close Links), based on Paragraph 3, schedule 6 of FSMA. The close links
provisions implement and expand on the requirements of the EU Post BCCI Directive.

For U.K. based banking groups, FSA carries out global consolidated supervision covering all
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aspects of supervision, specifically including non-U.K. group companies. Foreign branches of U.K.
banks, not being separate legal entities, are considered to be an integral part of the U.K. bank itself,
and are supervised on that basis. Quantitative consolidation (see Principle 18) is applied to the
global undertakings of U.K.-based banking groups.

Under FSA’s risk based approach to supervision the supervisory effort concentrates on significant
business units. These may be identifiable on a geographical, legal or business basis. Consistent with
the qualitative element of FSA’s general approach to consolidated supervision, supervisory effort is
directed at ensuring that banks have information systems and controls adequate to manage risks in
all business units, wherever they are located. Heads of significant business units will be seen during
the risk assessment stage or during the following supervisory period. In conducting reviews of high
level controls at the center, the FSA considers the quality of the control system both centrally and
locally. Supervisors periodically visit major overseas operations to supplement reviews made at the
center.

If circumstances require the FSA will impose limitations on the activities of overseas operations of
U.K. banks through liaison with home country senior management. The FSA may impose
limitations on the activities of overseas operations in order to ensure that the close
links/supervisability of group structures requirement in the Threshold Conditions is met in
particular cases.

In addition to regular contact with senior management based in the U.K. responsible for the
international operations of internationally active groups, FSA is also in periodic contact with the
locally based management responsible for significant business units overseas. Direct supervision of
significant international operations is supplemented by close co-operation and liaison with the
banking supervisors of the host country. If necessary, plans for remedial action are discussed and
agreed with the host supervisor.

If, as part of the risk assessment process, the FSA determines that an overseas operation of a U.K.
banking group is presenting significant unmitigated risks the FSA would initiate discussions with
the bank’s senior management. These discussions could ultimately require the closure of a bank’s
overseas operation.

FSA has the power to conduct on-site examinations of overseas branches and subsidiaries of U.K.
banking groups. The FSA conducts periodic on-site examinations of a sample of the more
significant overseas offices of U.K. banks, usually in conjunction with the host country supervisor.

Following FSA’s risk based approach to supervision, oversight of the foreign operations of U.K.
banks focuses on significant activities with higher risk profiles and those that are subject to weaker
host country supervision.

FSA routinely undertakes assessments of the extent of supervision undertaken by other supervisors
relevant to the U.K. In particular, it forms its own judgment as to their compliance with the Basel
Core Principles.

Assessment

Compliant

Comments

FSA supervises internationally active U.K. banking organizations on a globally consolidated basis,
both quantitatively and qualitatively. The international dimension places particular emphasis on
ensuring that banks have information systems and controls to manage risks in all business units,
wherever they are located. FSA insures that overseas activities are structured in a way that can be
properly supervised and, where it is not satisfied, imposes restrictions or limits activities. Overseas
visits and cooperation with foreign supervisors are important aspects of FSA’s supervision on a
globally consolidated basis.

Principle 24.

Host Country Supervision
A key component of consolidated supervision is establishing contact and information exchange
with the various other supervisors involved, primarily host country supervisory authorities.

Description

|The FSA has established an extensive network of formal and informal contacts with overseas
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banking supervisors to provide for the exchange of information necessary for effective global
consolidated supervision. These contacts are both multilateral and bilateral. At the level of
international organizations, FSA is an active participant in supervisory groups such the Basel
committee and EU groupings such as the Banking Advisory Committee and the Groupe de Contact.
Bilateral memoranda of understandings with numerous countries provide for information
exchanges and on-site examinations of branches and subsidiaries of U.K. banks. FSA maintains a
very active dialogue with supervisors in offshore centers particularly those that are in overseas
territories and crown dependencies.

Information exchanges are both formal and informal and range across the full spectrum of
supervisory information, from written documentation in support of authorizations to oral sharing of
supervisory judgments about individuals and institutions. In line with its risk based approach to
supervision FSA, in consultation with local supervisors, regularly visits the major overseas offices
of U.K. banking groups and on such visits frequently conducts joint examinations with the host
country supervisors.

The readiness of an overseas supervisor to provide information is a consideration for the FSA in
determining the extent to which it can take into account the work of the overseas supervisory in its
supervision of the overseas subsidiaries of U.K. banks. Threshold Condition 3 (Close Links) would
be breached if the regulations or administrative provisions of a territory, which is not an EEA state,
would prevent the FSA’s effective supervision of a bank or affiliate. COND 2.3.3G also notes that
the FSA considers branches when assessing whether a firm meets Threshold Condition 3.
Restrictions on information flows also impact on Principle for Business (PRIN) which provides that
a firm must deal with its regulators in an open and cooperative way and must disclose to the FSA
appropriately anything relating to the firm of which the FSA would reasonably expect notice. This
principle is enforced in Rule 2.1.1 in SUP. COND 2.3.3G also indicates that restrictions on
information flow could stop a firm complying with the rules in SUP on information gathering.

In discussions with host country supervisors FSA will focus on the local banking group and the
group as a whole.

Assessment

Compliant

Comments

FSA has a very broad network of contacts and arrangements with foreign supervisors whereby it
exchanges supervisory information necessary to carry out globally consolidated supervision. This
includes participation in numerous international and bilateral supervisory groups, as well as formal
and informal bilateral contacts with other supervisors responsible for affiliates of banking
organizations in the U.K.

Where practical, the FSA will consult with an overseas supervisor providing information before
taking action in relation to a bank that it supervises (and more widely where any action could have
consequences for its supervision of other banks or financial companies). The FSA must consult a
firm’s EEA home state regulator before taking actions in certain specified cases.

The FSA discloses information to host country supervisors in a wide variety of circumstances
whether or not at the specific request of the host supervisor.

Principle 25.

Supervision Over Foreign Banks’ Establishments

Banking supervisors must require the local operations of foreign banks to be conducted with the
same high standards as are required of domestic institutions and must have powers to share
information needed by the home country supervisors of those banks for the purpose of carrying
out consolidated supervision.

Description

All banks, whether U.K. incorporated or branches of foreign banks, are required to satisfy and
continue to satisfy the Threshold Conditions set out in FSMA. The Principles for Business likewise
are applicable to all banks whether U.K. incorporated or branches of foreign banks. FSA’s risk
based approach to supervision does not differentiate between foreign and domestic banks. Foreign
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banks are subject to the same risk assessment and risk mitigation process as domestic banks.

Reporting requirements are similar for all banks, although there are differences in the prudential
returns relating to capital and large exposures. These differences apply mainly to branches of
foreign banks and the differences are spelled out in SUP 16 of the Handbook. Prudential
supervision of branches of EEA banks operating in the U.K. under the EU passport arrangements
are primarily the responsibility of the home country supervisor and, hence, prudential returns to
FSA are limited. For branches of non-EEA banks the FSA relies on the home country supervisor
for capital adequacy and large exposures. Although FSA has responsibility for supervising the
liquidity of foreign branches on a case-by-case bases it may agree to defer to the home country
supervisor for the oversight of branch liquidity.

In both its licensing and ongoing supervision of branches and subsidiaries of foreign banks, FSA
takes into account the extent to which home country supervisors carry out effective global
consolidated supervision. Before authorizing deposit taking activities of a foreign branch of a non-
EEA bank the FSA confirms both that the bank is subject to consolidated supervision and that the
home country supervisor approves the proposal. Similar procedures do not apply to approval of
branches of EEA banks operating under EU passport arrangements. If, on a continuing basis, FSA
is unable to rely on the home country supervisor, it is FSA policy that branches of non-EEA banks
close or the branch should subsidiarise. This policy has been enforced in individual cases.

For U.K. subsidiaries of overseas banks the FSA seeks confirmation that the home country
supervisor practices effective consolidated supervision. If FSA is not satisfied on this point then it
will require that the corporate governance and risk management policies of the subsidiary be
sufficiently robust to provide adequate ring-fencing from the parent bank. This policy has been
enforced in individual cases.

FSMA provides authority for the FSA to share supervisory information with foreign supervisors
subject to confidentiality safeguards. All home country supervisors are permitted to conduct on-site
visits and examinations of U.K. branches and subsidiaries and FSA encourages this practice.

FSA informs home country supervisors of risk assessments and supervisory actions that it is taking
in relation to the operations of banks from their countries. Urgent remedial actions are promptly
communicated.

FSA systematically informs itself of business strategies and risk and control regimes of parent
banking groups in order to provide the context necessary for supervision of branches and
subsidiaries of foreign banks operating in the U.K. This done through contacts with the banking
group supplemented by information provided by the home country supervisor.

Assessment

Compliant

Comments

The U.K. operations of foreign banks are subject to the same high level standards and principles the
FSA applies to U.K. banking organizations and FSA applies the same risk based supervisory tools
to both foreign and domestic banks. Reporting requirements are similar for all banks, taking into
account differences applicable to branches of foreign banks and the special legal arrangements for
EEA branches established under the EU passport regime. FSA licensing and ongoing supervision of
U.K. branches and subsidiaries of foreign banks takes into account the reliance FSA believes it can
place on home country consolidated supervision. FSA has wide authority to share supervisory
information with home country supervisors and, as a matter of policy, FSA encourages home
country supervisors to carry out on-site visits of the U.K. operations of their banks.
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Table 2. Summary Compliance of the Basel Core Principles

Core Principle

Q

LCZ/

MNC?

N C4/

NAY

1. Objectives, Autonomy, Powers, and Resources

1.1 Objectives

1.2 Independence

1.3 Legal framework

1.4 Enforcement powers

1.5 Legal protection

1.6 Information sharing

. Permissible Activities

. Licensing Criteria

. Ownership

. Investment Criteria

. Capital Adequacy

. Credit Policies

. Loan Evaluation and Loan-Loss Provisioning

. Large Exposure Limits

. Connected Lending

. Country Risk

. Market Risks

. Other Risks

. Internal Control and Audit

olielielielielielielielielielielielelielielelielielielle]

. Money Laundering

LC

. On-Site and Off-Site Supervision

LC

. Bank Management Contact

a

. Off-Site Supervision

LC

. Validation of Supervisory Information

LC

. Consolidated Supervision

. Accounting Standards

. Remedial Measures

. Globally Consolidated Supervision

24.

Host Country Supervision

25.
Establishments

Supervision Over Foreign Banks’

oNollelleollelle)

"' C: Compliant.

Y LC: Largely compliant.

% MNC: Materially non-compliant.
¥ NC: Non-compliant.

% NA: Not applicable.

E. Recommended Action Plan and Authorities’ Response to the Assessment

Recommended action plan

14. Table 3 sets out the actions recommended by the mission with respect to Bank
supervision. Note that the recommendations related to principles 15, 16, 18, and 19 are to
improve compliance with the Core Principles, while the other recommendations are more
technical ones for Principles already complied with. The mission considers the latter
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desirable measures for further refining bank supervision given, in particular, the role of
London as a major international financial center.

Table 3. Recommended Action Plan with Respect to the Basel Core Principles

Reference Principle

Recommended Action

CP 8 Loan evaluation and provisioning

Introduce periodic reports on asset quality.

CP 12 Market risks

Consider expanding the supervisory staff responsible for testing
banks’ market risks controls.

CP 13 Other risks

Develop a new approach to liquidity monitoring that will be
more aligned to banks’ own techniques for liquidity
management.

CP 15 Money laundering

IFSA to monitor annually a sample of anti-money laundering
reports from banks that have not been subject to on-site review.

CP 16 On-Site and Off-Site Supervision

See recommended actions under CPs 17, 18 and 19

CP 17 Bank management contact

Identify criteria for banks to notify the FSA of emerging
problems at an early stage. Establish off-site monitoring triggers
for the FSA to contact banks with emerging problems.

CP 18 Off-site supervision

Introduce regular reporting requirement for data on classified
and non-performing loans.

CP 19 Validation of supervisory information

Introduce a requirement for key supervisory returns to be
examined at least annually by external auditors. Extend listed
banks’ disclosure requirements to non-listed banks.

Authorities’ response to the assessment

15. The U.K. authorities consider that the FSAP assessment is valuable and clearly
demonstrates the U.K.’s very high degree of compliance with the Basel Core Principles.
They support the broad thrust of the FSAP mission’s findings and recommendations and find
them helpful in taking forward some existing strands of work. In particular, they agree with
the usefulness of developing a new approach to liquidity monitoring, and changes to their
existing approach are in train. There are a small number of recommendations where they
believe the current regime effectively fulfils the IMF’s requirements. There are also some
recommendations where further consideration will be required to effectively account for the
costs of implementing them relative to the benefit. Specific comments from the authorities on
the recommendations in the table above, are as follows:
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On CP 8, in line with their risk based approach to regulation, and the principle of proportionality, the
FSA indicated that it currently operates a selective process to reporting asset quality, i.e., if they have
concerns about an institution’s asset quality, or the possible deterioration of that asset quality, they
may ask the bank to provide regular info on asset quality. Their approach to this issue is being
considered under the currently ongoing data needs project, and would be considered in the same
context as CP 18.

On CP 12, they noted that the FSAP team has rightly recognized their need to focus most of their
resources, which are of course finite, on the institutions that have the largest combination of impact
and risk.

On CP 13, the authorities agreed with the usefulness of developing a new approach to liquidity
monitoring, and changes to their existing approach are in train. They have already consulted on
systems and controls requirements and it is planned to introduce these in summer 2004. They will also
consult on a framework of quantitative requirements for liquidity risk in summer 2003.

On CP 15, the authorities noted that they already monitor the reports of Money Laundering Reporting
Officers and have undertaken a specific study of reports from 75 banks. This program of work will
continue.

On CPs 16-19, in the context of a risk based approach, the authorities were of the view that, while
valid, some of the recommendations about the supervisory process in relation to these Principles
relating to on/off site supervision, management contact and validation of information, could be overly
prescriptive and less relevant to low impact banks (which account for only 0.02 percent of deposit
liabilities). They felt that, by and large their tools are adequate and it is doubtful whether the value of
extra reports on asset quality would outweigh the cost. Nonetheless, they are reviewing their data
needs requirements generally and exploring ways of strengthening baseline monitoring, including the
quality of data they receive from firms and the timeliness of notifications. (See also comment on
BCP 8). The recommendations will be considered in this context.

With respect to D firms [all low impact and low risk/medium low impact firms], in the authorities’
view, their new systems and processes deliver a robust, and appropriate supervisory regime for these
firms, which have a low RTO and they do not wish to overburden this sector with unnecessary or
disproportionate regulatory obligations.

Regarding CP 17, they noted that block one of the FSA handbook sets out senior management
responsibilities and the Principles for Businesses. These have the status of rules and apply to all firms.
One of these Principles requires firms to disclose appropriately anything that the FSA could reasonably
expect to be notified of. The authorities felt that providing detailed criteria and triggers for when firms
should contact or notify the FSA is unlikely to make firms more open. They already have a list of basic
events that must be notified and moving beyond this minimum could perversely restrict the issues on
which a firm feels it has to consider communicating, and also weaken senior management’s
responsibility to make considered judgments.

On CP 19, the authorities noted that the FSA checks the plausibility of comparisons and trend analysis
on financial returns from banks. Where there are concerns supervisors can request further information
or appoint a skilled person (under S 166 of FSMA) to verify the accuracy of information. Auditors
have a statutory duty to report to the FSA. Again, they are reviewing the recommended CP 19
requirement under the data needs project.
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II. TAIS INSURANCE CORE PRINCIPLES
A. General

16.  This is an assessment of the observance of the core principles of the International
Association of Insurance Supervisors (IAIS) in the United Kingdom (U.K.). Insurance is
supervised in the United Kingdom by the Financial Services Authority, an independent non-
governmental incorporated body limited by guarantee and operating under powers granted by
the Financial Services and Markets Act 2000. The assessment was conducted by Carl Hiralal,
Senior Director, Office of the Superintendent of Financial Institutions Canada,
Conglomerates Group, and Rodney Lester, Lead Specialist and head of the Insurance and
Contractual Savings practice in the Financial Sector Development Department of the World
Bank. Frank Engels , U.K. desk officer for the IMF provided early commentary on the
assessment and participated in the feedback sessions.

B. Information and Methodology Used for Assessment

17. This assessment has been based on the Insurance Core Principles Methodology (ICP)
of the TAIS dated October 2000, as modified by the joint IMF/World Bank assessment
template.

18. Given the highly developed nature of the U.K. insurance market, the current lack of
stability in certain segments of the market and the large exposure to international financial
activities, this assessment has been carried out on the basis of both the essential and
supplementary criteria underpinning each Core Principle. In addition the assessors relied on
the override provisions in the Methodology,' and applied standards appropriate to a leading
industrial country.” The United Kingdom is the first insurance market of global significance
to be assessed and provided special challenges. In particular it would have been possible to
provide observed ratings on most of the CPs if just the law and FSA model (especially once
rolled out) had been considered. The assessors view has been that this would not have added
value given the current transition stage in the evolution in FSA, particularly with regard to
supervision,® and would not have done justice to the importance of the U.K. insurance sector,

The key override provision comes under the heading ‘Comprehensiveness’ and states that ‘the assessment
must be conducted in sufficient depth to allow a judgment of whether criteria are fulfilled in practice, not just in
concept’.

2 It has been difficult to apply one set of (somewhat general) CPs to insurance and contractual savings markets
that vary from almost nonexistent to being comparable to the banking sector by some key measures. The Fund
and Bank have been considering options to deal with this variability, however, in the interim assessors have had
to use their own judgment in interpreting and assessing the standards.

* The regulatory model rests on a very explicit risk-based philosophy (or, more precisely, a framework focusing
on risk to the statutory objectives under FSMA); as discussed further below, the Tiner Report reflects the
application of this framework to insurance sector supervision.
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both domestically and internationally. Thus the assessment is based on the FSA as it was at
the date of the assessment when supervisory practices were still being developed and
resourced. In addition it needs to be explicitly stated that demanding benchmarks were
applied and this will need to be acknowledged in any comparison with other industrial
countries.

19. Major sources of information used for the assessment included the answers to the
questionnaire submitted by the IMF prior to the mission, a comprehensive self assessment
carried out by the Insurance Firms Division, information available from the FSA web site
including numerous consultation papers, comprehensive CD-ROM databases provided by
FSA, presentation material provided by FSA officers, statistical information provided by the
Association of British Insurers (ABI) and S&P Thesys, and background information
available from various professional firms and international industry intelligence services. In
addition extensive interviews were conducted with numerous officers in FSA and the various
governmental and regulatory bodies concerned with private pensions, senior management of
ABI and the National Association of Pension Funds (NAPF), members of relevant boards of
the Institute of Actuaries, senior chartered accountants and rating agency personnel, and a
wide range of senior management from the insurance sector, including Lloyds. All concerned
gave willingly of their time and were cooperative, and this added significantly to the
effectiveness of the insurance assessment team.

C. Institutional and Macroprudential Setting—OQOverview

20. The British insurance industry is venerable and large. With net premium income in
2000 of £174 billion or approximately 10 percent of the world market, it is the third largest
after the U.S. and Japan (although considerably smaller than either). See following table for
premiums data. It includes the most important cross-border non-life insurance markets in
Lloyds and the London Market, which together account for 65 percent of approximately
US$20 billion of annual global cross border general insurance premium flows (Source-
Sigma No. 6, 2001), and is a significant source of life insurance products for people resident
in other EU countries. Insurance penetration® at 15.8 percent is the highest in the world,
South Africa excepted. This penetration is driven largely by a strong imperative to save for
retirement in the U.K. given a relatively low (and declining) social security replacement
ratio.

21. The insurance industry also makes a significant contribution to the economy. It
employs in excess of 220,000 people directly and another 115,000 indirectly, accounting for
1.5 percent of total U.K. employment. It is an important contributor to the balance of
payments, with overseas earnings in 2000 approaching £7 billion (£8.7 billion in 1999), of
which the major element is insurance ‘exports’ (off shore insurance accepted or
intermediated by a U.K.-based insurer or broker). U.K. insurers are also active in foreign

* Premiums as a percentage of GDP, a widely accepted basis of comparison.



-53 -

markets; however this represents a relatively minor and reducing component of foreign
earnings. Net assets of overseas operations have fallen for three years in a row with the main
declines occurring in the U.S. and Europe, and only the few leading players continue to have
global ambitions.

Table 4. Gross Direct U.K. Sourced Premium Revenues

(in £ billions)
Life — Ordinary ~ Life - Industrial Non life
1990 32.8 1.4 18.3
2000 118.0 0.7 28.7
Source : ABI.
22. The U.K.-based insurers are, with self-administered pension funds, the most

important repositories of individual financial sector wealth. Of total FY 2000 financial assets
of households and related non-profits of £3 trillion, more than 50 percent is represented by
insurance policyholder related liabilities (Source National Statistics, Financial Statistics,
Table 12.1N). Total investment assets under management at the end of 1999 amounted to
slightly over £1 trillion and the life and pensions sectors were easily the major providers of
finance to government and private borrowers. When examined over time the long term
insurance sector has also been the most consistent source of new investment funds in the
economy, although given the stresses the industry is now experiencing (see below), this is not
guaranteed to be the case in the future. While a figure for ‘other’ company securities on issue
is not readily available, life insurers appear to account for a major part of the Sterling
commercial paper on issue.

23.  U.K. insurance companies and pension funds are under considerable stress given that
their income has been eroded by market risk. While balance sheet concerns remain, the
insurance sector is not likely to pose a systemic threat to the financial system. Owing to their
investment profile, U.K. insurers, most notably life insurers and pension funds, have been
specifically affected by the fall in stock prices and exceptionally low bond yields. Coupled
with long-term non-life claims, substantial losses related to September 11, and in some cases
mounting liabilities based on guaranteed annuities or defined-benefit schemes, the sector
constitutes a potential source of market risk, as insurers hold around a fifth of total U.K.-
quoted equities and could resort to asset sales to safeguard profitability and regulatory
capital. Growing balance sheet concerns in the insurance industry have been reflected in
increased supervisory activity, including suspensions and modifications to the FSA’s
resilience tests and enhanced monitoring of the financial modeling of insurers.
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Table 5. Insurance Sector Asset Allocation, end-1999

Cash &  Gilts UK. Foreign Foreign  U.K. Unit  Other  Property  Total

Equities Corporate  Corporate Gilts Loans Trusts
Securities ~ Securities

Long 50.1 123.6 467.3 81.3 21.8 9.3 83.7 28.5 51.0 916.6
Term

(£bill)

% 5.5 13.5 51.1 8.9 2.3 1.0 9.1 3.1 5.5 100
General 6.0 13.9 18.8 10.3 14.0 1.4 1.3 22.9 1.7 90.3
(£bill)

% 6.6 15.4 20.9 11.4 15.6 1.5 1.4 25.3 1.9 100
Source: ABI'

1/ ABI is one good source of summary information on insurance industry developments but this is oriented to
turnover and assets rather than detailed financial analysis. S&P Thesys is one good source of financial analysis.
The U.K. regulatory returns tend to be liability oriented and insurers have traditionally been given considerable
leeway in terms of submission time, although this has recently been tightened. Although most regulatory returns
are still filed in paper form, firms now have the option to file electronically. Returns for individual companies
are publicly available from Companies House.

Table 6. Holdings of U.K. Securities 1998
(% of outstanding value)

Life Insurers Non Life Insurers Pension Funds
U.K. Gilts 43.0 5.5 30.6
U.K. company shares 20.3 0.9 22.3

Source: ONS

D. General Preconditions for Effective Insurance Supervision

24, The United Kingdom has a well developed judicial system with a reputation for
probity and professionalism. Civil commercial matters are normally heard in one of the
divisions of the High Court, with appeal processes available through the Court of Appeal
and, if accepted, the House of Lords. The senior EU Court is the European Court of Justice
and it has similar professional standing to the English upper courts. The legal system is based
on case law and domestic and EU legislation. As the United Kingdom has no written
constitution, Parliament is the supreme domestic law making body, however as a general
principle EU law overrides domestic law under the Treaty of Rome. EU directives agreed by
the Council of Ministers and the European Parliament must usually be implemented into
national law by member states. International Insurance Law can in many ways be said to be
based on U.K. case law given the jurisdiction’s long history of insurance actions and
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settlements. Many insurance contracts around the world continue to be subject to English law
and from a regulatory point of view the legal and judicial precondition could hardly be better
satisfied.

25. The professions important to the financial sector are also well developed in the U.K.
and are subject to full liability for breach of duty. There are in excess of 65,000 practicing
chartered accountants in the U.K. many of which are insurance specialists. In addition there
are approximately 3,000 actuaries active in the United Kingdom, all of which are expected to
maintain minimum levels of continuing professional training. Both professions have world
class qualification and accreditation requirements and are seen as best practice resources by
educators and professionals in many other countries. Again it is hard to imagine a better level
of satisfaction of a precondition for effective regulation and supervision.

26. One idiosyncratic feature of the U.K. environment is that there is no insurance
accounting standard. Instead there is a Statement of Reporting Principles (SORP), largely
worked out by the insurance sector on a modified regulatory reporting basis, but informed by
general company reporting requirements, and with no objection from the Accounting
Standards Board (which in the U.K. has the right to issue standards on its own authority,
although under the guidance of the Financial Reporting Council). As a general rule the ASB
has taken a limited interest in the financial sector allegedly because of the major scope for
disagreement over reporting principles: the assessors were advised that the imposition of IAS
in the EU in 2005 will to a large extent supplant the ASB role and that the U.K. will then be
in a position to enforce an appropriate modern approach, which is still evolving. The IASB is
still engaged in resolving the contentious issue of the valuation of liabilities arising from
insurance contracts. In the interim there is ongoing scope for there to be up to three different
sets of accounts struck within the United Kingdom for a long-term insurer (regulatory,
modified regulatory, and assessed value).

27. The auditing profession is also well established. External auditors need to be
members of recognized supervisory organizations and remain eligible to be a member under
the rules of that organization (leading to a practicing certificate). Recognized organizations
have to ensure that all their members are ‘fit and proper’ and that audit processes are carried
out in a professional manner and with integrity. The role of the external auditor is
increasingly taking on a prevention and detection role and the FSA’s regulatory model seeks
to build on this. The main coordinating body for the six U.K. accounting bodies, the CCAB,
is a recognized supervisory body. The assessment team was not able to determine the level of
performance of the internal audit function within the insurance sector; however, anecdotal
evidence pointed to considerable variation in levels of competence and awareness of the risk
based approach. A number of large insurers now employ distinct full time compliance teams
with high level reporting lines.

28. A relatively unique aspect of the FSA model is its rejection of the twin peaks model
where market conduct and prudential supervision fall under different regulators and/or
supervisors. Thus many officers in FSA have a joint responsibility to consider the financial
strength of an institution at the same time as they are ensuring that its customers are being
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treated fairly. This integrated role can potentially place substantial demands on FSA
supervisors if other parts of government also make decisions which affect this trade off.

29. The regulatory environment is in a process of rapid transition with the consolidation
of at least nine former regulators into an independent FSA. While the reasons for this are
well known and well founded there is a need to ensure that the circumstances which have
made the U.K., and London in particular, the insurance center of the world, are not
fundamentally altered. Prior to the formation of FSA the key formal insurance regulators was
DTTI and subsequently HMT, in both cases advised by the Government Actuary’s Department
(GAD). These were seen to have a light regulatory touch (although the informal rules were
well understood by the market) and in practice the role of rating agencies formed a third,
market based form of regulation, providing an additional effective influence on governance
in the general insurance segment.” This has been supplemented by the central role of the
appointed actuary in the long term sector. Overriding all of this has been the growing
governance roles of directors and managers, supported by the internal and external audit
functions.

30. The U.K. authorities are in the process of strengthening their approach to insurance
regulation along the lines of their risk-based approach to supervision. The creation of the
FSA as a single regulator revealed significant differences between the supervision of
insurance and other financial sectors regarding similar types of risk. The so-called Tiner
project has been initiated to implement and take forward a risked-based approach to
insurance supervision where regulatory attention focuses on firms and activities likely to
pose the greatest risk to the achievement of the regulator’s statutory objectives. This has
already been reflected in the inclusion of major life and non-life offices in the Major
Financial Groups Division (MFGD) of the FSA which conducts integrated regulation and
supervision of the most important market participants. The Tiner project also aims at
improving the prudential and conduct of business regimes for insurers, notably an increased
focus on the firms’ strategies, quality of management and systems and controls; an improved
disclosure and financial reporting regime; and a more proactive prudential regime with less
reliance on desk-based analysis of financial returns.

31. The U.K. easily satisfies the preconditions for a full assessment.
E. Principle-by-Principle Assessment

32. As to the main findings of the mission regarding insurance supervision, the key issue
is that FSA’s interim regime presently lacks a sufficient degree of experienced on site
examination capacity. In addition greater precision in defining what is required of
management and boards is desirable as many smaller institutions in particular will not be

> Private agencies are the best source of detailed financial performance data and analysis on the insurance
sector, although at a substantial cost for the average consumer. Individual company information is available but
this is likely to be opaque to most consumers.
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familiar with modern risk management concepts. Thus, while the assessors agree that the
FSA’s objective of placing more governance and internal control responsibilities on

insurance firms’ boards and management is highly desirable, they strongly feel that more
independent assessment of the effectiveness of firms’ systems and controls is warranted.

33. At present there is no guarantee that a sufficiently comprehensive review of the
appropriateness of firms’ risk management systems, asset allocation limits, internal controls,
capital and reserves, and reinsurance programs will take place in light of the nature and
amount of business underwritten: this is particularly the case where bank based large groups
containing significant insurers are involved, or bank supervisors have been given very large
insurance based groups to supervise and assimilate. This skills requirement will become even
more evident when the envisaged risk-based approach to supervision (together with fair value
accounting) is introduced, as this will inevitably require the ability to review complex
simulations using model offices. As a consequence, the FSA should take steps to ensure that
the risk review team, on which the large group supervisors draw, formally contains (either as
establishment or through a solid line matrix) specialist insurance expertise in areas such as
reinsurance, actuarial modeling and long-tail non-life claims, in addition to generalist
insurance people. Some of these skills are scarce (for example non life actuarial skills) and
long term consulting or staff exchange programs may be appropriate.

34.  Interms of the current interim supervisory model, the present desk-based analysis of
returns does not appear to adequately capture the risks of underlying exposures, again largely
because of the availability and disposition of the requisite skills. Consequently, the assessors
are of the view that the IAIS CPs 5, 6, 7, and 12 are broadly rather than fully observed. The
mission also confirms the authorities’ self-assessment that CP 13, as formulated, is materially
non-observed, given the limited reliance on onsite inspections under the current practice,
while the core principles call for detailed onsite reviews of books, records, accounts and
other documents. By contrast the assessors feel that the standards achieved in the U.K. under
the governance and market conduct CPs constitute very good examples of international best
practice.

35.  Itis the assessors’ understanding that the FSA is currently in the process of rolling
out new risked-based modalities for prudential supervision (and related market conduct
supervision in the case of with profits contracts) of insurance markets and building the
available insurance skills base. These actions are based on the findings of the Tiner report
and will operate within the overarching risk based philosophy and methodology which has
been developed in the last three years. This program is expected to remedy most of the noted
shortcomings on the prudential side. As a consequence, the recommendations which appear
below are intended to work within this new framework, while emphasizing the unique (and
in many cases highly indeterminate) nature of many insurance balance sheet risks.

Table 7. Detailed Assessment of Observance of the IAIS Insurance Core Principles
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Principle 1.

Organization of an Insurance Supervisor
The insurance supervisor of a jurisdiction must be organized so that it is able to accomplish its
primary task, i.e., to maintain efficient, fair, safe, and stable insurance markets for the benefit and
protection of policyholders. It should, at any time, be able to carry out this task efficiently in
accordance with the Insurance Core Principles. In particular, the insurance supervisor should:
— be operationally independent and accountable in the exercise of its functions and powers;
— have adequate powers, legal protection, and financial resources to perform its functions
and exercise its powers;
— adopt a clear, transparent, and consistent regulatory and supervisory process;
— clearly define the responsibility for decision-making; and
— hire, train, and maintain sufficient staff with high professional standards who follow the
appropriate standards of confidentiality.

Description

The responsibilities and objectives of the Financial Services Authority (FSA) as the regulator and
supervisor of insurers are set out in the Financial Services and Markets Act 2000 (FSMA). In
discharging its general functions, the FSA is required to act in a way that is compatible with the
regulatory objectives.

The regulatory objectives are: (a) maintaining confidence in the financial system; (b) promoting
public understanding of the financial system; (c) securing the appropriate degree of protection for
consumers; and (d) reducing the extent to which it is possible for an authorized business to be
used for a purpose connected with financial crime.

The FSA functions as a public authority by virtue of statutory powers granted by the FSMA, but
is operationally independent having been established as a private company limited by guarantee.
It is responsible for its own budget and is financed by direct levies on the industry. The FSA has
the ability to hire and maintain staff with the appropriate skills and is responsible for its own staff
remuneration policy. It is also required to have regard to the principles of good regulation
specified in the FSMA, such as the need to use its resources in the most efficient and economic
way.

The FSA’s Handbook of rules and guidance (“the Handbook™) is publicly available: changes in
the rules are subject to consultation. A decision-making manual forms part of the Handbook. The
FSA makes and maintains effective arrangements with consulting practitioners and consumers on
the extent to which its general policies and practices are consistent with its general duties. It also
maintains separate practitioner and consumer panels.

The FSMA grants the FSA wide powers to take action against insurance firms which do not
comply with the requirements set out in the Act, secondary legislation under the FSMA and the
rules set out in the Handbook.

Under the powers of intervention of the FSMA, actuarial or general investigations into insurers
may be ordered. These may be undertaken by third parties with the required skills. The FSA is
able to recruit expert assistance when needed.

The FSA Code of Conduct sets out clear rules on dealing with insurance companies and conflicts
of interest. When staff are appointed to the FSA, they are required to provide details to an Ethics
Officer of all significant relationships that may be relevant to their work. Changes in this
information must be notified. Similarly, direct holdings of shares in regulated firms need to be
notified to the Ethics Officer and the information updated. Staff cannot themselves hold or deal
in shares and related investments of the institutions they supervise. Nor can they accept gifts
other than of a token kind, or excessive hospitality.
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The FSMA provides that the FSA and any person who is, or is acting as, a member officer or
member of staff of the FSA, is not to be liable for damages regarding anything done or omitted in
the discharge, or purported discharge, of the FSA’s functions. However, this protection does not
apply if the act or omission is shown to have been in bad faith, or unlawful.

Assessment

Observed

Comments

Officially, the FSA became an integrated regulator on December 1, 2001. Consistent with the
powers granted under the FSMA, the FSA is organized and operates in a manner that ensures that
it is able to comply with its regulatory mandate. The essential elements of this core principle
have been met but the competitive pressures faced by insurers are increasing. The resulting
supervisory challenges the FSA faces in the insurance sector will no doubt require increased
emphasis on resource needs and staff training and development.

The FSA should consider strengthening its core insurance expertise to include individuals with
significant experience in reinsurance, actuarial science and long tail, non life claims. The
addition of these individuals would likely be organized in a matrix structure. The availability of
their technical skills to all supervisors, particularly those working within MFGD, should be
actively promoted within the FSA.

The inclusion of the larger insurance firms within MFGD promotes consistent, consolidated
supervision. However, since some of these insurance firms are supervised by staff whose
background is in banking, the FSA runs the risk—at least transitionally--that these supervisors
may not always recognize when staff, with the insurance expertise described above, may be
required. The fundamental importance of the insurance risk liabilities for balance sheet and
profit/loss accounting purposes (both statutory and published) underlines the seriousness of this
point. Since the initial assessment was undertaken, further insurance experience has been gained
in the MFGD teams, and the overall availability of insurance skills and expertise within the FSA
has been enhanced.

Principle 2.

Licensing
Companies wishing to underwrite insurance in the domestic insurance market should be licensed.
Where the insurance supervisor has authority to grant a license, the insurance supervisor:

— in granting a license, should assess the suitability of owners, directors, and/or senior
management, and the soundness of the business plan, which could include proforma
financial statements, a capital plan, and projected solvency margins; and

— in permitting access to the domestic market, may choose to rely on the work carried out by
an insurance supervisor in another jurisdiction if the prudential rules of the two
jurisdictions are broadly equivalent.

Description

The effecting and carrying out of contracts of insurance as a principal is a regulated activity in
the U.K. and requires authorization. The FSA must ensure that applicants satisfy and will
continue to satisfy the "threshold conditions" set out in the FSMA in relation to all of the
regulated activities for which they will have permission. There are five general Threshold
conditions, covering legal status, location of offices, close links, adequate resources and
suitability.

The threshold conditions represent a framework against which an applicant can be thoroughly
assessed on all relevant criteria. In that framework, an assessment is made of appropriate
financial resources and projected solvency, adequate systems and controls, integrity and
competence of senior management, directors and controllers, and the applicant's regulatory
history. As part of the assessment of whether an applicant satisfies and will continue to satisfy
the threshold conditions, the FSA considers whether the applicant is ready, willing and organized
to comply with the regulatory requirements to which it will be subject if it is granted permission.
Permission to carry on regulated activities may be accompanied by specific requirements placed
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on the insurer.

Insurers appropriately authorized in another EEA Member State may operate in the U.K. through
a branch or on a cross-border services basis under a passport arrangement, based on the common
standards of supervision established under the EU Insurance Directives.

Assessment

Observed

Comments

The FSA has well developed policies and procedures in place to ensure that any insurer wishing
to operate in the U.K. meets the stated regulatory requirements.

Principle 3.

Changes in Control

The insurance supervisor should review changes in the control of companies that are licensed in
the jurisdiction. The insurance supervisor should establish clear requirements to be met when a
change in control occurs. These may be the same as, or similar to, the requirements which apply
in granting a license. In particular, the insurance supervisor should:

— require the purchaser or the licensed insurance company to provide notification of the
change in control and/or seek approval of the proposed change; and

— establish criteria to assess the appropriateness of the change, which could include the
assessment of the suitability of the new owners as well as any new directors and senior
managers, and the soundness of any new business plan.

Description

Under existing legislation, a person proposing to take control of or vary its existing control over
an insurance firm must notify the FSA. The insurance firms are also required to notify the FSA
of any changes in control. The FSA has the power to object to changes in control. The specific
documents that the insurers have to submit depend on the licensing requirements of the
jurisdiction and are consistent with the documentation required for new license applications.

When a change in control occurs, the suitability of the new owners, directors and senior
managers, and the soundness of any new business plan are checked. Where changes to business
strategy are proposed these too will be assessed. The normal process would involve the
consideration of the proposed business strategy against the existing business strategy and the
assessment of the likely benefits/drawbacks. In the case of life insurers the actuarial advice
provided by the FSA’s actuarial department would be a critical consideration.

In deciding whether the approval requirements are met, the FSA must ensure that the insurance
firm satisfies and will continue to satisfy the Threshold conditions which are the same standards
that apply to those who seek to obtain permission to carry on insurance business for the first
time.

Assessment

Observed

Comments

The FSA has well-developed systems and procedures in place to address issues relating to
changes in control.

Principle 4.

Corporate Governance
It is desirable that standards be established in the jurisdictions which deal with corporate
governance. Where the insurance supervisor has responsibility for setting requirements for
corporate governance, the insurance supervisor should set requirements with respect to:

— the roles and responsibilities of the board of directors;

— reliance on other supervisors for companies licensed in another jurisdiction; and

— the distinction between the standards to be met by companies incorporated in his

jurisdiction and branch operations of companies incorporated in another jurisdiction.

Description

In respect of firms regulated by the FSA, there is a range of rules relevant to corporate
governance. These rules are elaborated in Principles (eleven in total) which are fundamental
obligations placed on firms, and derive from the FSA’s general rule-making power in the FSMA.
However, they do not apply where the matter in question falls under the firm’s Home State
regulator under EC Directives.
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A firm is also required to satisfy, and continue to satisfy threshold conditions in order to be given
and to retain its permissions under the Act. The FSA must ensure that a firm satisfies and will
continue to satisfy the Threshold conditions in relation to each regulated activity for which it has,
or will have, permission. In addition to conditions governing the legal form of insurance
companies, the threshold conditions require that the resources of the person concerned must, in
the opinion of the FSA, be adequate in relation to the regulated activities that he/she seeks to
carry on, or carries on. In reaching its opinion, the FSA may take into account the person’s
membership of a group and the effect which that membership may have. If it appears that an
authorized person is failing, or likely to fail, to satisfy the Threshold conditions, the FSA may
take action to vary or revoke the firm’s permissions.

The threshold conditions are complemented by high level systems and control requirements,
which include the encouragement of firms’ directors and senior managers to take appropriate
practical responsibility for their firms’ arrangements on matters that impinge on the FSA’s
functions under the FSMA. The FSA is not primarily concerned with risks that threaten only the
owners of a financial business except, in so far as those risks may have an impact on the FSA’s
mandate. The FSA, however, does recognize the need to balance the unique interests of
shareholders and consumers alike.

In addition to the high level systems and controls noted above, the FSA has in place an Approved
Persons’ Regime, which requires certain individuals within all financial services companies,
including the directors and many senior managers, to remain fit and proper (FIT) and to comply
with certain standards of behavior set out in Statements of Principle for Approved Persons and a
Code of Practice (APER). The tone and layout of APER is similar to the Principles for
Businesses and it describes seven Principles that govern the performance of the director’s or
senior manager’s role. These include personal elements like due skill, care and integrity as well
as the organization and control of the areas of business under the individual’s direct control.

Assessment

Observed

Comments

The FSA, which has considerable rule-making power under the FSMA, has in place a
comprehensive set of rules and guidelines for use by its supervised firms and its own staff and
these are consistent with the requirements of this core principle. Nevertheless, two
recommendations are presented below.

The FSA should consider making it mandatory for a Financial Condition Report (FCR) to be
signed off by the Board and subsequently made available to the FSA. The Board should take
responsibility for the analysis of the FCR and ensure that the level of resilience/scenario testing
is appropriate to the complexity and size of the organization. The FSA may wish to work closely
with the appropriate professional bodies and develop guidance for use by supervised firms when
preparing the FCR.

At the conclusion of every review of high impact firms, senior officials from the FSA should
meet formally with the audit committees to review and present the management letter points. At
these meetings, it is good practice to request an in camera meeting with only the non-executive
members of the audit committee.

Principle 5.

Internal Controls
The insurance supervisor should be able to:

— review the internal controls that the board of directors and management approve and apply,
and request strengthening of the controls where necessary; and

— require the board of directors to provide suitable prudential oversight, such as setting
standards for underwriting risks and setting qualitative and quantitative standards for
investment and liquidity management.

Description

The FSA’s eleven Principles for Businesses apply to some aspects of internal control. These
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principles cover a wide array of topics and are fundamental obligations placed on firms, deriving
from the FSA’s general rule-making power in the FSMA.

In addition, threshold conditions represent the minimum conditions which a firm is required to
satisfy, and continue to satisfy, in order to be given and to retain their permissions under the Act.
The FSA must ensure that a firm satisfies and will continue to satisfy, the Threshold conditions
in relation to each regulated activity for which it has, or will have, permission.

Assessment of a firm’s internal controls is through a combination of off-site and on-site
monitoring; however, the emphasis is on off-site monitoring. This assessment process determines
whether the firm has taken reasonable steps to identify all risks of regulatory concern that it may
encounter in conducting its business, and has installed appropriate systems and controls and
appointed appropriate human resources to manage them prudently at all times.

Firms are required to notify the FSA of any proposed restructuring, reorganization or business
expansion which could have a significant impact on the firm’s risk profile, and any significant
failure in the firm’s systems or controls, including those reported to the firm by the firm’s
external auditor.

Assessment

Broadly Observed

Comments

Based on current practices, this core principle is rated Broadly Observed; however, when the new
risk-based methodology is implemented in the insurance sector, the requirements of this principle
will be met. Essential Criteria # 1 is the primary reason for the assigned rating.

The completeness, appropriateness and effectiveness of a firm’s internal controls and systems are
fundamental to its on-going viability and competitive position in the industry. The FSA’s
requirements on systems and controls provide good guidance for the industry and, when
implemented effectively, should foster a strong internal control discipline by senior management
and the Board. However, the effectiveness of these controls and systems need to be
independently reviewed and tested from time to time. Currently, only limited independent, on-
site reviews are carried out.

Again, the level of review needs to be enhanced, in order to ensure that systems and controls are
effective. One way to accomplish this is to consider more effective use of external checks and
balances. This could include the use of auditors, skilled persons and supervisors. Operational
risk, in particular, is most effectively assessed in the field, and working in the field also affords a
unique opportunity for supervisors to develop a better understanding of the firm’s operations.
The FSA is strongly encouraged to devote more attention to this aspect of supervision in the
future.

The increasing pressures on insurance firms require management to pay more attention to risk
management practices. In the current environment, most firms, particularly those in MFGD, are
strengthening their risk management practices; however, where this is not true, the FSA should
consider encouraging those firms to do so. Possible actions that could be taken by such firms
include the establishment of a risk management function and a risk committee of the Board.

Management letters issued by the FSA to a firm are important pieces of correspondence that
usually deal with prudential issues which are also of interest to a firm’s auditors. Many firms
routinely provide copies of management letters to their auditors, but this is not done consistently.
The FSA may wish to standardize its procedures for management letters by including a
requirement that firms provide a copy to their auditors on a timely basis.
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Principle 6.

Assets

Standards should be established with respect to the assets of companies licensed to operate in the
jurisdiction. Where insurance supervisors have the authority to establish the standards, these
should apply at least to an amount of assets equal to the total of the technical provisions, and
should address:

— diversification by type;

— any limits, or restrictions, on the amount that may be held in financial instruments,
property, and receivables;

— the basis for valuing assets which are included in the financial reports;

— the safekeeping of assets;

— appropriate matching of assets and liabilities; and

— liquidity.

Description

The FSA’s Principles for Business include that a firm must maintain adequate financial
resources. Rules also provide comprehensive guidance for firms to follow when dealing with
important issues such as asset diversification, matching of liabilities in any particular currency by
assets in that currency, provisions relating to the location of assets, adequate spread, the
separation of the assets and liabilities, method of valuing assets, and the extent to which an asset
may be taken into account for prudential purposes.

The FSA requires firms to have in place suitable control and management information systems to
enable the company to implement an appropriate investment strategy. The investment strategy
should be reflected in clear terms of reference by the company to its investment managers, who
must be qualified and competent to carry out their assigned task and whose remuneration
package should be consistent with that strategy. The work of the investment managers should be
monitored sufficiently closely to ensure that the company's strategy is being followed.

Also, a life insurance company must at all times identify the assets held by it which it considers
to be the most suitable to cover its obligations; and make prudent provision for the effect on the
amount of its excess assets of adverse variations between the value of the assets identified and
the value of the assets which it may be obliged to deliver to meet its obligations. Life insurers
must apply resilience tests for which guidance is laid down by the FSA. The Integrated
Prudential Sourcebook that the FSA intends to bring in will introduce similar controls for non-
life insurers.

In the case of life insurers, the appointed actuary plays a significant role in ensuring that the
insurer has made proper provision in respect of its liabilities, and in monitoring the risks the firm
runs where these are material to the firm’s ability to meet its liabilities to policyholders.

Each year, as part of the annual returns, Directors are expected to certify that the company’s
systems and controls comply with the FSA’s requirements. The ‘reasonableness’ of the
Directors’ certification of compliance is subject to external audit opinion. These reports are
reviewed by the FSA, and supervisors may also seek to verify directly with the firm that
adequate controls exist.

Assessment

Broadly Observed

Comments

Based on current practices, this core principle is rated as Broadly Observed; however, the
implementation of the proposed risk-based methodology will result in this principle rated as
Observed. Essential Criteria 4, 5 and 7 are the primary reasons for the assigned rating.

As described above, the FSA has strong standards and rules governing the assets held by a firm
to cover its liabilities. These rules cover the essential elements of asset management, such as the
establishment of investment policy, valuation, safe keeping, matching of assets and liabilities and
the existence of adequate internal controls. Tightly controlling risks (market, credit, liquidity
operational and legal) associated with investment activities is of particular significance in an
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insurance firm as they could affect the determination and on—going sufficiency of the technical
provisions.

The review of a firm’s risk management policies and systems, internal controls and internal audit
programs usually requires specialized expertise and is best assessed in the field. More balance
between desk review and independent testing on site is required in order to meet the
requirements of this core principle which are demanding. The new risk-based methodology,
which is currently being developed, will meet this objective but, at present, it is not being
achieved in a consistent manner.

Principle 7.

Liabilities

Insurance supervisors should establish standards with respect to the liabilities of companies
licensed to operate in their jurisdiction. In developing the standards, the insurance supervisor
should consider:

— what is to be included as a liability of the company, for example, claims incurred but not
paid, claims incurred but not reported, amounts owed to others, amounts owed that are in
dispute, premiums received in advance, as well as the provision for policy liabilities or
technical provisions that may be set by an actuary;

— the standards for establishing policy liabilities or technical provisions; and

— the amount of credit allowed to reduce liabilities for amounts recoverable under
reinsurance arrangements with a given reinsurer, making provision for the ultimate
collectability.

Description

The FSA’s power to prescribe standards for establishing technical provisions and other liabilities
derives from its rule making powers under the FSMA. Insurers must maintain such accounting
and other records as are necessary for identifying the liabilities attributable to each kind of
business it carries on.

The Interim Prudential Sourcebook for Insurers covers the identification and application of assets
and liabilities relating to long-term business. Long-term liabilities must be determined on the
basis of actuarial principles, having regard to the reasonable expectations of policyholders and
relevant actuarial guidance, and make proper provision for all liabilities using prudent
assumptions that include appropriate margins for adverse deviation of the relevant factors.

In the case of non-life insurance, the responsibility for establishing prudent technical provisions
and provisions for other liabilities rests first and foremost on the management of the insurance
company and its advisers. The U.K. legislation does not generally lay down precise rules on how
non-life liabilities are to be calculated. The accounting profession has developed statements of
recommended practice, and independent auditors must certify that the reserves have been
established in accordance with regulatory requirements and professional standards. The core
requirement is that the reserves should be sufficient to meet liabilities in all reasonably
foreseeable circumstances. The various sorts of technical reserves that a non-life insurance
company should establish are defined in the Companies Act 1985. Discounting of outstanding
long tail claims is allowed within a clearly defined framework.

The annual return provided by insurers, including information on technical provisions and an
abstract of the appointed actuary’s valuation report, are examined by the FSA. Where there are
concerns that the technical provisions have not been appropriately calculated, the supervisory
authority can use its powers of intervention to require an actuarial or general investigation. The
FSA may assess the adequacy of the technical provisions through on or off-site monitoring or a
combination of the two. It also has the power to require reports by skilled persons into the
adequacy of the technical provisions granted by the FSMA.

Regarding reinsurance use, insurers may take credit for reinsurance recoveries up to the amounts
reasonably expected to be recovered. However, in the solvency margin calculation, insurers are
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only allowed to take credit for reinsurance recoverables up to a maximum of 50 percent.

Assessment

Broadly Observed

Comments

This core principle is rated as Observed for the life firms and Broadly Observed for the non-life
firms. While the FSA’s supervisors are likely to identify problems related to long-tail, non-life
claims, the scarcity of qualified non life personnel makes it difficult to perform the required
follow up. The U.K. is assessed as not being fully compliant with Essential Criteria # 3.

The nature of the non-life liabilities makes it increasingly important to establish rules and
guidance for use by supervised firms. Long-tail non-life liabilities should be subject to a rigorous
overview by the appropriate mix of professional bodies at the insurer level. Input from this multi-
discipline professional team should be considered in the development of the Financial Condition
Report.

The determination of policy liabilities in life firms is a highly specialized task and involves the
use of considerable judgment by the appointed actuary. Judgment is required even though the
appointed actuary is required to calculate the policy reserves within the guidelines set out by the
professional body. Judgment is particularly critical for some products as results are highly
sensitive to certain assumptions and slight variations can result in material differences in reserve
balances.

For these reasons the assessors believe it would be good practice to require the implementation
of a peer review process and the FSA may want to work with the Institute of Actuaries or other
relevant professional bodies to implement such a review. Depending on the company-specific
situation, a multi-discipline team may be required to do the review.

Principle 8.

Capital Adequacy and Solvency

The requirements regarding the capital to be maintained by companies which are licensed, or
seeking a license, in the jurisdiction should be clearly defined and should address the minimum
levels of capital or the levels of deposits that should be maintained. Capital adequacy
requirements should reflect the size, complexity, and business risks of the company in the
jurisdiction.

Description

FSA rules require both life and non-life insurers to maintain a margin of solvency. The basic
obligations reflect the EU solvency and minimum capital requirements. Whilst larger companies
are clearly required to have larger solvency margins in absolute terms under these provisions,
different levels of complexity or business risks are not currently reflected in specific EU or U.K.
solvency requirements - except to a very limited extent in the fixed minimum capital
requirements. The FSA nevertheless seeks to ensure, and has the powers to require and enforce,
that individual companies maintain solvency margins appropriate to the nature of their business,
which in many cases are several multiples of the EU requirements. The powers under the FSMA
may be used to set an individual requirement for an insurer necessitating that they maintain a
particular level of financial resources.

The financial returns made to the FSA, provide the necessary information to allow the supervisor
to monitor assets, liabilities and compliance with the solvency margin requirements. The FSA
reviews and analyses the returns, and investigates any problems identified with the firms
concerned. The FSA may also examine these areas through on-site inspections.

The directors of an insurance company have to certify in respect of the annual return to the FSA
that the company has maintained the required margin of solvency throughout the financial year in
question. The auditor, in the report they are obliged to produce, is required to provide their
opinion whether it was reasonable for the directors to have made the statement.

Given the international nature of the U.K. insurance market, the ability to share prudential
information with other regulators is of critical importance. The Financial Services and Markets




- 66 -

Act 2000 (Disclosure of Confidential Information) Regulations 2001, contains gateways
permitting the exchange of supervisory information with other insurance supervisory authorities.

Assessment

Observed

Comments

In May 2002 the FSA issued consultation paper 136 “Individual Capital Adequacy Standards”
which will result in a comprehensive review of the capital requirements for all firms, including
the informal rules currently used by non-life firms.

For non-life firms, the capital requirement is a combination of formal and informal requirements.
The formal requirements are set out in the EU Directives. There are adjustments for reinsurance,
based on actual recoveries and subject to a maximum reduction of 50 percent.

The informal requirement is determined based on “rules of thumb” which have emerged such as
200 percent of minimum requirements for less risky lines of business while for more risky lines,
the norm is about 300 percent to 400 percent of minimum requirements. More formalized risk-
based capital rules are clearly required and this is recognized by the FSA.

Principle 9.

Derivatives and ‘Off-Balance Sheet’ Items

The insurance supervisor should be able to set requirements with respect to the use of financial
instruments that may not form a part of the financial report of a company licensed in the
jurisdiction. In setting these requirements, the insurance supervisor should address:

— restrictions in the use of derivatives and other off-balance sheet items;
— disclosure requirements for derivatives and other off-balance sheet items; and
— the establishment of adequate internal controls and monitoring of derivative positions.

Description

FSA rules set out the principles governing the use of derivatives by insurers, and these are
supplemented by guidance dealing with systems and controls over investments with particular
reference to the use of derivatives. The U.K. approach seeks to ensure that derivatives are not
used in a way that is speculative or which might have the effect of weakening the company
materially.

Guidance issued by FSA covers the standards to be achieved by companies’ systems and
controls. This includes the requirement for insurers to have in place written guidelines on the use
of derivatives which must be approved by the Board, and must be consistent with the company’s
agreed investment strategy. The following must be addressed in the guidelines: objectives and
policies for use of derivatives, types of instrument, the establishment of prudent limits, exposures
and volumes, competence and qualifications of staff, and the segregation of functions.

Directors are required to ensure derivatives use is monitored and in line with the objectives and
policy contained in the guideline. Directors must also ensure that risk management and control
systems are capable of analyzing and monitoring the risk of all transactions undertaken by the
organization individually and in aggregate.

Each year, as part of the annual returns, Directors are expected to certify that the company’s
systems and controls comply with the FSA’s requirements. The ‘reasonableness’ of the
Directors’ certification of compliance is subject to external audit opinion.

The annual returns provide the basis for off-site monitoring of the adequacy of the internal
controls over derivatives. The controls may also be checked on-site, and in this respect the FSA
expects to make increasing use of its market risk review team.

Every insurer must attach to the annual return covering their balance sheet, profit and loss
account and revenue account a statement comprising a brief description of any investment
guidelines followed by the insurer for the use of derivative contracts and of other matters
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concerning the use of derivatives.

Assessment

Observed

Comments

FSA rules set out the principles governing the use of derivatives by insurers, and these are
supplemented by guidance dealing with systems and controls over investments with particular
reference to the use of derivatives.

The U.K. approach seeks to ensure that derivatives are not used in a way that is speculative or
which might have the effect of weakening the company materially.

Principle 10.

Reinsurance

Insurance companies use reinsurance as a means of risk containment. The insurance supervisor
must be able to review reinsurance arrangements, to assess the degree of reliance placed on these
arrangements and to determine the appropriateness of such reliance. Insurance companies would
be expected to assess the financial positions of their reinsurers in determining an appropriate
level of exposure to them.

The insurance supervisor should set requirements with respect to reinsurance contracts or
reinsurance companies addressing:

— the amount of the credit taken for reinsurance ceded. The amount of credit taken should
reflect an assessment of the ultimate collectability of the reinsurance recoverable and may
take into account the supervisory control over the reinsurer; and

— the amount of reliance placed on the insurance supervisor of the reinsurance business of a
company which is incorporated in another jurisdiction.

Description

FSA’s rules require insurers to report to the supervisory authority on their reinsurance
arrangements. This information is analyzed with respect to the appropriateness of the programme
and the security provided. Non-life insurers have to provide statements covering their major
reinsurers, both treaty and facultative. These statements include information on any connections
the insurer might have with the reinsurer; the amount of reinsurance payments payable; and the
amount of anticipated recoveries to the extent that these have been taken into account by the
company in determining the reinsurers’ share of the technical provisions in respect of claims
outstanding. In addition, companies have to provide a detailed statement of the business ceded.

Reinsurers are subject to direct regulation in the United Kingdom, in addition to the supervision
applied through the review of the reinsurance cessions of direct insurers. Primary insurers that
accept reinsurance risks are supervised in respect of the whole of their business. The supervision
of reinsurers is carried out in broadly the same manner as the supervision of direct insurers,
though with specific attention being paid to the potential for aggregation of risk within reinsurers
which might, for example, make them particularly vulnerable to a specific event or chain of
events. The full range of supervisory controls apply, including reporting requirements; on and
off-site monitoring; the ability to intervene; authorization by class of business; fit and proper
requirements; and systems and controls requirements.

As noted earlier, insurers may take the credit for reinsurance recoveries up to the amounts
reasonably expected to be recovered. However, in the solvency margin calculation, insurers are
only allowed to take credit for reinsurance recoverables up to a maximum of 50 percent of
claims.

The FSA has powers to share confidential information with other supervisors in appropriate
circumstances.

Assessment

Observed

Comments

Reinsurance usually requires specialized knowledge in order to conduct any meaningful review.
Reinsurance contracts tend to be company-specific and the determination of whether there is a
true transfer of risk, or lack thereof, can be elusive. The Board, however, is ultimately
responsible for ensuring that the proper level of reserve credit is taken by the firm. The FSA has
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used reinsurance specialists in the past to assist with its supervisory work but only on an ad-hoc
basis.

The complexity of reinsurance arrangements — particularly financial reinsurance — makes it
difficult for even skilled supervisors to assess the adequacy of the reinsurance program of
insurance companies relative to their level of capital and the risk profile of the underwriting
book. Moreover as a considerable share of reinsurance arrangements tends to be ceded offshore,
it becomes increasingly difficult for U.K. regulators to assess the recoverability of claims held by
domestic insurers on their reinsurers. For this reason, the assessors strongly support the rapid
introduction of an EU reinsurance directive and international standards.

A further challenge with respect to reinsurance is the limitation of the current data base system to
capture meaningful data on reinsurance use within the insurance industry. This is a challenge for
all regulators world-wide and does serve to make supervisors’ job very difficult.

The FSA may wish to consider implementing a thematic review of reinsurance operations across
the firms for purposes of ensuring that, all firms and the industry in general, have put in place
appropriate controls and systems to deal with this important risk.

Principle 11.

Market Conduct
Insurance supervisors should ensure that insurers and intermediaries exercise the necessary
knowledge, skills, and integrity in dealing with their customers.

Insurers and intermediaries should:
— atall times act honestly and in a straightforward manner;
— act with due skill, care, and diligence in conducting their business activities;
— conduct their business and organize their affairs with prudence;
—  pay due regard to the information needs of their customers and treat them fairly;

— seek from their customers information which might reasonably be expected before giving
advice or concluding a contract;

— avoid conflicts of interest;

— deal with their regulators in an open and cooperative way;

— support a system of complaints handling, where applicable; and
— organize and control their affairs effectively.

Description

The FSA is responsible for the supervision of the sale and marketing of life insurance with an
investment element. Since the majority of life insurance sold within the U.K. has an investment
element, the FSA effectively regulates the sale and marketing of all life insurance.

The supervision of the sale and marketing of non-life insurance is in a period of transition. The
Government recently announced that the sale of non-life insurance will in future be regulated by
the FSA. This will require considerable preparatory work by the FSA before the transfer from the
existing - non-statutory — regulatory regime can be effected in 2004. In the meantime the General
Insurance Standards Council (GISC) will continue in its role as an independent, non-statutory
organization to regulate the sales, advisory and service standards of its members (insurers and
intermediaries - including brokers, agents, and anyone acting for them). Those insurers and
intermediaries that are not members of the GISC will continue to be subject to the provisions
contained in the Association of British Insurers’ Code of Practice (ABI Code).°

8 Full title is “General Insurance Business — Code of Practice for all Intermediaries (Including Employees of
Insurance Companies) Other than Registered Insurance Brokers”. The reference to registered insurance brokers
is to those brokers previously registered with the Insurance Brokers Registration Council — now abolished.
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There is a continuing and enforceable requirement throughout the lifetime of all financial
services firms authorized by the FSA, that all approved persons are fit and proper to hold their
office. Persons requiring approval are those who exercise controlled functions within the firm.
Controlled functions as defined in the Handbook include governing functions, such as director or
chief executive; required functions, such as compliance oversight; and significant management
functions such as financial resources or insurance underwriting. Certain customer functions, such
as the investment adviser function, are also controlled functions.

The FSA’s Supervision Manual notes that on-site inspection is one of the tools that may be used
to monitor whether a firm, once authorized, remains in compliance with regulatory requirements.

The FSA also has rules in place relating to the internal handling of complaints, including the
procedures which a firm must put in place; the time limits within which a firm must deal with a
complaint; the records of a complaint which a firm must make and retain, and the requirements
on a firm to report information about complaints to the FSA.

Complaints that cannot be resolved between insurers and private customers can be referred to the
Financial Services Ombudsman.

Assessment

Observed

Comments

The FSA requires supervised firms to have well-developed systems and controls in place to deal
with issues relating to market conduct. The FSA follows up in an appropriate manner to ensure
that firms are distributing their products appropriately and that customers are treated fairly.
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Principle 12.

Financial Reporting

It is important that insurance supervisors get the information they need to properly form an
opinion on the financial strength of the operations of each insurance company in their
jurisdiction. The information needed to carry out this review and analysis is obtained from the
financial and statistical reports that are filed on a regular basis, supported by information
obtained through special information requests, on-site inspections, and communication with
actuaries and external auditors.

A process should be established for:

— setting the scope and frequency of reports requested and received from all companies
licensed in the jurisdiction, including financial reports, statistical reports, actuarial reports,
and other information;

— setting the accounting requirements for the preparation of financial reports in the
jurisdiction;

— ensuring that external audits of insurance companies operating in the jurisdiction are
acceptable; and

— setting the standards for the establishment of technical provisions or policy and other
liabilities to be included in the financial reports in the jurisdiction.

In so doing, a distinction may be made:

—  between the standards that apply to reports and calculations prepared for disclosure to
policyholders and investors, and those prepared for the insurance supervisor; and

— between the financial reports and calculations prepared for companies incorporated in the
jurisdiction, and branch operations of companies incorporated in another jurisdiction.

Description

The FSA’s rule-making powers under the FSMA enables the Authority to prescribe rules for
financial reporting. Insurers are required to produce an annual return for the FSA in addition to
their statutory accounts for shareholders or members. The outline contents of returns laid down
in the rules are:

. profit and loss account, revenue account and balance sheet, together

. with notes, statements and reports and directors’ certificates annexed thereto;

. an abstract of the annual investigation of the appointed actuary; and

. an auditor's report.

The accounts and balance sheets of every insurer must be audited by a person qualified in
accordance with rules set out in the FSA’s Handbook.

Assets generally have to be valued at either net asset value or current market value, although
there are some specific rules as to the valuation of individual assets, such as real estate. For both
long-term and general insurance business the amount of the liabilities must be determined in
accordance with generally accepted accounting concepts, bases, policies and other generally
accepted methods appropriate to insurers. Long-term liabilities must be determined on the basis
of actuarial principles having regard to the reasonable expectations of policyholders and relevant
actuarial guidance and include proper provision for all liabilities using prudent assumptions that
include appropriate margins for adverse deviation of the relevant factors.

Companies carrying on life assurance business are required to conduct a periodic actuarial
investigation by the appointed actuary. The appointed actuary must certify, amongst other things,
that proper records have been kept, that proper provisions have been made, and that assets and
liabilities have been assessed in accordance with the prescribed rules.

Non-EEA insurers operating in the U.K. through a branch, are required to maintain both a U.K.
and global solvency margin and report accordingly. The provisions of the EU Insurance Groups
Directive, requiring amongst other things a parent undertaking a solvency margin calculation,
have also been reflected in reporting requirements. Reporting of material connected-party
transactions is required.
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The annual returns of insurers are entered into FSA’s database and various ratios generated,
which might indicate if the insurer is running into financial difficulties or if its performance is
deteriorating. The ratio analysis helps determine the priority for a more detailed desk analysis of
the returns. Problems identified as a result of this analysis, and/or as a result of other information
available to the supervisor, are discussed with the insurer’s management and appropriate action
taken.

The FSA has powers to require companies to report more frequently, or to accelerate reports. The
annual return is available to the public, but the more frequent reports are usually confidential
between the insurer and the FSA.

Assessment

Broadly Observed

Comments

This core principle is rated as Broadly Observed based on current practices, which need
enhancing to cope with the rapidly changing risk profile in the industry; however, the proposed
implementation of the risk-based methodology for insurance firms will move the rating to
Observed.

The risk level of the insurance industry is increasing due to pressure points from several fronts
including on-going underwriting losses (non-life); reduced returns on investment activities
coupled with high expense pressures; and the uncertainty of long-tail liabilities.

Currently, firms are required to file regulatory returns annually and may still use a paper
medium. Given the rapidity with which an insurance firm’s risk profile can change, a move
towards quarterly reporting, at least for the higher priority firms, would significantly enhance a
supervisor’s ability to closely monitor his or her assigned firm(s). Firms that fall under the
purview of MFGD, particularly listed firms, should be encouraged to file their MIS reports prior
to public release.

To accommodate this increased information flow, FSA may need to review its financial reporting
data base and systems capability. Furthermore, it is necessary to carry out a review of the nature
of the existing data being received as some data may no longer be relevant. Consequently,
changes to the regulatory returns may be required.

Public disclosure of relevant information on a timely basis is one element of the three-pillar
approach proposed by the Basel Committee for banking supervision, but is equally applicable to
insurance firms. There is an increasing need for all firms to disclose more relevant information in
their published financial reports. For example, there is need for firms to include more
information on risk management practices, risk exposures and sources of gains and losses. In this
connection, the FSA has an important role to play in encouraging firms to adopt more
appropriate disclosure practices.

Principle 13.

On-Site Inspection
The insurance supervisor should be able to:

— carry out on-site inspections to review the business and affairs of the company, including
the inspection of books, records, accounts, and other documents. This may be limited to
the operation of the company in the jurisdiction or, subject to the agreement of the
respective supervisors, include other jurisdictions in which the company operates; and

— request and receive any information from companies licensed in its jurisdiction, whether
this information be specific to a company or be requested of all companies.

Description

The FSA’s approach to supervision involves a risk assessment of firms, based on the extent to
which they pose risks to the FSA’s regulatory objectives. The risk assessment process applies to
all firms, although the detail required may vary from firm to firm, and is subject to continuing
review. In the case of firms in which risks have been identified which could have a material
bearing on the FSA meeting its regulatory objectives, the FSA will also outline a programme
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intended to address these risks.

The FSA’s use of on-site inspection for prudential purposes in relation to insurers is considered
against the background of other reporting requirements and controls. The FSA places
considerable reliance on the validity of the information provided in the annual returns, and in
particular sees no need routinely to duplicate the work of the auditor and appointed actuary.
Onsite inspections have not been a regular feature of supervisory activities to date, particularly
with respect to non-life insurance firms. Nevertheless, the figures provided are carefully analyzed
off-site. In the case of life insurers especially, specialist actuarial analysis is undertaken. If it
seems to the FSA that an auditor or actuary has not performed their role appropriately, the FSA
has the authority to disqualify that auditor or actuary. The FSA also has the ability to request
further information, as the need arises, for assessment off-site, or to require reports by skilled
persons.

The policy with regard to on-site inspections of insurance companies is currently evolving. The
FSA has announced in its Plan and Budget its intention that risk specialists and supervisors will,
in future, spend more time on-site at insurance firms — with a greater proportion of that time
spent at higher impact firms, in line with the Authority’s risk-based approach to supervision. On-
site inspection will address suspected areas of deficiency within an individual company or
specific risk/risk management factors. It is not intended to inspect smaller, low risk insurers that
represent a small minority of insurance business written in the U.K. on a routine basis. Smaller
insurers may, however, be inspected as part of the FSA’s examination of particular supervisory
themes.

The purpose of these inspections will not be routinely to analyze all insurance companies on a
rotational basis, or — when an on-site inspection is initiated - all of an individual company’s
activities. The FSA’s risk based approach to supervision requires the Authority’s on-site
inspections, as its other activities, to be appropriately targeted. The FSA does, however, have the
authority to conduct a full on-site inspection covering the elements set out in the criterion. A full-
scale on-site inspection would be undertaken if the risk assessment suggested that it would be the
right thing to do.

In respect of life insurers conducting investment business, appointed representatives and
independent financial advisers, the FSA carries out on-site inspections to determine compliance
with conduct of business rules. These inspections regularly focus on the sufficiency and
adequacy of the information sought from, and given to, customers. It is also the FSA’s intention
to use the information on complaints and enquiries provided by the Financial Services
Ombudsman to identify potential problem areas for follow-up with regulated firms.

Assessment

Materially Non-Observed

Comments

While the FSA has full authority to carry out on-site supervision of supervised firms, on-site
reviews are not routine. The FSA does conduct an on-site review when a firm comes under
stress, or when prudential concerns arise. The review is tailor-made to fit company-specific
circumstances.

The FSA is currently undertaking a major review of its approach to insurance regulation, led by
John Tiner (Managing Director, Consumer, Investment & Insurance Directorate). The review is
not primarily about the legal powers that apply in this area, but concerns various practical aspects
of supervision and the way in which the FSA exercises its powers. It is expected that the results
will place greater emphasis on on-site inspection in assessing risk exposures.

In order to comply with this CP, the FSA will also need to increase the resources and skill set of
supervisors who are responsible for supervising the insurance industry. Core insurance expertise
should be strengthened by including individuals with experience in reinsurance, risk
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management, actuarial science and long-tail, non-life claims. It is expected that the results of the
Tiner project will address these issues.

Principle 14.

Sanctions
Insurance supervisors must have the power to take remedial action where problems involving
licensed companies are identified. The insurance supervisor must have a range of actions
available in order to apply appropriate sanctions to problems encountered. The legislation should
set out the powers available to the insurance supervisor and may include:
— the power to restrict the business activities of a company, for example, by withholding
approval for new activities or acquisitions;
— the power to direct a company to stop practices that are unsafe or unsound, or to take
action to remedy an unsafe or unsound business practice; and
— the option to invoke other sanctions on a company or its business operation in the

jurisdiction, for example, by revoking the license of a company or imposing remedial
measures where a company violates the insurance laws of the jurisdiction.

Description

The FSA has powers under the FSMA to take remedial action against and/or impose penalties on
insurers. depending on the severity of the situation. Examples of measures that the FSA can
impose include fines, public censure, imposition of requirements or limitations on permission to
carry on a regulated activity, and—in extreme cases—cancellation of a permission. Approval for
new activities can also be withheld where appropriate.

The Regulatory Decisions Committee, which is an FSA committee outside the FSA's
management structure, normally takes major regulatory decisions. The FSA can, where
necessary, ensure that these actions have immediate effect. It also has criminal prosecution
powers in certain circumstances (e.g., breaches of the money laundering regulations).

Additionally, the FSA can withdraw an individual's approval to perform controlled functions, if it
considers that the person in respect of whom approval was given is not a fit and proper person to
perform the function to which the approval relates.

Assessment

Observed

Comments

The FSA has powers under the FSMA to require firms to take remedial action when threats to the
solvency of the institutions are noted. Although there are well developed processes within the
FSA for dealing with firms when prudential concerns are noted, firms which are placed on a
watch list are not formally notified when such action is taken.

Principle 15.

Cross-Border Business Operations

Insurance companies are becoming increasingly international in scope, establishing branches and
subsidiaries outside their home jurisdiction, and sometimes conducting cross-border business on
a services basis only. The insurance supervisor should ensure that:

— no foreign insurance establishment escapes supervision;

— all insurance establishments of international insurance groups and international insurers
are subject to effective supervision;

— the creation of a cross-border insurance establishment is subject to consultation between
host and home supervisors; and

—  foreign insurers providing insurance cover on a cross-border services basis are subject to
effective supervision.

Description

The FSMA includes a general prohibition on carrying on regulated activities in the U.K. without
authorization or specific exemption. An EEA insurer subject to prudential supervision in its
home state may operate in the U.K. via a branch or on a cross-border services basis, subject to a
notification procedure. With this exception, the FSA has sole responsibility for authorizing and
supervising foreign insurers wishing to carry on insurance business in the United Kingdom,
including U.K. subsidiaries of foreign companies, joint ventures with one or more foreign
parents, and branches of companies with a head office outside the EEA (subject to the possibility
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of limited lead supervision by one Member State of branches situated in more than one EEA
state, which is provided for by the EC Directives).

The FSA has a duty to take such steps as it considers appropriate to co-operate with other
regulators. In considering an application for authorization, the FSA may discuss the application
with other regulators as appropriate. In the case of branches, where an applicant has its principal
place of business in a country or territory outside the EEA, the FSA will, in assessing an
application for Part IV permission, have regard to the applicant as a whole and not just the
proposed U.K. branch. As part of the process the FSA may, if reasonable in the circumstances,
take into consideration information supplied by the relevant overseas regulator in that country or
territory.

The promotion of contracts of life insurance in the U.K. by non-EEA companies not authorized
in the U.K. is not normally permitted where the rights under the contract constitute an
investment. The exception is where the company is established in a designated territory affording
adequate protection to policyholders and potential policyholders against the risk that the
company may be unable to meet its liabilities. The promotion of non-life contracts on a cross-
border basis is permitted, subject to disclosure requirements that apply other than in respect of
large risks and reinsurance.

Assessment

Observed

Comments

The FSA has well-developed systems and controls in place to ensure that no firms escapes
supervision. In carrying out this responsibility, it seeks to co-operate with other regulators as
necessary.

Principle 16.

Coordination and Cooperation

Increasingly, insurance supervisors liaise with each other to ensure that each is aware of the
other’s concerns with respect to an insurance company that operates in more than one
jurisdiction, either directly or through a separate corporate entity.

In order to share relevant information with other insurance supervisors, adequate and effective
communication should be developed and maintained.

In developing or implementing a regulatory framework, consideration should be given to
whether the insurance supervisor:

— is able to enter into an agreement or understanding with any other supervisor both in other
jurisdictions and in other sectors of the industry (i.e., insurance, banking, or securities) to
share information or otherwise work together;

—  is permitted to share information, or otherwise work together, with an insurance supervisor
in another jurisdiction. This may be limited to insurance supervisors who have agreed, and
are legally able, to treat the information as confidential;

— should be informed of findings of investigations where power to investigate fraud, money
laundering, and other such activities rests with a body other than the insurance supervisor;
and

— is permitted to set out the types of information and the basis on which information
obtained by the insurance supervisor may be shared.

Description

The FSA’s legislation permits the disclosure of information for the purpose of enabling or
assisting an authority in a country or territory outside the U.K. to exercise functions
corresponding to those of the FSA under the FSMA, in effect to other supervisors of insurance,
banking and investment business, subject to equivalent professional secrecy/confidentiality
requirements being in place.

Procedures relating to the collaboration of the insurance supervisory authorities in the EEA, in
particular in the application of the EC Directives on life assurance and non-life insurance, are

contained in a specific Protocol agreed between the authorities. This includes provisions on the
exchange of information. A further Protocol covers collaboration and information exchange in
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respect to the supervision of insurance groups.

The FSA has to date had little experience of regular liaison and co-operation with insurance
supervisory authorities outside the EEA. The contacts that have taken place have in most cases
been in response to particular problems that have arisen. This situation is expected to change
with the emergence of insurance groups and conglomerates. The enhancement of information
exchange is being actively pursued.

There are agreed guidelines in place between the FSA and key criminal investigators and
prosecutors in the U.K. (Serious Fraud Office, Department of Trade and Industry, Criminal
Prosecution Service, Policy and their Scottish/Northern Irish counterparts). These guidelines
provide that the parties should alert each other to cases of mutual interest and that they should
communicate with each other when initiating investigations and proceedings. In addition, the
guidelines provide that it is best practice for agencies to notify each other on the outcome of
investigations or proceedings.

Assessment

Observed

Comments

The FSA maintains close relations with overseas financial supervisors. The Authority is able to
exchange information with the competent authorities in other EEA Member States relatively
freely, and may conclude co-operation agreements providing for the exchange of information
with competent authorities of other countries if the information disclosed is subject to equivalent
guarantees of professional secrecy.

Principle 17.

Confidentiality

All insurance supervisors should be subject to professional secrecy constraints in respect of
information obtained in the course of their activities, including during the conduct of on-site
inspections.

The insurance supervisor is required to hold confidential any information received from other
insurance supervisors, except where constrained by law or in situations where the insurance
supervisor who provided the information provides authorization for its release.

Jurisdictions whose confidentiality requirements continue to constrain or prevent the sharing of
information for supervisory purposes with insurance supervisors in other jurisdictions, and
jurisdictions where information received from another insurance supervisor cannot be kept
confidential, are urged to review their requirements.

Description

The FSMA contains general restrictions on disclosure of information, which would apply to
information received from another supervisory authority. Gateways provided for in the
regulations under the Act allow the FSA to pass confidential information to other supervisors or
law enforcement bodies in specified circumstances.

The confidentiality requirements are not overridden by freedom of information provisions.

Assessment

Observed

Comments

The treatment of confidential information is tightly controlled and well managed by the FSA.

Table 8. Summary Observance of IAIS Insurance Core Principles

Assessment Grade Principles Grouped by Assessment Grade
Count List
Observed 12 CP1,2,3,4,8,9,10,11,14,15,16,17.
Broadly observed 4 5,6,7,12.
Materially non-observed | 1 13
Non-observed 0
Not applicable 0




-76 -

F. Recommended Action Plan and Authorities’ Response to the Assessment

Recommended action plan

36.  Table 9 sets out the actions recommended by the mission with respect to insurance
supervision. Note that the recommendations related to principles 5, 6, 7, 12, and 13 are to
improve compliance with the Core Principles, while the other recommendations are more
technical ones for Principles already complied with. The mission considers the latter
desirable measures for further refining insurance supervision given, in particular, the role of
London as a major international financial center.

Table 9. Recommended Action Plan to Improve Observance of IAIS Insurance Core
Principles

Reference Principle

Recommended Action

Organization of an Insurance Supervisor

CP 1. The insurance supervisor of a jurisdiction must
be organized so that it is able to accomplish its
primary task, i.e., to maintain efficient, fair, safe, and
stable insurance markets for the benefit and protection
of policyholders. It should, at any time, be able to
carry out this task efficiently in accordance with the
Insurance Core Principles

The FSA should consider building its core insurance
expertise to include individuals with significant
experience in reinsurance, actuarial practice, and long
tail, non life claims. These resources should be made
available to all supervisors who are responsible for
supervising insurance firms regardless of where they
work within the FSA. Because the addition of these
individuals would likely be organized in a matrix set
up, the availability of their technical skills to all
supervisors should be actively promoted within the
FSA.
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Corporate Governance and Internal Controls

CP 4 Corporate Governance

It is desirable that standards be established in the
jurisdictions which deal with corporate governance.
Where the insurance supervisor has responsibility for
setting requirements for corporate governance, the
insurance supervisor should set requirements with
respect to:

— the roles and responsibilities of the board of
directors;

— reliance on other supervisors for companies
licensed in another jurisdiction; and the
distinction between the standards to be met
by companies incorporated in his jurisdiction
and branch operations of companies
incorporated in another jurisdiction

CP 5 Internal Controls
The insurance supervisor should be able to:

— review the internal controls that the board of
directors and management approve and
apply, and request strengthening of the
controls where necessary; and

— require the board of directors to provide
suitable prudential oversight, such as setting
standards for underwriting risks and setting
qualitative and quantitative standards for
investment and liquidity management require
the board of directors to provide suitable
prudential oversight, such as setting
standards for underwriting risks and setting
qualitative and quantitative standards for
investment and liquidity management

The FSA should consider making it mandatory for a
Financial Condition Report (FCR) to be signed off by
the Board and to be available to the FSA. The Board
should take responsibility for the analysis of the FCR
and ensure that the level of stress/scenario testing is
appropriate to the complexity and size of the
organization. The FSA may wish to work closely
with the appropriate professional bodies to develop
guidance for use by supervised firms when preparing
the FCR.

At the conclusion of every review of high impact
firms, senior officials from the FSA should formally
meet with the audit committees to review and present
the management letter points. At each of these
meetings it is also good practice to request an in
camera meeting with only the non-executive members
of the audit committees.

The increasing pressures on insurance firms require
management to pay to more attention to risk
management practices. In the current environment,
most firms, particularly those in MFGD, are
increasingly strengthening their risk management
practices; however, where this is not true, the FSA
should consider encouraging those firms to do so.
Possible actions that could be taken by firms include
the establishment of a risk management function and a

risk committee of the board. This would also largely
deal with concerns expressed under CP 6 (Assets).

Management letters from the regulator are important
pieces of correspondence that usually deals with
prudential issues which are also of interest to a firms’
auditors. Firms routinely provide copies of
management letters to their auditors but this is not
done consistently. The FSA may wish to standardize
its procedures for processing management letters by
including a requirement that firms provide a copy to
their auditors on a timely basis.

Prudential Rules
CPs 6-10 Liabilities

CP6

CP 7 Liabilities

Insurance supervisors should establish standards with
respect to the liabilities of companies licensed to
operate in their jurisdiction. In developing the
standards, the insurance supervisor should consider:

— what is to be included as a liability of the

See comments under CP 5.

The determination of policy liabilities in life firms is a
highly specialized task and involves the use of
considerable judgment by the appointed actuary.
Judgment is required even though the appointed
actuary is required to calculate the policy reserves
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company, for example, claims incurred but not
paid, claims incurred but not reported, amounts
owed to others, amounts owed that are in
dispute, premiums received in advance, as well
as the provision for policy liabilities or technical
provisions that may be set by an actuary;

the standards for establishing policy liabilities
or technical provisions; and

the amount of credit allowed to reduce liabilities
for amounts recoverable under reinsurance
arrangements with a given reinsurer, making
provision for the ultimate collectability

CP 10 Reinsurance

Insurance companies use reinsurance as a means of
risk containment. The insurance supervisor must be
able to review reinsurance arrangements, to assess the
degree of reliance placed on these arrangements and to
determine the appropriateness of such reliance.
Insurance companies would be expected to assess the
financial positions of their reinsurers in determining
an appropriate level of exposure to them.

The insurance supervisor should set requirements with
respect to reinsurance contracts or reinsurance
companies addressing:

the amount of the credit taken for reinsurance
ceded. The amount of credit taken should reflect
an assessment of the ultimate collectability of
the reinsurance recoverable and may take into
account the supervisory control over the
reinsurer; and

the amount of reliance placed on the insurance
supervisor of the reinsurance business of a
company which is incorporated in another
jurisdiction.

within the guidelines set out by the professional body.
Judgment is particularly critical for some products as
certain assumptions are highly sensitive and slight
variations usually result in material differences in
reserve balances.

It would be good practice to require the
implementation of a peer review process and the FSA
may want to work with the institute of actuaries or
other relevant professional bodies to implement such a
review. Depending on the company-specific situation,
a multi-discipline team may be required to do the
review.

The FSA may wish to consider implementing a
thematic review of reinsurance operations across the
firms for purposes of ensuring that appropriate
controls and systems are in place.
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CP 12 Financial Reporting

It is important that insurance supervisors get the
information they need to properly form an opinion
on the financial strength of the operations of each
insurance company in their jurisdiction. The
information needed to carry out this review and
analysis is obtained from the financial and
statistical reports that are filed on a regular basis,
supported by information obtained through special
information requests, on-site inspections, and
communication with actuaries and external
auditors.

The risk profile of the insurance industry is increasing
due to pressure points from several fronts including
on-going underwriting losses (non-life); reduced
returns on investment activities coupled with high
expense pressures and uncertainty about long-tail
liabilities.

Currently, firms are required to file statutory returns
annually. Given the rapidity with which an insurance
firm’s risk profile can change, a move towards
quarterly reporting, at least for higher priority firms,
would significantly enhance a supervisor’s ability to
closely monitor his or her assigned firm(s). Firms that
fall under the purview of MFGD, particularly listed
firms, should provide their MIS reports prior to public
release.

To accommodate this increased information flow,
FSA may need to review its financial reporting data
base and systems capability, and require electronic
returns from insurers. Furthermore, it is necessary to
carry out a review of the nature of the existing data
being received as it may no longer be relevant.
Consequently, changes to the statutory returns may be
required.

Public disclosure of relevant information on a timely
basis is one element of the three-pillar approach
proposed by the Basel Committee for banking
supervision but is equally applicable to insurance
firms. There is an increasing need for all firms to
disclose more relevant information in their published
financial reports. For example, there is need for firms
to include more information on risk management
practices, risk exposures and sources of gains and
losses, etc. In this connection, the FSA has an
important role to play in encouraging firms to adopt
more appropriate disclosure practices.

CP 13 On-Site Inspection
The insurance supervisor should be able to:

— carry out on-site inspections to review the
business and affairs of the company, including
the inspection of books, records, accounts, and
other documents. This may be limited to the
operation of the company in the jurisdiction or,
subject to the agreement of the respective
supervisors, include other jurisdictions in which
the company operates; and

— request and receive any information from
companies licensed in its jurisdiction, whether
this information be specific to a company or be
requested of all companies.

In order to comply with this CP, the FSA will need to
increase the resources and skill set of supervisors who
are responsible for supervising the insurance industry.
Core insurance expertise should be strengthened to
include individuals with experience in reinsurance,
risk management, actuarial science and long-tail, non-
life claims.
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CP 14 Sanctions

Insurance supervisors must have the power to take
remedial action where problems involving licensed
companies are identified. The insurance supervisor
must have a range of actions available in order to
apply appropriate sanctions to problems encountered

The FSA has powers under the FSMA to require firms
to take remedial action when threats to the solvency of
the institutions are noted. Although there are well
developed processes within the FSA for dealing with
firms when prudential concerns are noted, firms which

are placed on a watch list are not formally notified
when such action is taken. The FSA may way wish to
consider notifying firms when, for prudential reasons,
they are placed on a watch list.

Authorities’ response to the assessment

37. The authorities noted that the FSA is carrying out a major program to reform
insurance regulation (the Tiner project). This work was in train during the IMF’s mission and
has now progressed further. The reforms are having a significant and far-reaching impact on
the FSA’s approach to insurance regulation and on the industry. The program of reform was
triggered by a number of factors. First, the insurance industry is operating in a significantly
more challenging environment. This has underlined the importance of ensuring that insurance
firms have sound management structures and adequate financial resources. Second, the
creation of the FSA as a single regulator has highlighted significant differences between the
regulation of insurance and of other sectors, not evidently justified by sectoral specifics.
Third, an independent report commissioned by the FSA into the FSA’s regulation of
Equitable Life made several recommendations about the regulation of the sector.

38. The reform program was established in September 2001 and the FSA set out the work
that has been completed, or is underway, in a progress report published in October 2002. The
reform program is focused on strengthening the prudential regime, including corporate
governance, ensuring that insurance firms take proper account of the nature, diversity and
scale of risks they face. It also aims at delivering a more proactive and challenging risk-based
approach to regulating insurance, including significantly more on-site work.

39.  Asaresult of the changes from the Tiner project insurance firms are facing a
fundamental change in the way they are regulated, including a more proactive and
challenging regulatory relationship. In line with the FSA’s risk-based approach, some firms
will have started to notice the increased contact with supervisors at senior management and
working levels. This reflects the explicit responsibility the FSA places on management for
ensuring that systems and controls are adequate and that they are treating their customers
fairly. The FSA uses a range of tools including on site work and reports by external auditors,
actuaries and other professionals to test the controls that management have put in place.

40. The FSA has already begun to address the need for more insurance specialists. Over
the last year the FSA has recruited in total 35 new insurance supervisors, the majority from
insurance firms. These new recruits have brought with them a wide range of skills. In

addition the Risk Review Department set up an insurance risk review team at the beginning
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of the year which includes secondees with strong technical skills and knowledge of the
insurance market.

41.  The FSA has already made good progress in addressing some of the points raised by
the IMF. In particular, it has given guidance on improving risk management in insurance
firms (see Consultation Paper 140 and feedback statement). This is also being addressed in
the work to prepare an integrated prudential sourcebook. The FSA has developed proposals
on the role of actuaries in life assurance companies on which it has already undertaken an
initial consultation with the industry and other interested parties. More detailed proposals
were published for consultation on January 24, 2003. The FSA has also published proposals
to strengthen the regulation of insurance firms in the area of financial engineering, and has
developed proposals on regulatory reporting, which specifically address the type of reporting
required from insurance companies under risk-based supervision. These proposals also
consider the issues about frequency of reporting by firms more generally.

42. The authorities welcomed the IMF’s recognition of the importance of the Tiner
project in strengthening insurance regulation and in meeting much of the IMF’s proposed
action plan. They had the following specific comments on the assessors’ recommendations:

e On CPI, they agreed that having a range of expert skills in the FSA is important. The FSA’s risk review
team includes insurance specialists, as well as specialists in credit risk, operational risk and traded risk.
This is a valuable resource for the FSA, which it intends to maximize. The FSA’s actuarial and other
specialist skills are already available to all those responsible for insurance firms.

e  On CP4, the authorities noted that the requirement for the Board of an insurance firm to receive and
review financial information that provides a true reflection of the health of the business under a number
of different scenarios, is clearly recognized. The FSA will place increasing emphasis on appropriate
stress and scenario testing within insurance firms. The precise nature of any future requirements in this
area, and any link to reporting by insurance firms to the FSA, are under consideration.

There is presently no clearly defined financial condition report for non-life insurers and the FSA would
like the life one to be more clearly focused. Since the FCR includes an analysis of the financial impact of
possible future scenarios, a report of this nature will be needed to support firms’ individual capital
requirements, on which the FSA will be consulting shortly. At present the FCR does not give rise to a
capital requirement as such. On that basis it would be premature to replace the existing resilience test.

It is not standard practice for FSA supervisors to see the Board or Audit Committee after a visit, but the
FSA does write to the main Board to present the conclusions of its risk assessment. If there were
significant issues arising that it was best to address through a meeting then the FSA would certainly
pursue this option.

If the FSA wanted to see non-executive directors separately, it would probably involve them all rather
than those represented in a particular committee. The FSA would only consider focusing on a select
group of directors where it felt there were real problems that it was necessary to deal with through this
route.

e On CP 5, the FSA has made clear through the Tiner Reports on the future regulation of insurance
(November 2001, progress report of October 2002) the importance it attaches to the need for firms to
strengthen their risk management practices. This has been given further substance by the Guidance on
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Systems and controls published in a Policy statement issued in December 2002, which sets out for firms
the FSA’s expectations that they will have proper risk management functions appropriate to the size and
nature of their business. The FSA’s supervisors cover this area as an integral aspect of the FSA’s risk
assessment framework. In addition the whole emphasis of the prudential source book is on the need for
proper risk management practices. The Board should be responsible for the appropriate governance for
risk management functions. Risk assessment letters and risk mitigation programmes are already copied to
the auditors as standard practice.

On CP7, the authorities indicated that the FSA is proposing changes to the role of actuaries in the
governance of life insurers. It published a consultation paper on these matters (CP167) in January 2003.
The intention is that the policy reserves will be calculated by an actuary. The actuary will advise the
board on the methods, bases and results of the calculations. The FSA will also require an independent
review of the calculation of policy reserves by the auditor. The auditor will be required to take actuarial
advice independent of the regulated firm’s actuary in forming the audit opinion. The FSA is working
with the professional bodies to achieve appropriate guidance to professionals working in this area.

For non-life liabilities, the FSA will keep under review whether to introduce actuarial overview of the
provisions as part of its review of insurance regulation. The FSA is preparing rules and guidance on
stress and scenario testing and on individual capital adequacy standards as part of its work on the
integrated prudential sourcebook. The FSA is also developing proposals for better regulatory reporting,
which will take into consideration the appropriate format for reporting to the FSA risks to non-life
insurers.

On CP 10, since the IMF visit the FSA has published a consultation paper with proposals to strengthen
controls on financial engineering in insurance companies, which tackles reinsurance and other issues.
The possibility of a wider thematic review of reinsurance arrangements will be considered alongside
other priorities for such reviews.

On CP 12, the authorities fully recognized that insurance firms are operating in an increasingly
challenging environment. Against this background, the FSA is examining how it can reform regulatory
reporting to ensure that it receives the key information it requires for supervisory purposes while keeping
the burden on industry to the minimum necessary. Issues such as public disclosure versus private
reporting, quantity versus quality of information submitted, and capturing more forward-looking
information are all being looked at.

Specifically in the insurance area, the FSA published a Discussion Paper on a new approach to regulatory
reporting as part of the Tiner project. After analyzing the feedback on this, the FSA proposes to launch a
consultation paper in mid-2003. Any proposals on the timeliness and frequency of information submitted
by insurance firms will be dealt with then. The FSA recognizes that deciding on what, if any, information
is required more frequently than annually, and what firms any additional reporting requirements should
apply to, is a critical issue. Account will also have to be taken of international developments in planning
changes in this area. The proposal that listed firms should provide any reports to the market to the FSA
prior to public release will be considered.

The FSA is enhancing its IT capabilities to facilitate anticipated changes, and is in the early stages of
developing electronic reporting. Initially it is looking at areas such as Authorization and Listing where
there are potential efficiencies from the use of technology, but this will be expanded into new areas as
appropriate.

The FSA is participating actively in international discussions within the IAIS and Joint Forum on the
need for enhanced public disclosure of key financial information. The role of public disclosure of
relevant information is integral to the approach the FSA intends to take in its own development work. In
the forthcoming negotiations on a new EU insurance solvency regime the U.K. will press for the




-83 -

adoption of a three-pillar approach similar to that being proposed by the Basel Committee for the
banking sector.

For CP 13, the authorities indicated that on-site inspection needs to be considered in the context of the
FSA’s overall risk-based approach to insurance supervision. The FSA does not undertake on-site
inspections of all insurance firms, but follows instead a risk-based approach. During 2002, the FSA
began to assess insurance firms using the risk-based framework it has developed. The FSA intends to
have a close and continuing relationship with high impact firms (judged by reference to the FSA’s
statutory objectives). Prudential supervision in relation to these firms, and those judged medium impact,
will be more pro-active and less reliant on desk-based analysis of financial returns. At the other end of
the spectrum, low impact firms will not be subject to specific risk assessments, but supervised mainly
through an analysis of the data routinely submitted to the FSA. On-site work in relation to these firms
will (exceptionally) be undertaken in response to any risks identified from the data submitted, together
with visits to a sample of firms as part of sector-wide reviews.

Over the last year the FSA has recruited in total 35 new insurance supervisors, the majority from
insurance firms. These new recruits have brought with them a wide range of skills. In addition the Risk
Review Department set up an insurance risk review team at the beginning of the year which includes
secondees with strong technical skills and knowledge of the insurance market. This team is being used
actively as part of the risk assessment process. The FSA has also begun to commission skilled persons
reports from independent professional experts on specific aspects of a firm’s operation, systems or
controls.

On CP14, the authorities did not believe the recommendation was appropriate. Where a firm is placed on
the FSA watchlist the firm will already be well aware of the issues of concern to the FSA, on solvency or
other matters, and remedial work will be underway. The FSA does not believe that telling firms that they
are on the watchlist is appropriate, since it is essentially an internal tool.
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III. IOSCO OBJECTIVES AND PRINCIPLES OF SECURITIES REGULATION
A. General

43. The principal regulator of securities markets in the United Kingdom is the Financial
Services Authority (FSA). There are other organizations involved in aspects of the regulation
of securities markets and participants, as appears in the assessments below, but the FSA is
the main subject of this assessment. This assessment was conducted as part of the Financial
Sector Assessment Program of the International Monetary Fund (IMF) and the World Bank,
between November 2001 and July 2002. The principal assessors with respect to securities
were: Mr. Alan Cameron, A.M., lawyer and regulatory consultant, former chairman of the
Australian Securities and Investments Commission, the Executive Committee of IOSCO, and
the Joint Forum; and Mr. David Shillman, Counsel to the Director of the Division of Market
Regulation at the U.S. Securities and Exchange Commission.

B. Information and Methodology used for Assessment

44. The assessment was conducted using the February 2002 version of the IOSCO
Objectives and Principles of Effective Securities Regulation, and the guidance issued by the
IMF and the World Bank prepared in conjunction with the Implementation Committee of
I0SCO.

45. The main information sources in making the assessment were self-assessments
prepared by the FSA using the Questionnaires developed by IOSCO, supplemented by:

(a) documents furnished by the FSA, such as its Annual Reports, publications relating to its
policies, and its handbook; (b) material obtained through the FSA’s website, such as press
releases and speeches by senior FSA officials; (¢) the Financial Services and Markets Act
2000 (FSMA); (d) interviews organized through the good offices of the FSA with market
participants, industry groups, financial journalists, the FSA’s Consumer and Practitioner
Panels, and others; and (e) lengthy discussions with senior staff of the FSA.

46. The team received full cooperation from the FSA in completing the assessment and
expresses its appreciation for that assistance.

C. Institutional and Macroprudential Setting, Market Structure

47. The FSA was established by the U.K. Government in May 1997, and commenced
operation in an interim or transitional way in June 1998. The relevant law, the FSMA, was
passed in 2000, and took full legal effect on December 1, 2001, a date usually referred to in
this context as N2. The FSA absorbed initially the activities of nine previous regulators or
government departments, but has since taken on even more responsibilities. For present
purposes, the relevant features were that the FSA is in legal terms the former Securities and
Investments Board, and took on all of its roles, together with those of the Securities and
Futures Authority and the Investment Management Regulatory Organization. Since then the
FSA has also incorporated the U.K. Listing Authority (UKLA), formerly a division of the
London Stock Exchange (LSE).
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48. Trading of securities in the United Kingdom is conducted on securities exchanges,
alternative trading systems, and in the over-the-counter (OTC) market. There are six
securities exchanges in the United Kingdom: the LSE and Virt-X primarily trade equities; the
London Metal Exchange for commodities; and the London International Financial Futures
and Options Exchange (LIFFE), OM London, and the International Petroleum Exchange
trade financial and commodity derivative products. Each of these exchanges is supervised by
the FSA as a ‘Recognised Investment Exchange,” and has certain self-regulatory
responsibilities with respect to the conduct of business on its facilities. In addition, a number
of firms, such as Instinet, E-Crossnet, ITG Europe (Posit) and BrokerTec, offer alternative
trading systems to U.K. market participants. These ‘market infrastructure providers’ are
supervised by the FSA in a manner similar to investment firms, with an emphasis on
prudential and conduct of business rules. Finally, significant OTC markets exist in the U.K.
for foreign exchange, bullion, money market and fixed income products, and interest rate
derivatives. Participants in the OTC markets are supervised by the FSA as investment firms
and, among other things, are required to comply with the FSA’s Code of Market Conduct and
Inter-Professional Code.

49. The majority of the U.K. securities industry consists of subsidiaries of overseas
financial institutions. For example, all of the parent companies of the top ten securities
houses trading European shares in London are foreign, and together these institutions account
for approximately 75 percent of the U.K. equity market. The LSE is the dominant U.K. stock
exchange and, at the end of 2001, traded 2,975 equities. The LSE trades more foreign
companies than any other exchange and daily trading volumes for international equities in
London are almost double those for domestic companies. Annual turnover of domestic and
foreign equities on the LSE was £5.5 trillion in 2001. In that year, domestic and foreign
issues traded on the LSE had an aggregate market capitalization of £4.1 trillion, and funds
raised totaled £149 billion. LIFFE dominates the U.K. market for exchange-traded financial
derivatives. In 2001, annual turnover on LIFFE was more than 200 million contracts with a
notional value in excess of £90 trillion. In the United Kingdom, the vast majority of fixed
income trading takes place in the OTC markets. In the international bond market, London-
based bookrunners (including both branches of overseas institutions and U.K.-based
institutions) are estimated to account for 60 percent of eurobonds issued, with 70 percent of
secondary market trading. London also accounts for almost a third of world foreign exchange
activity, with an average daily turnover of $504 billion, and is the world’s most liquid spot
market for gold and gold lending. Finally, London is the most active trading centre for OTC
derivatives, with a market share of 36 percent.

D. General Preconditions for Effective Securities Regulation

50.  London, of course, is one of the world’s major financial centres, and has the largest
share of trading among many international financial markets, including foreign equity
trading. Reasons for that prominence include the openness and efficiency of its markets, the
concentration of skills and expertise in one place, and the liquidity which is already there.
There appear to be no significant barriers to entry or exit from markets or products.
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51.  With respect to regulatory policy, London’s success in attracting overseas business
can be attributed in part to the perception that the United Kingdom has a “proportionate”
approach to regulation. IOSCO sets out three objectives that should form a basis for an
effective system of securities regulation: (a) the protection of investors; (b) ensuring that
markets are fair, efficient and transparent; and (c) the reduction of systemic risk. The U.K.
regulatory system is broadly designed to address each of these objectives, albeit investor
protection is to be delivered, at least in part, by requiring the provision of information to
investors, and investor education, in addition to traditional means such as enforcement.
Notably, the applicable objective under the FSMA charges the FSA with securing an
“appropriate degree” of investor protection “while recognizing [investors’] own
responsibilities.” As discussed more fully in the assessment, the FSA has issued
comprehensive rules and guidance to implement its new statutory objectives under the
FSMA. The effectiveness of this new regime, however, and in particular the FSA’s ‘risk-
based’ approach to supervision, under which resources are allocated to those areas assessed
as being of greater systemic importance, has yet to be tested in practice. Finally, the U.K.
regulatory scheme will be affected, perhaps significantly, over the next several years by
European Union legislation, as well as initiatives of the Committee of European Securities
Regulators. It is already clear, for example, that the FSA’s powers need to be used and
interpreted in light of the European Convention on Human Rights, but that should not
prevent the FSA being effective.

52.  The United Kingdom has a developed and robust legal system and its accounting
standards are of a high and internationally acceptable quality. As to the tax framework, there
has been long-standing criticism of the Stamp Duty, a 0.5 percent tax on the buy side of each
share transaction in the United Kingdom, and concerns regarding it have become heightened
as spreads have narrowed and the impact of the Stamp Duty becomes proportionately more
significant. Demand for share substitutes that are free from the Stamp Duty, such as
derivative products like contracts for difference and spread betting systems, has increased,
thereby creating some distortions in the securities markets, but is not perceived at this stage
as being likely to create vulnerabilities or cause systemic risks.
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E. Principle-by-Principle Assessment

Table 10. Detailed Assessment of Observance of the IOSCO Objectives and Principles of

Securities Regulation

Principles Relating to the Regulator

Principle 1.

The responsibilities of the regulator should be clear and objectively stated.

Description

The principal regulator with respect to the securities markets is the FSA, whose functions and
objectives are set out in the FSMA. In discharging its general functions, the FSA is required to
act in a way which is compatible with its regulatory objectives and to have regard to stated
principles of good regulation, such as the need to use its resources in the most efficient and
economic way and recognizing the responsibilities of regulated firms’ own management. The
objectives are: (a) maintaining confidence in the financial system; (b) promoting public
understanding of the financial system; (c) securing the appropriate degree of protection for
consumers while recognizing their own responsibilities; and (d) reducing the extent to which it
is possible for an authorized business to be used for a purpose connected with financial crime.

Other bodies which play a regulatory role in the markets include the various Recognised
Investment Exchanges (RIEs) and Recognised Clearing Houses (RCHs), and the London Panel
on Takeovers and Mergers (Takeover Panel), which each have defined roles and objectives
within their constitutive documents.

Assessment

Implemented

Comments

The FSA is an integrated regulator with wide responsibilities across the financial sector. It has
been given more responsibilities than originally proposed, such as insurance regulation
(especially Lloyds) and supervision of mortgage brokers, and any further widening of its role
may run the risk of dispersion of effort, or loss of focus, so that one or more of the separate
functions is not undertaken effectively or at all. Further, the statutory objectives and the
associated principles of good regulation are to some extent in tension with each other, requiring
the FSA to exercise judgment in how it interprets its role. While inevitable to some extent, it
can be argued that an integrated regulator like the FSA can address these tensions at least as
effectively, if not more effectively, than separate sectoral or functional regulators; in any event,
the FSA will need to retain a clear focus on its principal responsibilities as set out in the FSMA.

Principle 2.

The regulator should be operationally independent and accountable in the exercise of its
functions and powers.

Description

The FSA is established as a private company, limited by guarantee and financed by direct levies
on the industry, with responsibility for its own budget. The FSA board is appointed and may be
removed by the Treasury. The FSMA enables the Government to direct the FSA to include
particular matters in its Annual Report, establish whether the FSA is providing value for
money, review the secondary legislation enacted by the FSA, and launch an inquiry into serious
regulatory failure. The FSA exercises statutory powers as a financial services regulator under
FSMA. The FSMA includes requirements to make an annual report to the Treasury, hold an
annual open meeting, establish an independent investigator of complaints against the FSA,
consult consumers and practitioners through representative panels, and consult publicly on
regulatory rules and guidance.

Assessment

Implemented
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Comments

It is clear from the exchange of letters between the FSA and the Chancellor in December 2001,
that the FSA is intended to and will be permitted to operate independently, therefore satisfying
CP 2. The direction powers do not affect the FSA’s operational independence, but do enhance
its accountability. While the chairman and other board members of the FSA are liable to be
removed by the government without cause having to be shown, such action would be subject to
the Nolan Rules, and would undoubtedly have political consequences. The courts would also
have jurisdiction to review the grounds for dismissal, but the dismissal would stand unless it
was found to be so "unreasonable" that no minister acting properly could have reached that
decision.

Principle 3.

The regulator should have adequate powers, proper resources and the capacity to perform its
functions and exercise its powers.

Description

The FSMA sets out the regime under which the FSA acts and the FSA’s powers under it. These
powers include rulemaking and guidance-giving powers, authorization powers, information
gathering and investigation powers, intervention powers, the power to appoint skilled persons to
report, and powers to impose financial penalties. The FSA has responsibility for its own budget,
is financed by direct levies on the industry and has a budget in the vicinity of £221.1 million in
the 2002/2003 year. The FSA has a permanent staff of approximately 2200, and the capacity to
appoint skilled persons (including those with substantial industry experience) to supplement its
staff.

Assessment

Implemented

Comments

The FSA has experienced significant staff turnover since it commenced operating in mid-1998,
although there are signs that the turnover levels have abated recently, perhaps in response to
market conditions. While some turnover is to be expected and indeed welcomed, there is a
concern of loss of expertise. Turnover has been particularly high in the securities sector, leading
many in the industry to express concern as to the FSA’s ability to conduct effective supervision
in this area.

Further, the FSA has spoken frequently about the need to minimize the cost of regulation, as
reflected in its fees charged to industry, but its fees are already, on its own calculations, low
compared to some other countries.

Principle 4.

The regulator should adopt clear and consistent regulatory processes.

Description

In January 2000, the FSA published ‘A New Regulator for the New Millennium’, setting out a
high-level translation of its regulatory objectives and other general duties into day-to-day
regulation. Included in this publication was a description of the FSA’s ‘risk-based’ approach to
supervision, which was expanded upon in two Progress Reports published in December 2000
and February 2002. The FSA also has laid down its regulatory requirements in the FSA
Handbook of Rules and Guidance. One ‘block’ of this Handbook is entitled ‘Regulatory
Processes,” and this includes the FSA’s rules and guidance on authorization, supervision,
enforcement of rules and decision making processes. These cover all aspects of the securities
markets, including authorization of exchanges, brokers, and investment advisers.

Assessment

Implemented

Comments

The FSA has adopted procedures for wide consultation concerning its proposals to exercise its
regulatory powers, and its Handbook is a comprehensive and readily-accessible statement of the
procedures it uses to carry out its functions in the securities markets. At this early stage,
whether the FSA's 'risk based' approach to supervision will result in practice in the consistent
and transparent application of its regulatory processes, remains to be seen.
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Principle 5.

The staff of the regulator should observe the highest professional standards, including
appropriate standards of confidentiality.

Description

The FSA has recruited its staff both from the former regulators whose functions it has absorbed,
and by recruitment from industry and directly from university. The staff are provided with
comprehensive training and development, which includes induction, and for regulatory staff,
technical training encompassing the whole range of its regulatory responsibilities, including
their professional responsibilities and confidentiality requirements. The FSA has dedicated legal
resources to advise regulatory staff on matters such as their confidentiality obligations and how
they apply in particular circumstances. FSA staff are bound by the terms of the FSA’s Code of
Conduct — part of their employment contract with the FSA — which includes provisions
concerning the maintenance of the confidentiality of information staff obtain in the course of
their work. The FSA has its own Complaints Commissioner, which provides an opportunity for
anyone concerned that its staff may have abused their powers or information given to them, to
pursue such matters.

Assessment

Implemented

Comments

Given some loss of expertise due to turnover of staff in the initial stages of forming the FSA,
and the need for a high degree of specialized expertise needed to monitor markets and trading
systems, the FSA is encouraged to exercise special efforts to make its organization structure (in
the context of the way it recognizes and rewards specialist skill and knowledge), and its
remuneration system generally more attractive.

Principles of Self-Regulation

Principle 6.

The regulatory regime should make appropriate use of Self-Regulatory Organizations (SROs)
that exercise some direct oversight responsibility for their respective areas of competence and to
the extent appropriate to the size and complexity of the markets.

Description

As a result of the U.K. Government’s recent restructuring of financial regulation, there are only
limited areas within the financial sector in which the framework provides for any significant
elements of self-regulation. In the area of securities markets, these are the RIEs, RCHs, and the
Takeovers Panel (see CP 15). The FSMA has provided for entities that are recognized as RIEs
or RCHs to set and enforce rules, to ensure that business effected by means of their facilities
takes place in an orderly manner, and thereby provides proper protection to investors. These
entities take the lead role in the real-time monitoring of trading on those markets. RIEs operate
within a framework that must comply with the recognition requirements drawn up by HM
Treasury issued in the form of Regulations by HM Treasury pursuant to s. 286 of the FSMA,
and guidance on those requirements set by the FSA.

Assessment

Implemented

Comments

IOSCO principles affirm that there can be substantial benefits from self-regulation, in that
SROs may (a) require the observance of ethical standards which go beyond government
regulations, and (b) offer considerable depth and expertise regarding market operations and
practices, and be able to respond more quickly and flexibly than the government authority to
changing market conditions. The U.K.’s new regulatory structure makes only very limited use
of SROs — with respect to the operation of the securities exchanges and clearing houses; the
FSA itself regulates all market intermediaries, with direct responsibility for, among other
things, prudential supervision and conduct of business regulation. This places additional
pressure on the FSA to attract and retain skilled staff in sufficient number to effectively
supervise market intermediaries.
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Principle 7.

SROs should be subject to the oversight of the regulator and should observe standards of
fairness and confidentiality when exercising powers and delegated responsibilities.

Description

The FSMA provides for the FSA to grant recognition orders to entities applying for recognition
as RIEs or RCHs, and to oversee their continuing compliance with the recognition requirements
for such bodies. The FSMA (Recognition Requirements for Investment Exchanges and Clearing
Houses) Regulations 2001 set out a number of requirements for recognized bodies, with a view
to ensuring that they use their powers fairly. These state that the body must: (a) be a fit and
proper person to perform its functions; (b) include consultation with users in its procedures for
making and amending rules; and (c) make provision in its disciplinary processes for the fair,
independent and impartial resolution of appeals against its decisions.

Assessment

Implemented

Comments

The FSMA regulations and related FSA guidance with respect to SROs are comprehensive and
appear to address all areas deemed important by IOSCO.

Principles for the Enforcement of Securities Regulation

Principle 8.

The regulator should have comprehensive inspection, investigation and surveillance powers.

Description

The FSMA gives the FSA powers of investigation and statutory responsibility for bringing civil
and regulatory proceedings for contravention of FSA rules. Under its information gathering
powers, the FSA may require a firm to produce information or documentation, and has the
power to require the provision of a report on a firm by a skilled person. The FSA has the power
to investigate and prosecute insider dealing and breaches of prescribed money laundering
regulations. The FSA also has powers to investigate and bring civil penalty or disciplinary
proceedings in cases of market abuse.

Assessment

Implemented

Comments

Primary surveillance of trading on recognized markets is carried out by the exchanges
themselves, who report suspected breaches to the FSA for investigation. Matters to be pursued
are identified using the ‘risk-based’ assessment framework adopted by the FSA, although at this
early stage the effectiveness of this approach has yet to be tested in practice. The FSA’s powers
will need to be used and interpreted in light of the European Convention on Human Rights, but
that should not operate to prevent the FSA from being an effective regulator.

Principle 9.

The regulator should have comprehensive enforcement powers.

Description

Under the FSMA, the FSA has the power to initiate proceedings against those firms and
individuals which offer or purport to offer financial services without authorization. The FSA
also has a range of administrative, civil and criminal prosecution powers. The FSA's
administrative powers include the power to impose fines and statements of public censure. The
FSA also is able to cancel or vary a firm's permission to conduct financial services under the
FSMA, or withdraw an individual’s approval to undertake functions in relation to regulated
activities where breaches of the FSMA are particularly serious. The FSA also has an
administrative power to seek restitution from firms or individuals where such persons have
profited from, or avoided a loss, due to a breach of the requirements of the FSMA. The FSA's
civil powers include the power to apply to a court for injunction and restitution orders against
authorized firms and approved individuals, and the power to make insolvency petitions against
authorized firms. Civil powers are available to the FSA to combat market abuse, including
specific powers to impose fines and seek restitution and injunction orders. The civil offence of
market abuse is designed to complement the existing offences of insider dealing and misleading
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statements and practices. Under the FSMA, the FSA also has the power to bring criminal
proceedings in cases of insider dealing or breach of money laundering regulations, subject to
the outcome of liaison with other prosecuting authorities.

Assessment

Implemented

Comments

The wide enforcement powers of the FSA clearly will need to be tested in appropriate cases at
an early opportunity. The civil offence market abuse provisions are novel and as yet untested.
The floating burden of proof (somewhere less than beyond reasonable doubt, but more than on
the balance of probabilities) may mean that the perceived advantages of the so-called ‘civil
offence’ are not fully-realized in practice. Further, the credibility of a securities regulatory
regime depends on the credibility of the threat of enforcement action, and it remains to be seen
how civil offence proceedings will be regarded by the regulated community. Finally, the only
enforcement device which may be considered for addition to the FSA’s toolkit is the court
enforceable undertaking — the right to accept a detailed commitment as to future behavior which
has the effect of binding the giver as if it were bound by a court order to the same effect.

Principle 10.

The regulatory system should ensure an effective and credible use of inspection, investigation,
surveillance and enforcement powers and implementation of an effective compliance program.

Description

The FSA receives routine financial reports from markets and intermediaries. The FSA also
conducts periodic routine inspections and inspections for cause. On-site visits are used as part
of the formal risk-assessment process, and inspection priorities are based on identified risks or
complaints associated with the regulated entity. Where necessary, skilled persons such as
external auditors are engaged to validate information. In certain cases, the FSA itself sets
penalties, but in doing so involves a Regulatory Decisions Committee, which includes external
participation, and its decision is subject to the direction of the Financial Services and Markets
Tribunal. This committee was established by the FSA, and includes both FSA staff and external
participants in order to address concerns that the FSA’s own disciplinary decisions might be
perceived to be too harsh. Its decisions have the same legal effects as those of the FSA itself.

Assessment

Implemented

Comments

The move to civil offences described above (proceedings for which can only be initiated by the
FSA) should produce more evidence of effective enforcement action utilizing a range of
enforcement tools. At present, the regime has been dominated by disciplinary findings against
authorized persons and some minor criminal prosecutions. The FSA’s ‘risk-based’ approach
will determine what issues the FSA investigates, together with the resources available to the
FSA from time to time.

Principles for Cooperation in Regulation

Principle 11.

The regulator should have authority to share both public and non-public information with
domestic and foreign counterparts.

Description

The FSMA defines the ‘primary recipients,” including the FSA, of confidential regulatory
information who are bound by information sharing rules. Primary recipients are empowered to
pass confidential information should there be an available ‘gateway’ set out in either the FSMA
or the statutory instrument made under it. These gateways include the passing of such
information between relevant U.K. bodies, and to overseas regulatory authorities for the
purpose of enabling or assisting them to discharge their functions. It is, however, an offence
under FSMA for a primary recipient or any person who obtains confidential information
directly or indirectly from a primary recipient to disclose confidential information, except
through statutory gateways or where the originator of the information has given consent.
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Assessment

Implemented

Comments

The FSMA permits the FSA, when deciding issues of assistance to overseas regulators outside
the European Community, to take into account: (a) whether the requesting jurisdiction would
provide such assistance to the U.K.; (b) whether the matter concerns a breach of a law or other
requirement with no close parallel in the United Kingdom, or the assertion of a jurisdiction not
recognized by the U.K.; (¢) the seriousness of the case and its importance to persons in the
U.K.; and (d) whether it is otherwise appropriate in the public interest (presumably, of the U.K.)
to give that assistance. The references to the necessity to take account of the U.K.’s own interest
when assessing whether or not to provide assistance might be thought inconsistent with the
priority a major international financial centre like the United Kingdom ought to place on
securing effective enforcement across national borders. The FSA may wish to consider this
issue the next time it is reviewing policy in this area.

Principle 12.

Regulators should establish information sharing mechanisms that set out when and how they
will share both public and non-public information with their domestic and foreign counterparts.

Description

The FSA has signed nearly 160 Memoranda of Understanding (MoUs) with regulatory
counterparts overseas. These are not all of the same kind, but serve different purposes
depending on the requirements they are designed to meet, such as licensing, supervisory and
enforcement issues. The FSA is reviewing its range of MoUs and other co-operation
mechanisms to ensure that they are in line with the FSMA regime.

Assessment

Implemented

Comments

The MoUs were largely signed by the FSA’s predecessors, and need to be reviewed to reflect
the many changes in the law and the role of the FSA in the intervening period. On the other
hand, MoUs are usually practical devices rather than substantive legal instruments, and any
delay in revising them is more likely to lead to delay or inconvenience, than to obstruction.

Principle 13.

The regulatory system should allow for assistance to be provided to foreign regulators who
need to make inquiries in the discharge of their functions and exercise of their powers.

Description

Under the FSMA, the FSA has a general duty to take such steps as it considers appropriate to
cooperate with foreign authorities that have similar functions to the FSA or in relation to the
prevention or detection of financial crime. This includes sharing information that the FSA is not
prevented from disclosing. The FSA is able to exercise specific powers on behalf of an overseas
regulator if that regulator has requested it to do so. The FSA may, on behalf of an overseas
regulator, require authorized firms, RIEs and RCHs (as well as persons connected to all these
entities) to produce documents or information.

Assessment

Implemented

Comments

The FSA has a good record of providing such assistance to many regulators around the world.
This is so despite the fact that, like many others, the FSA does not have the power to compel
sworn testimony for other regulators. Further, there are limits: confidential information can only
be disclosed if the FSA is satisfied that (a) the requesting authority and the request are bona
fide, (b) the purpose of the request is clear and (c) the specific requirements of the FSMA
(noted in the comments to CP 11) are met.

Principles for Issuers

Principle 14.

There should be full, accurate and timely disclosure of financial results and other information
that is material to investors’ decisions.
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Description

Issuers of securities who wish to be admitted to the listed securities markets operated by the
LSE must first be admitted to the Official List as maintained by the UKLA (a division of the
FSA), in its role as competent authority. When an issuer applies to have securities admitted to
listing it must publish a prospectus which complies with the detailed disclosure requirements
set out in the UKLA’s Listing Rules, together with the general obligation contained in the
FSMA. A prospectus must contain all such information as investors and their professional
advisers would reasonably require and expect to find in order to make an informed assessment
of the issuer’s assets and liabilities, financial position, profits and losses, and prospects, as well
as the rights attaching to the securities. The UKLA reviews and approves all such material, and
can intervene to stop the circulation of false or misleading information.

Once securities have been admitted to listing, the Listing Rules impose general obligations on
an issuer to disclose information that would be likely to lead to a substantial movement in the
price of its listed securities. Those obligations do not apply when the information is
confidential, such as when negotiations are continuing, or disclosure might otherwise prejudice
the interests of the issuer, and the UKLA provides guidance or relief in such cases. The Listing
Rules also contain the continuing obligations with which an issuer must comply and which
cover the disclosure of financial information, significant transactions, certain corporate changes
and information concerning the management of the company.

Where securities are offered to the public but where they are not being admitted to the Official
List, the Public Offers of Securities Regulations 1995 impose disclosure requirements similar to
those for listed securities. Once these securities are issued, if they are admitted to a RIE and
traded on a market regulated by that exchange, the Traded Securities (Disclosure) Regulations
1994 require the issuer to disclose information that would be likely to lead to a substantial
movement in the price of its securities.

The obligations with respect to the publication of annual and other periodic reports of financial
results are contained in the Listing Rules and/or the Companies Act. The Companies Act allows
180 days for a public company to prepare and circulate its annual accounts, although the period
allowed under the Listing Rules is less than that; and the Listing Rules allow 120 days to
circulate a preliminary final statement of the results and dividends. Semi-annual and quarterly
reports (where they are required) are due within 90 days.

Assessment

Implemented

Comments

The time periods for the release of preliminary final results, and for the circulation of annual
financial reports, are too long. The continuous disclosure regime is not a substitute, but an
adjunct, to the periodic reporting of results, including balance sheets, accounting treatments,
and the like. There are plans announced by the Department of Trade and Industry to shorten the
statutory period significantly. Further, the review of the UKLA listing requirements, already
announced, will look at these issues, at least in part because a proposed EU Directive on
Regular Reporting will require periods of 90 days for annual reports and 60 days for half yearly
and quarterly reports.

In the context of that review, consideration could be given as to whether all prospectuses need
to be reviewed by the UKLA,; this is presently required under an EU directive, but it would be
more efficient and effective if the FSA’s ‘risk-based’ assessment methodology could be applied
in this context. That method is already used in deciding which periodic reports should be
reviewed.

Principle 15.

Holders of securities in a company should be treated in a fair and equitable manner.

Description

If a company has listed securities it will be subject to the Listing Rules, which provide that the
company must ensure equality of treatment for all holders of shares who are in the same
position. In addition, the continuing obligations apply this general principle, for example, by
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requiring certain transactions — by virtue of their size or because they are with persons
connected to the company — to be subject to shareholder approval. Finally, the City Code on
Takeovers and Mergers (City Code), as administered by the Takeovers Panel, applies to all
takeovers of public companies in the United Kingdom, and is based on the principle of fair and
equitable treatment of all shareholders within a class. Thus, all ordinary shareholders would
receive the same offer in a takeover bid unless the Panel agreed to any differential treatment.

Assessment

Implemented

Comments

The City Code and Takeover Panel in particular are seen as effective contributors to the quality
of the markets in London, by virtue of the speed, flexibility and certainty they bring to
takeovers, despite their informality.

Principle 16.

Accounting and auditing standards should be of a high and internationally acceptable quality.

Description

Every U.K. company registered under the Companies Act is required to prepare annual
accounts to standards set or agreed by the Accounting Standards Board (ASB). Audits are
undertaken to standards set or agreed by the Auditing Practice Board (APB). Certain categories
of small companies are not required to appoint auditors, but all other companies must have their
accounts reported on by an external auditor. Both the ASB and APB are independent bodies
under Financial Reporting Council oversight.

Assessment

Implemented

Comments

U.K. accounting standards are of a high and internationally acceptable quality. While there
presently are a number of differences between U.K. Accounting Standards and International
Accounting Standards, the U.K. will (subject to an EU accounting regulation) require listed
companies, from January 2005, to prepare their group financial statements using international
standards. In addition, U.K. Accounting Standards applicable to unlisted companies and
unconsolidated accounts of U.K. companies are being revised in a process of phased alignment
with international standards, except where circumstances suggest this is not appropriate.

U.K. auditing standards are also of a high and internationally acceptable quality. While there
presently are a number of differences between U.K. Statements of Auditing Standards and
International Standards on Auditing, these differences are in the process of being resolved in the
context of an EU recommendation that all listed companies be required, by 2005, to have their
group financial statements audited in accordance with international standards.

Principles for Collective Investment Schemes

Principle 17.

The regulatory system should set standards for the eligibility and the regulation of those who
wish to market or operate a collective investment scheme.

Description

Under the FSMA, the FSA is responsible for the authorization of investment management firms
(as well as trustees and depositories) generally, and granting authorized firms specific
permission to market and operate collective investment schemes (CISs). The FSA’s Handbook
sets out the following factors to be considered at the authorization stage with respect to the
operator: (a) fitness and propriety; (b) honesty and integrity; (c) financial capacity; (d) adequacy
of its internal management procedures; (¢) competence to carry out the functions and duties of
the CIS; (f) available human and technical resources; and (g) the capacity to discharge operator
powers and duties. The operator is subject to a general and continuing obligation to comply
with the admissions requirements, an obligation to notify the FSA of significant changes, and
rules governing the conduct of its business.

Assessment

Implemented
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Comments

These obligations are comprehensive and accessible, and this may be reflected in the fact that
the U.K. investment fund industry is among the largest and most successful in the world.
However, consideration could be given to several refinements, such as:

(a) A specific requirement for transactions with affiliated parties to be disclosed to investors
and the FSA (such transactions are required to be on arm's length terms, but that is not always
an easy test to apply, and the volume of transactions may be of relevance to investors to know;
the present requirement is merely to inform the FSA of anything of which the FSA would
reasonably expect prompt notice);

(b) A requirement that delegates receiving delegations of functions such as portfolio
management, investment advisory and other core functions be bound not only by contract with
the operator, as at present, but by law or delegated legislation, to comply with the same
regulatory standards imposed on the operator itself ; and

(c) An extension of the regulatory framework applicable to delegates to sub-delegates, or at
least to those located in the U.K.

The latter two changes would, we understand, require legislation, but in certain circumstances,
direct access by the regulator to such delegates may be of value.

Finally, whether the application of the FSA’s ‘risk-based’ approach to CISs results in effective
regulation, particularly with respect to smaller CISs, has yet to be tested in practice.

Principle 18.

The regulatory system should provide for rules governing the legal form and structure of
collective investment schemes and the segregation and protection of client assets.

Description

There are two types of CISs in the U.K. that are capable of being promoted to the public: (a)
authorized unit trusts (AUTs); and (b) investment companies with variable capital (ICVCs)
(currently known as open-ended investment companies, or OEICS). AUTs are unincorporated
bodies created under trust law and constituted by a trust deed made between the manager (the
operator) and the trustee, both of whom must be authorized persons under FSMA. The CIS
Sourcebook sets out the general powers and duties of the manager and the trustee in detail, and
the regulations that apply to them. ICVCs are incorporated bodies established in accordance
with the Open-Ended Investment Companies Regulations 2001. The FSA’s product regulations
for ICVCs (in the CIS Sourcebook) deal with the powers, duties and responsibilities of the
directors of the company and the depository of the company.

Assessment

Implemented

Comments

These rules are straightforward and clear. Consideration could be given to requiring that all
delegations be notified, in annual reports at least. At present, only delegation arrangements for
custody are notified to the FSA. (We understand that such notification will be required by an
EU directive, required to be implemented by the middle of 2003.)

Principle 19.

Regulation should require disclosure, as set forth under the principles for issuers, which is
necessary to evaluate the suitability of a collective investment scheme for a particular investor
and the value of the investor’s interest in the scheme.

Description

The rules on financial promotion and disclosure require that an Independent Financial Adviser
or a Company Representative establish the personal financial circumstances of the investor (the
principle of ‘know your customer’), and recommend only a product which is suitable, having
regard to the investor’s needs. Where CISs are offered through a direct offer advertisement, the
product provider must provide a statement in that advertisement explaining that a customer who
is unsure about whether the product might be suitable for his or her needs should seek
independent financial advice. In either case, the investor must be provided with a Key Features
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Document (KFD), which is to set out all material information the investor needs to make a
sound purchase decision.

Assessment

Implemented

Comments

The KFD requirement is to produce material in a user-friendly format, and there is a
requirement for fair and clear communication with customers - but there is no explicit
requirement for ‘plain English,” or for research to be conducted to ensure that the material is in
fact in a form which is readily comprehensible. Also, there is no continuous disclosure
requirement as such for CISs, presumably on the basis that material information is factored into
the price and the price adjusted accordingly. But investors would be assisted by direct access to
such information, particularly where information is not publicly available concerning the
securities held by the CIS. We understand that consideration is already being given to all of
these issues.

Principle 20.

Regulation should ensure that there is a proper and disclosed basis for asset valuation and the
pricing and the redemption of units in a collective investment scheme.

Description

The FSMA (for AUTs) and the Open-Ended Investment Companies (OEIC) Regulations 2001
(for ICVCs) give participants the right to have their holdings redeemed at a price not
significantly different from the net value of the property, determined in accordance with the
Trust Deed/Instrument of Incorporation and FSA rules. The FSA’s product regulations for
authorized CISs (found in the CIS Sourcebook) require that: (a) price(s) of units/shares bought
or sold properly relate to the net value of the authorized fund; (b) the manager deals fairly with
investors when they purchase or sell units; and (c) investors have access to pre-sale information.
There are also separate disclosure regulations requiring information to be given about charges
and/or expenses that investors will or may bear.

Assessment

Implemented

Comments

The FSA has been reviewing the single/dual pricing regimes for CISs. and is encouraged to
continue its efforts to reduce the risk of possible investor confusion in this area.

Principles for Market Intermediaries

Principle 21.

Regulation should provide for minimum entry standards for market intermediaries.

Description

The FSMA provides that no person may carry on a regulated activity in the United Kingdom, or
purport to do so, unless he or she is an authorized person or an exempt person. The FSMA
(Regulated Activities) Order 2001 sets out activities that are regulated activities for the purpose
of the FSMA. These activities include: (a) managing investments; (b) arranging deals in
investments; (c) dealing in investments as principal; (d) dealing in investments as agent; and (e)
giving investment advice. Further, when an authorized person enters into an arrangement in
relation to carrying on a regulated activity, any person performing a "controlled function" (also
a defined term) under the arrangement must be "approved" by the FSA.

Assessment

Implemented

Comments

These obligations are comprehensive and accessible. The FSMA’s ‘threshold conditions,’ such
as the ‘fit and proper’ test and those dealing with ‘close links’ address many of the matters
suggested for consideration by IOSCO in the discussion surrounding CP 21. The FSA has the
power to refuse an application for authorization if any of the threshold conditions are not met.
The FSMA also requires notice to the FSA of proposals to acquire a controlling interest in a
market intermediary. In the discussion surrounding CP 21 [Section 12.3], IOSCO also suggests
that, to enable investors to protect their own interests, the regulator should ensure that the public
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have access to relevant information concerning market intermediaries, such as the category of
license held, the scope of authorized activities, the identity of senior management and those
authorized to act in the name of the intermediary. Under the FSMA, the FSA is obliged to
publish such information about approved persons as the FSA thinks appropriate, including what
services they hold themselves out as able to provide, and their address.

Principle 22.

There should be initial and ongoing capital and other prudential requirements for market
intermediaries that reflect the risks that the intermediaries undertake.

Description

At authorization, each firm is given permission(s) to undertake specified types of regulated
activity. After authorization, if a firm wishes to undertake additional regulated activities, then it
has to apply for a variation in its permission(s). The prudential requirements and other rules that
apply to a firm depend on the permissions that it holds. These requirements relate to: (a) capital
adequacy; (b) the holding of client money and assets; (¢) maintenance of systems of internal
control; and (d) reporting and notification requirements. Firms that are assessed as being other
than ‘low impact’ firms under the FSA's ‘risk-based’ approach are also subject to individual
risk assessments. Firm-specific risk mitigation programmes are then drawn up, in light of the
risks identified in the assessments.

Assessment

Implemented

Comments

FSA rules require all market intermediaries, other than professional firms and service
companies, to meet specified initial and ongoing capital requirements. Professional firms and
service companies simply are required to be able to meet their liabilities as they become due.
According to IOSCO, regulation should ensure that there is proper ongoing supervision with
respect to market intermediaries. Under the FSA’s ‘risk-based’ approach to supervision,
approximately 80 percent of market intermediaries (the ‘low impact’ firms) are not
automatically subject to regular examinations and are required to submit only annual financial
reports to the FSA. Visits, and closer attention generally, to these firms comes about when there
are complaints from customers, or reports from whistleblowers, or in the context of thematic or
random samples. The effectiveness of this approach to the supervision of low impact firms, and
ability nevertheless to ensure compliance with ongoing capital and other important prudential
requirements of these firms, has yet to be determined.

Separately, the FSA is to be commended for its efforts to develop a liquidity standard for
market intermediaries.

Principle 23.

Market intermediaries should be required to comply with standards for internal organization
and operational conduct that aim to protect the interests of clients, ensure proper management
of risk, and under which management of the intermediary accepts primary responsibility for
these matters.

Description

The FSA Handbook of Rules and Guidance for firms contains 11 Principles for Businesses with
which all regulated firms must comply. The Principles for Businesses are enforced by rules and
guidance throughout the Handbook, especially in the sections on conduct of business and
arrangements for senior management, systems and controls.

Assessment

Implemented

Comments

The FSA Handbook places a comprehensive set of high-level obligations on market
intermediaries with respect to risk management and internal controls, as well as the proper
conduct of business. In general, these obligations encompass the standards recommended by CP
23: integrity and diligence; terms of engagement; information from customers; disclosure to
customers; protection of customer assets; market conduct; operational controls;
avoidance/management of conflicts of interest; and oversight of proprietary trading. As
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previously noted, it is too soon to say whether the FSA’s limited approach to the supervision of
‘low impact’ market intermediaries will, in practice, lead to a deterioration of compliance with
important regulatory standards, such as those relating to the conduct of business and risk
management/internal controls.

Principle 24.

There should be a procedure for dealing with the failure of a market intermediary in order to
minimize damage and loss to investors and to contain systemic risk.

Description

The FSA has wide powers under the FSMA to take action in cases of insolvency. These include
the FSA's right to apply to a court to wind up an authorized person or to apply for an
administration order. The FSA also has the right to be heard in court proceedings relating to the
insolvency of such persons. Furthermore, the FSA is able to take regulatory action against firms
that are failing before they are the subject of court proceedings for winding up. For example,
the FSA has the power to impose requirements in a firm's permission to carry on regulated
activities in order to protect the interests of consumers, and to vary or cancel the firm’s
permission. All RIEs and RCHs are required to have default rules in respect of market contracts
effected by means of their facilities. In addition, Part VII of the Companies Act modifies the
law of insolvency to protect market default procedures, charges given to secure obligations in
connection with transactions and margin held by RIEs and RCHs. (See also in this context,
Assessment of IOSCO/CPSS Recommendations for Securities Settlement Systems.) The
Financial Services Compensation Scheme (FSCS), is available for the compensation of persons
in circumstances where a defaulter is unable, or is unlikely to be able, to satisfy claims against
it.

Assessment

Implemented

Comments

The means by which FSA can deal with the failure of a market intermediary are many, and the
FSA has the discretion to apply them in a flexible manner, either independently or in
cooperation with other authorities. While many of these regulatory tools can be applied before
an intermediary is the subject of formal insolvency proceedings, the FSA’s ‘risk-based’
approach to supervision could prevent early diagnosis with respect to the large number of ‘low
impact’ firms. Although these ‘low impact’ firms, by definition, do not pose systemic risks
individually, sight should not be lost of the fact that individual customers risk losses in the
event of a failure, at least to the extent they are not covered by the FSCS. However, it is too
soon to say how this will play out in practice.

Principles for the Secondary Market

Principle 25.

The establishment of trading systems including securities exchanges should be subject to
regulatory authorization and oversight.

Description

The FSMA prohibits persons from carrying out a regulated activity in the U.K. without either
being authorized by the FSA or exempt therefrom. Regulated activities, particularly those
defined as arranging deals in investments, capture the activity of providing a trading system or
exchange service. Once authorized, these trading systems (including securities exchanges) are
subject to regulatory oversight by the FSA. Authorized persons operating trading systems are
subject to FSA rules and guidance that are set out in the FSA Handbook.

Assessment

Implemented

Comments

Securities exchanges, as RIEs, are subject to a well-developed regime for regulatory
authorization by the FSA, and oversight by the FSA and by the exchanges themselves acting as
SROs. Although the regulatory scheme for alternative trading systems currently is under
review, at present the FSA applies the authorization and oversight regime applicable to
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‘authorized persons’ to these systems. While this structure has the potential for regulatory gaps
it does not appear to be a significant cause for concern, given the relatively small market share
acquired by alternative trading systems in the U.K. to date.

Principle 26.

There should be ongoing regulatory supervision of exchanges and trading systems, which
should aim to ensure that the integrity of trading is maintained through fair and equitable rules
that strike an appropriate balance between the demands of different market participants.

Description

The recognition (authorization) requirements for RIEs prescribe that they ensure that business
conducted by means of their facilities is conducted in an orderly manner and so as to afford
proper protection to investors. The recognition requirements specify a number of safeguards for
investors, including provisions relating to market access, proper markets in the investments
traded, satisfactory arrangements for securing the timely discharge of the rights and liabilities of
the parties to transactions effected on the exchange, and appropriate measures to reduce the
extent to which the exchange’s facilities can be used for a purpose connected with market abuse
or financial crime. With respect to market participants, the recognition requirements mandate
that an exchange have appropriate procedures for rulemaking, including consultation with users
of the exchange’s facilities, as well as effective arrangements for monitoring and enforcing
compliance with those rules.

Assessment

Implemented

Comments

The ongoing monitoring of trading on these exchanges is done by the exchanges themselves, in
their role as SROs. The FSA requires RIEs to address relevant matters cited by IOSCO,
including standards for the admission of products to trading and the admission of participants to
the trading system, equitable access to trading information, fair order routing and execution
procedures, publication of post-trade information and maintenance of an audit trail, the
supervision of the trading system and participants, and procedures for dealing with trading
disruptions. See the AML/CFT assessment for a discussion of the extent to which RIEs can be
used for a purpose connected with financial crime

Principle 27.

Regulation should promote transparency of trading.

Description

The FSA is predisposed to view transparency as an important contributor to market efficiency
and investor protection. It and its predecessor body (the Securities and Investments Board) have
encouraged improved transparency in U.K. securities markets in recent years. The FSA views
transparency as a central ‘risk’ issue in markets, and believes that a regulator should keep
transparency arrangements under review on a continuing basis.

Assessment

Implemented

Comments

According to IOSCO, ensuring timely access to trading information is a key to the regulation of
secondary trading, and where a market permits some derogation from the objective of real-time
transparency, the conditions need to be clearly defined. While the FSA generally encourages
transparency, detailed guidance is not provided and the FSA explicitly recognizes that the
optimum levels of transparency may vary from market to market, depending on such factors as
the instrument being traded, the size and frequency of transactions, and the role played by
liquidity providers. The FSA presently is conducting an internal review of transparency matters,
and may wish to consider more vigorously encouraging RIEs to improve price transparency.
While the transparency of the U.K. securities exchanges generally appears good, particularly for
the most liquid securities, care should be taken not to permit competitive pressures at the RIEs
to undermine the visibility of trading interest. Although it is recognized that there often is a
trade-off between transparency and liquidity, particularly with respect to institutional order
flow, allowing widespread pre-negotiation/internalization and delays in trade reporting could
lead to a degradation of the price discovery process, and thereby the quality of trading in the




- 100 -

U.K. exchange markets.

Principle 28.

Regulation should be designed to detect and deter manipulation and other unfair trading
practices.

Description

The U.K. has for some years defined insider dealing and market manipulation as criminal
offences. The FSMA provides for a broadening and strengthening of the U.K. regime against
market abuse. In particular, the FSMA has placed responsibility for market conduct with the
FSA, provided for the FSA to issue a Code of Market Conduct (addressing misuse of
information, false or misleading impressions and distortion) and given the FSA powers to
operate a ‘financial penalties’ regime alongside the continuing criminal regime.

Assessment

Implemented

Comments

The FSA and RIEs have sufficient authority to address manipulation and other unfair trading
practices, and appear to have implemented this authority in a comprehensive fashion. Despite
the limited reliance on SROs, the FSA has been able to work effectively with the RIEs to
monitor market activity electronically. The FSA is responsible for monitoring unfair trading
practices in the OTC markets, applying its ‘risk-based’ approach to supervision, which as
previously noted has yet to be tested in practice. The FSA is expected to focus its scarce
enforcement resources on cases it judges to be of systemic importance, but it is too soon to say
how well this will work in practice.

Principle 29.

Regulation should aim to ensure the proper management of large exposures, default risk and
market disruption.

Description

The FSA has developed arrangements for the management of large exposures, default risk and
potential market disruption. The FSA Handbook contains large exposure reporting requirements
for investment firms. All RIEs and RCHs are required to have default rules (see the assessment
of U.K. securities settlement systems against the IOSCO-CPSS recommendations) . In addition,
RIEs and RCHs must have adequate financial resources to address counterparty or market risks,
and their systems and controls must provide for the effective management of risk. The FSA also
looks to RIEs and RCHs to monitor large exposures and to inform the FSA when these are
considered significant.

Assessment

Implemented

Comments

Appropriate procedures appear to have been developed, largely through the SROs, to monitor
and address large exposures, default risk, and market disruption. With respect to large
exposures, [OSCO states in the discussion surrounding CP 29[Section 13.7] that market
authorities should establish trigger levels for identifying large exposures that are appropriate to
their markets, and continuously monitor the size of positions on those markets, so that they can
assess the risks posed by them to a market or clearing firm. The FSA may wish to consider
whether, in practice, the U.K. markets effectively achieve this goal of identifying large
exposures and continuously monitoring of positions.

Principle 30.

Systems for clearing and settlement of securities transactions should be subject to regulatory
oversight, and designed to ensure that they are fair, effective and efficient and that they reduce
systemic risk.

Description

The provision of clearing and settlement services falls within the scope of regulated activities in
the U.K. Those providing such services need to be authorized or recognized as RCHs. The RCH
requirements prescribe that a clearing house must have sufficient financial resources for the
proper performance of its functions, and must ensure that its systems and controls are adequate
and appropriate for the scale and nature of its business. RCHs are regarded as potential ‘high
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impact’ institutions under the FSA’s ‘risk-based’ approach, and therefore are subject to a
relatively high level of regulatory scrutiny.

Assessment Implemented

Comments See Assessment of IOSCO/CPSS Recommendations for Securities Settlement Systems

Table 11. Summary Observance of the IOSCO Objectives and
Principles of Securities Regulation

Assessment Principles Grouped by Assessment Grade
Grade Count List
Implemented 30 CPs1-30
Partially
Implemented

Non-Implemented

Not applicable

F. Recommended Actions and Authorities’ Response to the Assessment

53.  Although the United Kingdom observes all of the IOSCO objectives and principles,
some technical recommendations are outlined below to further improve the U.K.’s regulation
of securities markets.

o When policy in the area of co-operation in international enforcement is next under
review, consideration might be given as to whether the requirement in the FSMA to
take account of the U.K.’s own interest when assessing whether or not to provide
assistance to foreign regulators, is consistent with the priority a major international
financial centre like the United Kingdom ought to place on securing effective
enforcement across national borders.

o Consideration could be given as to whether it is economic or efficient for the law to
require all prospectuses to be reviewed by the UKLA; the FSA’s ‘risk-based’
assessment methodology could also be appropriate in this context.

54. In the area of collective investments, matters which might be considered include:
o Introducing a specific requirement for transactions with affiliated parties to be
disclosed to investors and the FSA.

J Introducing a requirement that delegates receiving delegations of functions such as
portfolio management, investment advisory and other core functions be bound not
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only by contract with the operator, as at present, but also by law to comply with the
same regulatory standards imposed on the operator itself.

J Extending the regulatory framework applicable to delegates, to sub-delegates.

o Requiring delegation arrangements for custody to also be notified in annual reports at
least.

o Introducing continuous disclosure requirements for CISs.

o Finally, the FSA presently is conducting an internal review of transparency matters,

and may wish to ensure that competitive pressures do not undermine the visibility of
trading interest in the future.

G. Authorities’ Response

55. The authorities welcomed the positive assessment of the U.K.’s observance of the
IOSCO principles and noted that the United Kingdom has fully implemented all 30
principles. They also noted that the FSAP team has been able to make some technical
recommendations which they regard as helpful in providing constructive input to their
thinking and they are considering how best to take them forward. They feel that the technical
recommendations are constructive and provide useful support for ongoing FSA work to
further strengthen the U.K. securities regime. Specific comments on the technical
recommendations outlined above are as follows:
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Co-operation in international enforcement. The authorities feel that in practice the recommendation
concerning co-operation on international enforcement may be overstated, given both their record of
effective co-operation and the requirements in FSMA to co-operate and to look beyond U.K. interests.

Review of all prospectuses by the UKLA. The authorities consider the recommendation to apply their
risk-based approach to their approval of documents to be useful. They are seeking to develop a more
risk-based approach to this work, although they would emphasize that they must still meet their
obligations under European Directives that require approval of documents.

Collective investments - disclosure of transactions with affiliated parties and requirement of delegation
arrangements The authorities noted that the U.K. has a very comprehensive and detailed regime for the
regulation of Collective Investment Schemes (CIS) and in some areas they feel that their regime
already provides sufficient protections equivalent to those suggested by the recommendations. On the
recommendations on the use of delegates, and for continuous disclosure by CIS, they believe these
measures are already undertaken within their regime. They are, however, reviewing their current
requirements for continuing disclosure. On transactions with affiliated parties, the FSA is satisfied that
the present requirements for information about such transactions to be passed to the FSA are consistent
with their risk based approach to supervision and a proportionate regulatory regime. Nonetheless, they
are also considering further refinements to their CIS regime through an ongoing current review and
they noted that, in this respect, the FSAP recommendations more generally provide support for work
already ongoing.

Encouraging RIEs to improve price transparency. The authorities recognize the importance of
sustaining improvements in an increasingly competitive environment. To this end they have been
working to underpin high levels of transparency in a more fragmented marketplace, while also paying
due attention to the need not to damage liquidity.
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IV. CPSS CORE PRINCIPLES FOR SIPS AND CENTRAL BANK RESPONSIBILITIES IN
APPLYING THE CPS—NEWCHAPS

A. General

56. This assessment was undertaken in the context of an IMF Financial Sector
Assessment Program (FSAP) exercise for the United Kingdom over the period February-July
2002 which covered, inter alia, the Core Principles for Systemically Important Payment
Systems.” This assessment covers the NewCHAPS system, the basis for two schemes—
CHAPS sterling and CHAPS euro, providing real-time gross settlement facilities for sterling
and euro transactions, respectively.®

57. The Bank of England (the Bank) has conducted a formal self-assessment of the
NewCHAPS system’s observance of the Core Principles. This assessment was made
available to the mission. The Bank also provided detailed answers to an IMF questionnaire
and a number of documents relevant for the assessment. Extensive meetings were held with
officials from the Bank, supplemented by discussions with officials from the CHAPS
Company as well as with the Association for Payment Clearing Services (APACS), six
NewCHAPS members and two non-member institutions.

58. The G-10 Committee on Payment and Settlement Systems’ (CPSS) Report on Core
Principles for Systemically Important Payment Systems Parts I and I and an IMF guidance
note were used when assessing the NewCHAPS system. No obstacles were faced in the
work. The authorities and others were fully cooperative.

The payment infrastructure in the United Kingdom

59. The majority of interbank transfers of funds in the United Kingdom are processed
through four clearing systems, all of which operate under the umbrella of APACS:

o As part of NewCHAPS, the CHAPS Sterling and CHAPS euro systems settle
payments on an RTGS basis. They are primarily designed for high-value payments,
although there is no lower (or upper) limit on the value of individual payments. The
two NewCHAPS systems currently have 21 participants, of which 20 are members of
CHAPS euro and 13 of CHAPS Sterling.

7 Prepared by Tom Kokkola (European Central Bank) in collaboration with Martin Andersson (Sveriges
Riksbank).

¥ CHAPS is an acronym for Clearing House Automated Payment System.



- 105 -

o BACS’ is an Automated Clearing House (ACH), which processes large volumes of
relatively low-value (retail) payments, including direct debits, direct credits, standing
orders, and other non-urgent automated credit transfers.

o Finally, paper debit and credit payment items are cleared through two parallel
systems run by the Cheque & Credit Clearing Company (C&CCC).

60. The CHAPS Clearing Company Limited (CHAPSCo) is the governing body for the
CHAPS Sterling and Euro systems. CHAPS Sterling started operations in 1984 as a nation-
wide, electronic interbank system for sending irrevocable, guaranteed and unconditional
sterling credit transfers for same day value operating on an end-of-day multilateral net
settlement basis. In April 1996, it was developed into an RTGS system. It now handles nearly
all large-value same-day sterling payments between banks, other than those relating
specifically to the settlement of securities transactions (handled through CREST).

61.  InJanuary 1999, a second CHAPS system—for euro-denominated payments—began
operation. This system is connected to TARGET, the RTGS system for the euro. CHAPS
euro is the U.K. national component of TARGET and is separate from the original CHAPS
sterling system (although both are run by CHAPSCo). However, the technical differences
between the two systems narrowed significantly in August 2001, when the NewCHAPS
project moved the two systems onto the same (SWIFT-based) technical platform. The
strategic decision to migrate to a common generic platform was motivated by the desire to
achieve technological and cost efficiencies, to ensure a sufficiently flexible infrastructure to
meet requirements for possible U.K. EMU entry, to prepare for implementation of ‘full DVP’
in the U.K. in November 2001 and to facilitate wider access to the CHAPS Sterling system.

62. The main components of the NewCHAPS systems are: message exchange within two
closed user groups comprising CHAPS (euro and Sterling respectively) members and the
Bank, over the SWIFT FIN Copy Financial Application service (used in ‘Y-Copy’ mode);'°
Computer Based Terminals (CBTs — SWIFT interfaces) located within members’ systems
and at the Bank (the RTGS CBT); sterling and euro settlement accounts within the Bank’s
real-time accounting system (the RTGS processor); and an Enquiry Link facility provided by
the Bank, which enables system participants to interact with the RTGS processor to e.g.,
monitor payments progress, manage payments queues during the day and make certain funds
transfers.

? Bankers’ Automated Clearing Services. A formal assessment has not been undertaken for BACS—a more
general analysis contained in The Selected Issues Volume.

12y -copy mode refers to one of the main forms of RTGS message flow design: it is characterized by a central
processor that, when it receives a payment message from a sending bank, strips commercial information not
strictly necessary for settlement from the settlement request it passes to the central bank; then, when settlement
confirmation is received back from the central bank, the central processor sends the full payment information on
to the receiving bank.



- 106 -

63. The Bank is responsible for the provision and maintenance of the central scheduling
and settlement accounting environment for the settlement during the day of CHAPS
payments and other transactions between members outside the CHAPS operating day, as well
as intraday payment flow monitoring. It is also responsible for the provision and maintenance
of the Enquiry Link network (based on SWIFTNet and subject to bilateral contractual
arrangements between the bank and SWIFT) and for the provision of intraday liquidity to
CHAPS members through an intraday repo facility (subject to bilateral contractual
arrangements between the Bank and members). CHAPSCo is responsible for the provision
and maintenance of the messaging network conveying CHAPS payment information between
CHAPS members and to and from the Bank over the SWIFT network (subject to contractual
arrangements between CHAPSCo and SWIFT).

B. The Functioning of the NewCHAPS System

64.  In NewCHAPS, payments are processed as follows: a payment message (MT100,
MT103 or MT202) is submitted to the SWIFT network. This message is held in the FIN
Copy service and a settlement request (MT096) containing a subset of the original message is
forwarded to the RTGS Processor, via the RTGS CBT. On reaching the RTGS Processor, all
payment messages pass through a validation process, for example to check for duplicate
messages.

65.  All valid payment requests submitted to the Bank are then routed via a Central
Scheduler to the RTGS processor. It is expected that the vast majority of payments will pass
straight through the Central Scheduler for settlement. However, payments will be forwarded
for settlement only after they meet the conditions contained in certain ‘filters’ in the central
scheduler. These filters are set by individual banks and are not compulsory. There are three
filters and any combination of one, two or three filters may be set by banks:

J Value ‘threshold:’” Payments that are equal to or greater than this value are held in the
central scheduler with a status of ‘blocked by value.’

o Individual payment ‘filter’: a bank may submit payments with a status of ‘held.” Such
payments are held within the central scheduler until the status is removed by that
bank.

o Individual domestic counterparty ‘switch:’ individual banks can temporarily hold in

the central scheduler all payments to another CHAPS member. Such payments will be
held within the central scheduler with a status of ‘held for counterparty’.

66. Items which pass through the Central Scheduler are held in the sending bank’s Funds
Queue (one for each currency). Payments on the Funds Queue are processed first by priority,
then by value (with the lowest value settlement request queued ahead of higher value
settlement requests), then by time input to the funds queue, then by time of input to the
RTGS Processor.
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67. Settlement requests can be allocated a ‘Priority’ number within the range of 1-99 with
Priority 1 being the highest. Settlement requests within the range of 1 to 19 are able to use
‘headroom’ (see below). The Priority levels 1-9 and 90-99 are reserved for use by the Bank,
while individual banks can allocate other priority levels to individual payment messages. If
no Priority is allocated, the system default Priority of 50 is allocated. The Priority of a
settlement request may be changed at any time provided it has not settled. Changing a
Priority has the effect of moving the item in the funds queue.

68. The RTGS Processor settles payments by simultaneously debiting the sending
member’s Settlement Account while crediting that of the receiving member. Any payment
from a sending member may not be revoked by it after the Bank has debited its Settlement
Account. Once these entries have been made on the Settlement Accounts of the sending
member and the receiving member, settlement is final. After settlement, a Settlement
Confirmation (MT097) is sent from the RTGS Processor to the SWIFT FIN Copy service.
The initial payment message is then automatically released, with full details plus a settlement
confirmation, from FIN Copy to the receiving member, who is required to validate the
payment and to accept it."!

69.  The sending member may request that FIN Copy produces a Sender Notification
message (MT012) to inform the member that a Settlement Confirmation has been received
by FIN Copy from the RTGS Processor. The sending member may also request that FIN
Copy produces a Delivery Notification (MTO11) once the settled payment message has been
successfully delivered to the receiving member.

70. According to the Memorandum of Understanding between the Bank and CHAPSCo
(“the MoU”), the transmission time between one member’s internal system and another’s
should be no longer than 60 seconds (30 seconds for network processing and 30 seconds for
processing by the RTGS processor excluding any delays caused by queuing in the Central
Scheduler or lack of liquidity).

71. To enable Members to make time-critical payments such as settlement of net
obligations in ancillary payment systems, each bank can reserve part of its total available
liquidity within the RTGS settlement process for those payments—so-called ‘headroom.” A
member-parameterized default setting allows individual banks to reserve a set amount at the
start of each business day; members can change the amount reserved intraday. As noted
above, ‘priorities’ are used to indicate payments which may use this reserved balance.

72. To improve the efficiency of liquidity usage in the CHAPS sterling system, by
preventing any one institution from hoarding liquidity, members are required to comply with
the following guidelines, measured over a calendar month.

' If the receiving member is not able to validate the payment, the settlement finality of that payment still holds,
but the member would initiate a separate “return payment”.
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Average of 50% of value throughput By 12.00 U.K. Time

Average of 75% of value throughput By 14.30 U.K. Time

73.  Atan aggregate level, the experience suggests that CHAPS Sterling appears to be
meeting the throughput guidelines quite easily (some 30—40 minutes in advance of the
deadlines).

74. The Enquiry Link, which is an interactive link between Members and the RTGS
processor based on SWIFTNet Interact service, can be used to adjust Central Scheduler
settings, to select payments on which the Member wishes to override thresholds, to cancel
any payments queued in the Central Scheduler and in the Funds Queue or to alter the priority
of payments. It can also be used by CHAPS members intraday to fund and defund their
separate CREST RTGS account for DvP (there is automatic functionality available to do this
too, the Automatic Liquidity Transfer (ALT) Mechanism).

75. Cross-border TARGET payments initially follow a similar path to domestic euro
payments. However, when the sender’s account is debited, an RT TARGET account is
credited and a settlement confirmation is returned to FIN Copy. This releases the full
payment message in SWIFT, which is sent back to the Interlinking component in the RTGS
processor. The RT TARGET account is then debited and the recipient national central bank’s
(NCB) account is credited. A TARGET message is then sent through SWIFT to the
destination NCB. The destination NCB credits the recipient’s settlement account and relays
the message in the domestic format.

Statistical information regarding volumes and values of transactions

NewCHAPS average daily volumes (000’s) and values (£ millions):

1999 2000 2001
Vol Val Vol Val Vol Val
Sterling 78.5 177,396 86.1 195,023 91.7 202,857
Euro 9.7 85,367 12.9 99,277 14.5 118,368
Domestic 2.5 11,926 3.0 12,143 3.4 15,534
Cross-border 7.2 73,441 9.9 87,134 11.1 102,834

Average transaction values (£):

1999 2000 2001
Sterling 2,259,420 2,264,212 2,211,854
Euro
Domestic 4,810,022 4,136,902 4,628,028
Cross-border 10,415,628 8,881,953 9,253,968

76. The intraday pattern of payment flows differs slightly between sterling and euro:



77.
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Sterling: The CHAPS Sterling day is characterized by three peaks: two morning
peaks around 07:30 (volume) and 10:00 (value) and an afternoon peak between 14:30
and 15:30. A trough is generally observed between 08:30 and 09:30, probably
reflecting a pause between payments input ahead of settlement date and payments
generated during the day.

Euro: The profile for CHAPS euro exhibits peaks from 07:30 to 08:00 and again from
15:00 to 15:30. In between, the number of payments drops steadily until 12:00 and
stays low until 14:00. Generally, euro payments are processed earlier in the day than
sterling payments with 20 percent of euro payments processed by 08:00 compared to
13 percent for sterling. The late peak largely reflects cross-border TARGET
payments, with banks placing surplus liquidity in the euro area.

For CHAPS Sterling, financial transactions account for 76 percent by value

transmitted and 38 percent by volume. Although financial transactions still dominate the
value transmitted, their market share by volume is down from 45 percent in 2000. The rest is
accounted for by commercial and consumer transactions. 21 percent of CHAPS Sterling
payments are below £1,000 and 47 percent below £10,000.

78.

Purpose of CHAPS payments:

Purpose of payment % by volume % by value Average value of transaction
(£000s)

FX 5-7 16 4,900

Total financial 38 76 4,600

Inter-account transfer 10 22 4,700

Housing & legal 16 1 300

Business 29 - 9

Source: CHAPS Traffic Survey 2001. Figures provided are indicative only, and may not add up
to 100 percent.

Less detail is available for CHAPS euro. However, payments related to foreign

exchange activity account for approximately 50 percent of euro values.

79.

The three peak volume and value days for sterling and euro respectively are set out in

the table below.
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Three peak days within last year,
volumes (000°s) and values (£/€ billions):

Volume Value
Sterling 29/06/01: 188.806 28/09/01: £318.95
28/09/01: 186.535 29/06/01: £311.30
30/03/01: 178.086 29/09/00: £296.82
Euro 20/02/01: 23.982 29/06/01: €302.99
16/01/01: 22.687 16/01/01: €253.95
30/05/01: 21.767 29/09/00: €232.93

80.  With regard to payments originated within CHAPS Sterling, payment flows are
concentrated, with the 5 biggest banks accounting for over 80 percent of both value and
volume. In CHAPS euro/TARGET, payment flows are less concentrated than for CHAPS
Sterling, with the 5 biggest banks accounting for just over 67 percent of volumes.

General preconditions for effective payment systems

81. The United Kingdom has a stable macroeconomic environment and a well-developed
public infrastructure, which support the financial market. Several key EU directives
(including the Settlement Finality Directive), which all Member States have incorporated in
their respective laws, cover the payment system.

82. The Association for Payment Clearing Services (APACS) was set up in 1985 as a
non-statutory association of major banks and building societies. It has become the umbrella
body providing a mechanism for consultation and acting as a representative for the U.K.
payments industry with 31 members. APACS is an unincorporated association of members,
one of whose tasks is to promote the operational efficiency and financial integrity of the
U.K.’s payments infrastructure, including CHAPS. Until recently, all members of CHAPS
also had to be members of APACS (but not vice-versa). There is no legal relationship
between the two organizations.

83. The CHAPS Clearing Company (CHAPSCo) is responsible for setting the operational
rules for the CHAPS Sterling and euro systems and for developing the system to meet
Members’ changing needs. The settlement members of CHAPS are involved in this process
through their membership of the Board of the CHAPS Clearing Company and its committees.

84. The CHAPS Board usually meets on a bimonthly basis. Each member is entitled to
appoint one Director, regardless of whether they belong to either one or both of the clearings.
Members of the same corporate group are entitled to only a single seat on the Board between
them. However, a Director appointed by a Member whose clearing volume exceeds

10 percent of the Company’s total clearing volume is eligible for an extra vote at Board
meetings. Directors have a fiduciary responsibility towards all shareholders of the company
and not just the member they represent. Directors must be familiar with their own legal
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responsibilities and the legal requirements of the company. Finally, they must be able to
commit their institution where company decisions require member agreement and ensure
their institutions’ compliance with decisions taken by the Company. The Board appoints the
Company Manager to be responsible for the day-to-day management of the Company and for
implementing Board policies.

85. Any settlement member, or the Company Manager, may propose rule changes by
submitting their request to the CHAPS Operational Committee which, after consulting all
settlement members (and obtaining the views of the CHAPS Technical and Security
Committees as appropriate), will forward the proposal and its recommendation to the Board.
Under the Settlement Finality Directive, all changes to the Rules must be formally advised to
the Bank in its capacity as designating authority under that Directive.

86. As all Members are represented at CHAPS Board they are thus consulted on all Board
decisions. Indirect members and end-users are not consulted directly.

87. The Bank is a Member of CHAPS, and is represented as of right at APACS Council
and the CHAPS Board. There is, in addition, close liaison between CHAPS’ senior
management and the Bank’s Oversight Team. The Bank of England has clearly defined its
oversight role vis-a-vis U.K. payment systems in a publication readily available on its web
site.

Changes and reforms in process

88. Through its committee structure and the Strategic Planning Working Group,
CHAPSCo, its members and the Bank review current functionality and the possible further
development of NewCHAPS’ functionality. This work is undertaken in parallel with
discussions (in which the Bank is also participating) within the ESCB regarding the
development of the TARGET 2 system. Whilst discussions are only at a very early stage, it
remains unclear what features this development might add. Any significant development will
clearly take some time to implement.

89.  Over the years since its creation, APACS had come to adopt an influential role in the
strategic direction of the schemes under its umbrella. Some concern existed that APACS’
role had the potential to reduce the effectiveness of scheme governance. During the period of
this assessment, these issues contributed to the development of proposals to reform APACS’
role and to clarify that responsibility for the operation and development of each clearing lie
with the relevant Clearing Company. At the same time, there was also a concern not to
inhibit APACS from continuing to contribute to industry-wide initiatives. In September
2002, reforms to APACS role were introduced, and each of the clearing companies under
APACS, including CHAPSCo, now has full and explicit responsibility for its own
governance, while the previous requirement for CHAPS members to be members of APACS
has been removed.
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C. Main Findings—Summary

90. The mission has found that NewCHAPS observes the applicable Core Principles,
following the recent reforms to arrangements involving APACS. In the initial phase of this
assessment, NewCHAPS fully observed seven Core Principles, and two Core Principles were
broadly observed. One Core Principle was (and remains) not applicable, while the four
responsibilities of the central bank were (and are) observed. The mission’s initial assessment
therefore pointed to opportunities for further improvements with respect to fair and open
access and governance to ensure full adherence to the Core Principles. The subsequent
implementation of the reforms noted above, however, allows the recognition of the
NewCHAPS service as fully compliant with the applicable core principles. Those aspects
aside, there remain some other, more technical refinements at the margin in a few areas that
the mission recommends be pursued.

Table 12. Detailed Assessment of Observance of CPSS Core Principles for SIPS and
Central Bank Responsibilities in Applying the CPs—NewCHAPS

CP I - The system should have a well-founded legal basis under all relevant jurisdictions.

Description

The NewCHAPS Rules are governed by and construed in accordance with the laws of
England and Wales. Moreover, each member for the benefit of the other members and the
CHAPS company agrees that the courts of England and Wales are to have exclusive
jurisdiction to settle any disputes in connection with NewCHAPS Rules and submits to the
exclusive jurisdiction of these courts.

General principle on freedom of contract: It is a general principle of English law, that the
parties to a contract are free to agree upon whatever terms and conditions they see fit, and
their agreement will be respected and enforceable, subject only to certain areas where such
freedom of contract is limited by overriding principles of English law. Thus, the terms and
conditions agreed by the parties to a payment system (e.g., a settlement agent and the
participants thereof) will be upheld unless they are contrary to or conflict with certain general
legal principles (such as equitable principles, principles of public policy, and statutory
intervention) and/or statute.

Statutory Protections; The Financial Markets and Insolvency (Settlement Finality)
Regulations 1999: Although the contractual freedom for the participants in a payment system
to determine the extent of their rights and obligations is wide and permissive, because of the
impact of insolvency provisions, there is the possibility - which cannot be totally excluded -
that the settlement of transactions (i.e., the making of payments) already carried out through
such a payment system might be subsequently challenged by a liquidator of an insolvent
participant.

This aspect of uncertainty has been remedied by the implementation into English law, of the
provisions of the EU Directive on Settlement Finality in Payment and Securities Settlement
Systems (Directive 98/26/EC). The U.K. Regulations named above provide that specific
provisions of English insolvency law and the general law of insolvency do not apply to the
settlement of transfer orders effected through a designated payment system and any action
taken under the rules of such a system with respect to such orders. Furthermore, the U.K.
Regulations not only protect the settlement of transfer orders, but also protect the provision of
any “collateral security” (a term which includes, security provided under a pledge/security
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interest and under a repurchase agreement) for obligations incurred in connection with
participation in a designated system.

NewCHAPS has been designated by the Bank as being within the scope of the protections as
conferred by the Regulations.

As regards the CHAPS euro system, any internal Bank of England rules and procedures have
to comply with European Central Bank (ECB) documentation on the processing of TARGET
payments and, in particular, with the TARGET Guideline, the TARGET Agreement (both of
which are legally binding) and the TARGET Manual of Procedures. Compliance has been
verified by the ECB.

Whilst not part of the CHAPS rules as such, the RTGS Mandate Agreement and the Master
Repo Agreement (MRA) signed between each CHAPS member and the Bank form an
important part of the legal and operational framework of the system. The Mandate governs
the operation of each member’s settlement accounts by the Bank (including ‘events of
default’ following which the account may will be suspended); sets out the member’s
authority to the Bank; and contains indemnities from member to Bank and limitations of
liability by the Bank. The MRA governs the provision of liquidity by the Bank against
intraday repos.

In addition to the above documents, the Bank and CHAPSCo (on behalf of the members)
have signed a non-binding Memorandum of Understanding defining the responsibilities and
roles of the members, CHAPSCo and the Bank in the live operation of CHAPS. It sets out
the service levels each is expected to meet and explains the dispute resolution procedure in
place.

Assessment

Observed

Comments

CP II - The system’s rules and procedures should enable participants to have a clear understanding of the

system’s impact

on each of the financial risks they incur through participation in it.

Description

The CHAPS Rules (“the Rules”) cover, inter alia, the operational timetable, membership
criteria, members’ responsibilities (e.g., for the integrity of the system and for the
maintenance of contingency facilities), arrangements for withdrawal and exclusion from
membership and governing law and jurisdiction. The Rules are constructed at a fairly high
level, but expressly incorporate the requirements of a range of other, more detailed,
documents, including:

- NewCHAPS Procedural Documentation (“the Procedures’) which set out CHAPS’
operational procedures in some detail, including procedures for normal operations, security
procedures, communication channels, service level codes and contingency arrangements
including disablement of members; and

- The RTGS Reference Manual (“the Manual”), which describes the RTGS settlement
facilities provided by the Bank for account holders. The manual focuses on the processing
and settlement of payments and the provision of liquidity. It also covers Enquiry Link
access, information dissemination and contingency.

Other key documents are the RTGS Payment Mandate Agreement, ILS Master Repurchase
Agreement, DVP framework Agreement, RTGS CREST Mandate Agreement, RTGS CREST
Master Self-Collateralizing Repurchase Agreement, NewCHAPS Security Code of Conduct,
the NewCHAPS Functional Specification, Information Guide for credit institutions using
TARGET, and the SWIFT User Handbook.

Assessment

Observed

Comments
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CP III - The system should have clearly defined procedures for the management of credit risks and liquidity
risks, which specify the respective responsibilities of the system operator and the participants and which
provide appropriate incentives to manage and contain those risks.

Description

As NewCHAPS is an RTGS system, credit risk can only arise between members in the
extremely rare event of a move to Bypass mode. That aside, the main financial risks to which
users are exposed are legal risk; operational risk; and liquidity risk.

As to legal risk, NewCHAPS is designated under the Financial Markets and Insolvency
(Settlement Finality) Regulations 1999 (FMIRs), which implement the Settlement Finality
Directive in England and Wales. It is a condition of designation that the Rules specify clearly
the points at which payment instructions are considered to have been input to the system, and
the points at which they become irrevocable and at which settlement is final.

Designation under the FMIRs provides certain protections from the application of insolvency
rules in the European Economic Area. It provides less protection in relation to members
incorporated or established elsewhere in the world, of which NewCHAPS has a small
number. CHAPS itself does not seek legal opinions from overseas members addressing the
likely scope of any conflicts of law and the member’s vires, but all such members are
required by the Bank to provide legal opinions in relation to their execution of the Bank’s
Mandate and MRA, and therefore indirectly in relation to their participation in NewCHAPS.

The Rules also require each member to inform the Company Manager immediately upon
becoming aware of any event (such as the presentation of a winding up petition, or technical
problems) which might affect the member’s ability to participate effectively in the system —
an important aspect of the participant default arrangements.

A range of controls and procedures aim at minimizing liquidity risk. These include
throughput guidelines (for sterling activities only); the operation of circles processing by the
Bank of England System Control to minimize the risk of gridlock; and the transfer of
liquidity in sterling contingency situations (Where System Control facilitates liquidity transfer
from a member which is able to receive but not to make payments). The Procedures also
explain the timing of settlement of ancillary systems, when liquidity to/from different sources
is required or becomes available. The provision of intraday collateralized liquidity by the
Bank is covered in the Manual, together with details on eligible collateral.

The RTGS documentation contains provisions on business continuity procedures — it also
identifies as a contingency measure the move of the payments processing to a so-called
RTGS by-pass mode in which payment messages are exchanged directly between members
without settlement requests being first submitted to the Bank.

Assessment

Observed

Comments

See comment on RTGS by-pass under CP VII below.

CP IV - The system should provide prompt final settlement on the day of value, preferably during the day and
at a minimum at the end of the day.

Description Individual payments are settled on a real-time gross basis in both the CHAPS Sterling and
the CHAPS euro scheme.

Assessment Observed.

Comments

CP V - A system in which multilateral netting takes place should, at a minimum, be capable of ensuring the
timely completion of daily settlements in the event of an inability to settle by the participant with the largest
single settlement obligation.

Description | Both CHAPS Sterling and CHAPS euro are RTGS schemes.
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Assessment

Not applicable.

Comments

CP VI — Assets

used for settlement should preferably be a claim on the central bank; where other assets are

used, they should carry little or no credit risk and little or no liquidity risk.

Description Settlement of both the CHAPS Sterling and the CHAPS euro scheme takes place in central
bank money.

Assessment Observed

Comments

CP VII - The system should ensure a high degree of security and operational reliability and should have

contingency arr

angements for timely completion of daily processing.

Description

CHAPS’ security architecture is founded on a range of policies and procedures manuals
governing the levels of security demanded of the system operator (the Bank), the network
operator (SWIFT) and the CHAPS Members.

Concerning operational risk, the procedures, documents and manuals mentioned above
(under CP II) contain a range of information on operational procedures such as security
procedures and contingency arrangements, the effect of which is to mitigate operational risk.
In addition, there are a number of control policy documents which describe the
system/control framework in place within the clearing. These documents form a broad
hierarchy, with high level policies produced by APACS (APACS’ Security Policy
Framework for Clearing Companies, Conduct for Security Oversight of Clearing Companies
and Guidelines for Risk Assessment); lower level documents such as the CHAPS Clearing
Company Security Policy and the Security Code of Conduct; and working documents such as
the questionnaires sent to members as part of the annual self-certification exercise.

The most significant control document relevant to CHAPS’ security architecture is the
CHAPS Clearing Company Security Policy is a high-level policy description covering the
end-to-end clearing. It has three audiences: the Company itself and its employees; the
members of the clearings; and external organizations providing services to CHAPS. The
Security Policy is reviewed annually or in the case of major changes and is approved by the
CHAPS Board. CHAPS Internal Audit periodically reviews how the policy is being
maintained.

The NewCHAPS Security Code of Conduct specifies a range of security controls which
CHAPS’ members and suppliers are expected to have in place. The controls cover, inter alia,
encryption, authentication and contingency. They also cover physical and logical access
controls to systems.

Pursuant to the Security Code of Conduct, members and key suppliers (including the Bank)
are required to have in place appropriate segregation of duties and operations, particularly in
respect of payment entry, authorization, encryption and authentication. All access to
encryption, authentication and related elements must be under secure control. Development
and operational resources must be segregated. Logical access to SWIFT CBTs must be
segregated into specific roles, with privileges provided being the minimum necessary to
fulfill their responsibilities. Audit trails and archive records must permit users’ activities to be
monitored. Access to the production environment must be restricted, its use closely
monitored and be under at least dual control. Compliance with these requirements is assessed
through an annual self-certification process.

Both CHAPS and the Bank maintain error logs of operational incidents. All incidents are
reviewed by the Operations Manager and the Operational Committee and, if sufficiently
serious, are escalated to the Company Manager, Audit Committee and Board. Within the
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Bank, the RTGS team maintains an Incident Log of incidents (including any security
breaches) and changes. Incidents are also discussed at the monthly Bank/CHAPS RTGS
Liaison Group. Any incidents are also reviewed at weekly meetings between the Bank’s
operators and the Bank’s IT support.

The security policies and procedures of SWIFT are set out in its User Handbooks, in
particular FIN Policy, FIN and FIN Copy Service Descriptions, FIN Security Guide, Network
Access Guide and Technical Security Features.

As regards control and audit functions, the CHAPS Board has overall responsibility for
ensuring compliance with all risk control policies. The CHAPS Audit Committee reports to
the Board on the effectiveness of the controls put in place to achieve the Board’s risk policy
objectives. In addition, APACS has an ‘oversight’ — effectively an audit — role in relation to
each of the clearings under its umbrella. Each year, CHAPS’ control framework is
independently reviewed by external auditors — who review the control framework in CHAPS
against the control objectives specified by the Board. No weaknesses were found in the
CHAPS security arrangements in the reviews undertaken.

In order to check that members comply with the various control documents, they are required
to undertake Code of Conduct and Availability Self-Certifications.

In terms of the Bank’s role in the system, reliability is assessed against key performance
measures set out in the Bank/CHAPS MoU. This requires, for example, that settlement
facilities are available for 99.95% of the operating day on average over the course of each
month. In general, the Bank surpasses this standard.

Business continuity and contingency procedures are described in the NewCHAPS
Procedures, the RTGS Manual and the NewCHAPS Functional Specification. Responsibility
for determining contingency objectives rests with the CHAPS Board and with senior
management in the Bank.

The Bank’s ‘business continuity plan’ consists of a range of procedures documented in the
Office Disaster Plan, the Contingency Matrix (in the Manual), the System Control Manager’s
Contingency Manual and the System Control Contingency Manual. All of these documents
and procedures are continuously updated.

The RTGS documentation identifies as a contingency measure the move of the payments
processing to a so-called RTGS by-pass mode, the use of which aims at ensuring a timely
completion of the daily payments processing- not in an RTGS, but in an end-of-day net
settlement procedure. Since payments to the Continued Linked Settlement (CLS) Bank could
not be made in the RTGS by-pass circumstances, the Bank has developed a separate
contingency mechanism which allows a very limited number of payments to be made over
the books of the Bank, with immediate finality, to CLS.

While NewCHAPS overall is a very robust and well functioning system, it has nevertheless
suffered from a few longer outages during the last year. Similarly, within the Sterling service,
cut-off extensions have been quite frequent.

Assessment

Observed

Comments

The RTGS documentation identifies as a contingency measure the move of the payments
processing to a “RTGS by-pass” mode with end-of-day (bilateral) net settlement. Although
the move to by-pass mode is preceded by a wide-ranging consultation and a comprehensive
decision making process. Despite the potentially very high value turnover processed in
RTGS by-pass (see paragraph 24 above), no centralized financial risk management rules
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currently apply and there is no requirement (or recommendation) that members apply risk
management rules of their own (it is also unclear whether and/or how they may do so). Prior
to the introduction of NewCHAPS, the Board had concluded that the risks associated with
by-pass mode were sufficiently remote to justify not introducing express risk management
procedures at that stage, but that the issue should be reviewed once NewCHAPS was live.
Since the initial FSAP assessment, this has taken place, and the Board recently agreed
changes to CHAPS rules and procedures based on sending banks applying limits to amounts
sent into the system to limit the financial exposures which could build up in by-pass mode.
These procedures and rules changes will be implemented during 2003. We understand that
there are also firm plans to consider a loss-sharing agreement and to agree and describe in
detail the procedures for the settlement of net positions in all circumstances (e.g., if a
member is unable to settle due to a lack of funds).

As noted above, while overall a very well functioning and robust system, it has nevertheless
suffered from a few longer outages during the last year. In view of increased time sensitivity
of intraday payments (due to DVP settlement of securities and the forthcoming payment-
versus-payment settlement of foreign exchange transactions), due attention should be paid to
the assurance of a high availability of the system.

As to cut-off extensions, while members feel the existing disciplinary mechanisms, which in
large part rely on peer pressure, work well, this should be monitored closely with a view to
implementing more stringent criteria to enforce discipline if problems persist.

CP VIII - The system should provide a means of making payments, which is practical for its users and

efficient for the

economy.

Description

RTGS payments are practical for large-value and time critical payments, as settlement occurs
in real time. According to the Memorandum of Understanding between the Bank and
CHAPSCo, the transmission time between one Member’s payment system and another
should be no longer than 60 seconds (30 seconds for network processing and 30 seconds for
processing by the RTGS processor). As regards TARGET payments, the maximum total time
for processing TARGET payments is 30 minutes, covering the time from the debiting of the
account of the sending bank by the sending RTGS system until the crediting of the account of
the beneficiary bank at the receiving NCB. In normal circumstances, the processing of a
TARGET payment (the time between the debiting (or blocking) event in the sending NCB
and the crediting event in the receiving NCB) takes no longer than a few minutes and the
objective is that, under optimal circumstances, the delay between debiting on the sending side
and crediting on the receiving side would be less than one minute.

Those customers which choose to become indirect members of CHAPS can in principle be
advised online of the receipt of CHAPS payments for their account and initiate outgoing
CHAPS payments. For those for whom indirect membership is not a feasible option, there are
no standard timeframes for the processing of payments down to customer accounts, other
than (non-binding) service level codes specifying that ‘outward payment transmission times’
and ‘inward payment transmission times’ should not exceed one and a half hours.

The CHAPS Company’s charges are kept to a minimum consistent with the provision of
appropriate services and the recovery of all operating costs. Costs are distributed pro rata
among members (through what is called “Company Call”) in relation to each member’s share
of the aggregate volume of CHAPS euro and CHAPS sterling payments subject to a
minimum charge of 2% (applied up to an overall maximum of 26% of costs being charged in
this manner, in order to limit the total contribution of low volume members).

The Bank of England applies three objectives in determining its RTGS fees:
e to recover the Bank’s investment and running costs, including all allocated overheads




- 118 -

attributed to the members
e torecover attributable costs taking one year with another
e and to avoid cross-subsidization of one service by another

In practice, not all investment costs are ‘recoverable’. The Bank did not seek to recover
non-hardware-related development costs incurred in developing RTGS, the domestic element
of CHAPS euro or intraday (trade-by-trade) DvP for CREST. As a rule, the Bank seeks to
recover costs from the banks where the banks are the main beneficiaries of a service. Hence,
operating and some development costs are recovered in full. Where there is wider benefit to
the financial sector and economy (as with risk-reducing developments such as RTGS), costs
are recovered in part from the banks indirectly via cash ratio deposits, in part from the public
purse via the cash limit agreed with HM Treasury.

APACS is a not for profit organization, and sets fees with a view to recovering costs. The
allocation of costs is articulated in the Association Rules. Work carried out specifically on
behalf of a Clearing Company (CHAPSCo) is charged direct to that Company and recovered
from that Company’s members.

SWIFT membership and per item charges are additional.

The basis on which CHAPSCo, APACS and the Bank seek to recover costs is transparent to
members of CHAPS, although charges are not disclosed to the general public. CHAPS’ and
APACS’ annual recoveries are approved by their respective Board/Council, on which all
members are represented.

Assessment

Observed

Comments

At the time of the assessment, the RTGS Reference Manual provided that Account
Management fees were almost three times higher for sterling accounts than for euro
accounts. Following the 2003 tariff review, however, these fees were made identical for both
services (at £15,000). Transaction fees are set at the same (relatively low) level for sterling
and euro denominated transactions, although the two RTGS services have different
memberships and the payments volumes in the CHAPS sterling service are much larger than
those in the euro service. This raises the question of whether the current tariff would enable
the euro service to recover costs fully, were some facilities not shared with the sterling
service.

CP IX - The system should have objective and publicly disclosed criteria for participation, which permit fair

and open access.

Description

The membership criteria are set out in the NewCHAPS Rules. They specify that the applicant
must be an ‘appropriately supervised’ financial institution ‘engaged in the provision of
payment and transmission services’ (or a public authority or a company wholly owned by
Government).” Appropriately supervised’ is defined as meaning ‘supervision as a credit
institution (or equivalent) in an EU or EEA member state or G10 country’. The applicant
must also be able and willing to meet the technical and operational requirements of the
clearing company and willing to abide by its rules. This includes adhering to the procedures
and standards outlined in the Procedural Documentation and the Security Codes of Conduct.
A minimum volume criterion previously applied, but has now been removed. As NewCHAPS
is a SWIFT-based system, members must either (a) already be a member or sub-member of
SWIFT, or (b) become a SWIFT “Payment System Participant” (based on their membership
of CHAPS). It is worth noting here that the move to the NewCHAPS system has lowered the
cost of becoming a participating member: the previous (non-SWIFT-based) CHAPS system
would have required each existing member to make relatively expensive changes in its
internal system to accommodate a new member, the cost of which would have been charged
back to the new member.
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Finally, the applicant must have settlement account facilities at the Bank of England for use
in the clearing. According to the Bank’s criteria, applicants must have the necessary
operational expertise, be willing and able to pay the costs of account maintenance (which aim
at full cost recovery), and be a member of a system for which the Bank is prepared to provide
settlement facilities. The Bank does not limit accounts to credit institutions, although only
regulated financial institutions (banks and, in principle, investment banks), will be granted
access to (collateralized) credit.

CHAPS Rules are made available to interested parties on request.

The NewCHAPS Rules contain provisions explaining the procedures for withdrawal and
exclusion of members.

The Bank’s criteria for access to settlement accounts are objective and fair — any member of a
payment system for which the Bank is prepared to settle, may have an account. Differences in
service levels (in particular the availability of intraday credit) are determined using objective,
risk-based standards. They have been publicly disclosed.

Assessment

Observed

Comments

At the time of the initial assessment. although the access criteria as such were objective, all
information relevant for the membership criteria was not publicly available and the
application for membership had to be made to and be approved by a body (APACS) which
had no legal relationship with the body directly responsible for the system concerned, i.e.,
CHAPSCo. Furthermore, membership in the system was linked to membership in another
organization (APACS), committing the applicant to the payment of not insignificant fees.
Even at that stage, however, discussions on changes in these areas were already underway,
and these issues were addressed later in the assessment process, allowing this principle to be
rated as observed. The measures taken included publication of membership criteria on the
internet and a change in the governance of APACS and the clearing companies, effective
from September 8, 2002.

CP X — The sys

tem’s governance arrangements should be effective, accountable and transparent.

Description

Formal responsibility for determining the rules of both CHAPS systems rests with the
CHAPS Board, which may amend them as it sees fit. The Board has delegated to the Legal
Committee responsibility for ensuring that the Rules remain robust and up to date and for
vetting proposed changes to the Rules. In addition, the Operational Committee is charged
with considering any changes that are required either to the Rules or to Procedures from an
operational perspective.

The CHAPS Clearing Company (CHAPSCo) is responsible for setting the operational rules
for the CHAPS Sterling and Euro systems and for developing the system to meet Members’
changing needs. The settlement members of CHAPS are involved in this process through
their membership of the Board of the CHAPS Clearing Company and its committees.
CHAPSCo’s authorized share capital amounts to £10,000 divided into 100,000 shares of 10p
each. In terms of issued capital, each member currently has a single share regardless of
payment volumes (i.e., shares issued equals the number of members).

The CHAPS Board usually meets on a bimonthly basis. Each member is entitled to appoint
one Director regardless of whether they belong to either one or both of the clearings.
Members of the same corporate group are entitled to only a single seat on the Board between
them. However, a Director appointed by a Member whose clearing volume exceeds 10% of
the Company’s total clearing volume is eligible for an extra vote at Board meetings. A three
quarter’s majority is required for a vote to pass. However in practice Board decisions are
generally made by consensus, and there have been no instances where the Board has been
forced to resort to voting to resolve differences.
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Directors have a fiduciary responsibility towards all shareholders of the company and not just
the member they represent. Directors must be familiar with their own legal responsibilities
and the legal requirements of the company. Finally, they must be able to commit their
institution where company decisions require member agreement and ensure their institutions’
compliance with decisions taken by the Company.

The Board appoints the Company Manager to be responsible for the day to day management
of the Company and for implementing Board policies. The (non-executive) Chairman of the
Company has to date been drawn from APACS Council, with a term of 3 years.

The Board is responsible for the determining the rules of both CHAPS Sterling and CHAPS
euro and may amend them as it sees fit. Any settlement member, or the Company Manager,
may propose rule changes by submitting their request to the CHAPS Operational Committee
which, after consulting all settlement members (and obtaining the views of the CHAPS
Technical and Security Committees as appropriate), will forward the proposal and its
recommendation to the Board. Under the Settlement Finality Directive, all changes to the
Rules must be formally advised to the Bank in its capacity as designating authority under that
Directive.

Assessment

Observed

Comments

Although discussions on reforms were already underway at that stage, in the initial phase of
the assessment process, there were some shortcomings in the boundaries of CHAPSCo’s and
APACS’ responsibilities, and in the allocation of costs between the two. These issues were
subsequently addressed, through a change in governance arrangements for APACS and the
clearing companies effective from September 8, 2002, as noted above. The changes allow this
Core Principle to be assessed as observed. Nevertheless, while the system’s governance
arrangements are effective and accountable, they are not transparent to non-members.
Although CHAPS Clearing Company is the organization responsible for NewCHAPS, it does
not itself make public any report on its own or the systems activity (payments statistics are
published by APACS). Improvements could usefully be considered in this regard.

Central Bank Responsibilities in applying the CPSIPS

Responsibility A — The central bank should define clearly its payment system objectives and should disclose
publicly its role and major policies with respect to systemically important payment systems.

Description

The Bank of England (the Bank) published a paper on “Oversight of Payment Systems” in
November 2000, explaining its objectives in regard to the oversight of U.K. payment
systems.

The paper explains the importance of effective payment systems for the functioning of the
financial markets and of the economy more generally, and the possible impact of disruption
to a system whether for technical reasons or because of the failure of a major participant. It
distinguishes between Systemically Important Systems (SIPS — defined as per the Core
Principles) and systems of System Wide Importance (SWIPS — which typically settle lower
value payments both in aggregate and individually, the failure of which could nevertheless
cause wide disruption to the economy).

The paper explains the Bank’s responsibility for the overall stability of the financial system;
for providing the Chancellor of the Exchequer with advice on any major problem inherent in
the payments systems (as set out in the Memorandum of Understanding between the Bank,
HM Treasury and the Financial Services Authority - the memorandum is published on the
Banks’ web-site); and, under the Financial Markets and Insolvency (Settlement Finality)
Regulations 1999, for the designation of payment systems under the Regulations.

The objectives of oversight are to ensure that sufficient weight is given to risk reduction and
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management in the design of payments systems; and also to promote improvements in the
U.K. payment and settlement infrastructure for the benefit of members and end-users.

It explains how the Bank carries out oversight in practice, assessing how effectively credit,
liquidity, operational and legal risks are controlled. Moreover, it presents the Core Principles
for Systemically Important Payment Systems as the primary basis on which the Bank will
assess how effectively systems control risk.

The Bank’s oversight encompasses both SIPS and SWIPS, but the intensity of its oversight is
proportionate to its assessment of the systemic or system-wide risks posed by each system.

The Bank undertook to publish separately a statement on its policy on the provision of
settlement account facilities to systems, and their members and to report on its payments
systems oversight activities annually. The statement on settlement account policy has been
published, and at the time of writing, the period for public review and comment was
underway. This is an example, in the payments system area, of the broader Bank policy of
consulting widely on initiatives relevant to the operation of the financial markets.

Assessment

Observed

Comments

Apart from a brief summary in its Annual Report, at the time of the assessment mission, the
Bank had not yet published any follow-up/annual account of its oversight activities.
However, in the June 2002 FSR, a useful box has been included to give some more detail of
developments in this area. It would be very helpful for this, or a similar vehicle, to evolve
into a regular (annual) account of progress here, with some further elaboration of oversight
issues and processes from time to time. This could include (e.g.) some more detail on the
relationship between the Bank’s oversight role and its role as a member in its own right of
both NewCHAPs and BACS.

Responsibility B — The central bank should ensure that the systems it operates comply with the core principles.

Description

The Bank has, together with CHAPSCo and CRESTCo, developed the RTGS Central
System, which it operates and provides to these companies as well as to other settlement
systems with net end of day settlement. The oversight process described under responsibility
A above, including the review of compliance with the Core Principles takes account of the
Bank’s operation of the RTGS Central System, as it affects compliance with any of the Core
Principles.

Assessment

Observed

Comments

Responsibility C — The central bank should oversee observance with the core principles by systems it does not
operate and it should have the ability to carry out this oversight.

Description

The Bank recently formalized its oversight of U.K. payment systems. It created an Oversight
Team in the Market Infrastructure Division (MID) with express responsibility for the
oversight of payments systems. Quarterly meetings are held between the Bank and senior
management of each of the U.K. payment systems. It has begun the process of assessing the
key U.K. systems against the core principles — with the main focus initially on CHAPS and
BACS, for which self-assessments against the Core Principles have been produced

Assessment

Observed

Comments

To increase the public awareness of the Banks’ oversight activities and the implementation
of its oversight policies, it is recommended that the main thrust of the assessment against the
Core Principles of different U.K. payment schemes be made public.

More broadly, it would be desirable to lay out more fully and formally in statute the Bank’s
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critical payments and settlement systems oversight responsibility, arising from its central
banking functions which inherently underpin monetary policy and financial system stability.
(As noted in the assessment of financial policy transparency for the Bank, the Bank’s--and
other--legislation points to its financial stability responsibilities, this is in an indirect and
more implicit fashion.) Since the Bank has few formal legal powers in relation to payment
and settlement systems, it can only use moral suasion in its endeavors to achieve its
oversight objectives. While the achievement of progress on the basis of moral suasion is to
be preferred, the existence of formal authority may in some circumstances be a precondition
for the effective enforcement, where necessary, of the oversight policy.

Responsibility D — The central bank, in promoting payment system safety and efficiency through the core
principles, should cooperate with other central banks and with any other relevant domestic or foreign

authorities.

Description

The Bank has close and frequent contact with its European and G10 counterparts both
through formal mechanisms - in particular G10, ESCB and EU committees—and ad hoc
contacts. An example of the Bank’s co-operation with overseas authorities regarding payment
systems best practice is its participation in (and chairmanship of) the sub-group of the G10
Committee on Payment and Settlement Systems which produced the report on “Core
Principles for Systemically important Payment Systems.”

The Bank also has close contacts with other U.K. authorities. The Tripartite Standing
Committee is a forum in which senior representatives of the Chancellor of the Exchequer, the
Governor of the Bank of England and the Chairman of the Financial Services Authority meet
monthly to discuss financial stability. Contacts extend throughout the three organizations, at
all levels, both through formal committees and through ad hoc contact. The Bank also
maintains regular contact with the U.K. Competition Authorities: quarterly liaison meetings
are held with representatives of the Office of Fair Trading.

The Bank is party to the “Memorandum of Understanding (MoU) between Payment Systems
Overseers and Banking Supervisors in Stage Three of Economic and Monetary Union”. This
MoU is aimed at promoting co-operation and information sharing between European Union
payment overseers and banking supervisors in relation to large-value interbank transfer
systems with a view to ensuring the soundness and stability of such systems and of their
participating credit institutions.

Assessment

Observed

Comments
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Table 13. Summary Observance of CPSS Core Principles and Central Bank
Responsibilities in Applying the CPs—NewCHAPS

Principles grouped by assessment grade
Assessment grade -
Count List

Observed 9+4 CP L, I, II1, IV, VI, VII, VIII, IX and IX; Responsibilities A — D
Broadly observed -

Partly observed -

Non-observed -

Not applicable 1 CPV

D. Recommended Actions and Authorities’ Response to the Assessment

Recommended actions

91.

The mission conducted an assessment of the NewCHAPS system relative to the Core

Principles for Sytemically Important Payments Systems and confirmed observance of these
principles. While the mission’s initial assessment pointed to opportunities for further
improvements in fair and open access and governance to ensure full adherence to the Core
Principles, changes which subsequently became effective addressed these issues.

92.

While the mission’s assessment is that the applicable Core Principles and central bank

Responsibilities are already observed, there are nevertheless a few other, more technical,
refinements that the mission believes would desirably still be pursued, to further improve
existing arrangements:

The RTGS documentation identifies as a contingency measure the move of the
payments processing to a so-called RTGS “by-pass” mode. Currently, this materially
implies a move to an unprotected end-of-day (bilateral) net settlement procedure
where no centralised risk management rules apply. There is currently no requirement
that banks apply risk management rules of their own—it is also unclear whether
and/or how they may do so. Since the initial FSAP assessment, however, the CHAPS
Board has agreed procedures, to be implemented during 2003, to limit the financial
exposures which could build up in by-pass mode. The fact that the documentation
specifies a contingency arrangement (required to allow the handling of all payments
due on that date) is itself positive (many systems do not do so); and since it is
specified, it would be highly desirable to elaborate more fully, in the RTGS
documentation, the means by which financial risks will be controlled and by which
end-of-day net settlement will be achieved in all circumstances.

While NewCHAPS overall is a very well functioning and robust system, it has
nevertheless suffered from a few longer outages during the last year. There were
specific problems behind some of these episodes that have since been rectified but, in
any event, and in view of the increase in time critical intraday payments (due to DVP
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settlement of securities and the forthcoming payment-versus-payment settlement of
foreign exchange transactions), due attention should be paid to the assurance of
continued high availability of the system.

Within the sterling service, cut-off extensions have been quite frequent. While
participants feel the existing disciplinary mechanisms, which in large part rely on
peer pressure, work well, this should be monitored closely with a view to
implementing more stringent criteria to enforce discipline if problems persist.

Account management and transaction fees for the two RTGS services are set in a way
that raises the question of whether the current tariff would enable the euro service to
recover costs fully, were some facilities not shared with the sterling service. The
Bank could usefully check the consistency of fees charged for the two RTGS services
with its pricing objectives.

It would be useful for the CHAPS Clearing Company to take measures to increase
external transparency in the governance and activities of NewCHAPS.

In its paper on “Oversight of Payment Systems”, published in November 2000, the
Bank undertook to report on its payment systems oversight activities annually. The
box on payments oversight in the June 2002 FSR is a useful step in this direction, and
we would encourage the Bank to further develop this (or a similar vehicle) into a
regular (annual) account of developments in this area. Inter alia, in such an account,
the Bank could usefully elaborate more fully on (e.g.) the evolving relationship
between its oversight role and its operational role as a member in its own right of both
NewCHAPs and BACS.

The Bank has begun the process of assessing the key U.K. systems, with the main
focus initially on CHAPS and BACS, for which self-assessments against the Core
Principles have been produced. To increase the public awareness of the Banks’
oversight activities and the implementation of its oversight policies, it is
recommended that the main thrust of the assessment against the Core Principles of
different U.K. payment schemes be made public.

When an appropriate opportunity arises, it would be desirable to lay out more fully
and formally in statute the Bank’s critical payments and settlement systems oversight
responsibility, arising from its central banking functions which inherently underpin
monetary policy and financial system stability. Since the Bank has few formal legal
powers in relation to payment and settlement systems, it can only use moral suasion
in its endeavors to achieve its oversight objectives. While the achievement of
progress on the basis of mutual understanding and agreement is desirable, the
existence of formal authority may in some circumstances be a precondition for the
effective enforcement, where necessary, of the oversight policy.
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E. Authorities’ Response

93. The FSAP visit was a valuable opportunity to have the management of risk within the
U.K.’s main payment systems reviewed by external experts, and the authorities welcomed
the constructive approach taken by the IMF team throughout the mission. The thorough
review process illustrated the strengths of the U.K. system, but also provided useful insights
into a number of areas where work was needed if CHAPS is to remain at the forefront
internationally.

94, Much of that work has already been completed since the initial review by the IMF
team, and a number of concerns expressed at that time have been addressed. The authorities
welcome the fact that CHAPS was subsequently found to comply fully with the relevant Core
Principles and that its oversight of U.K. payment systems meets international standards.
CHAPS’ continued observance of the Core Principles is a high priority for the U.K.
authorities and for CHAPS members. The authorities take note of the recommendation to
increase the transparency of the Bank’s oversight work; the Bank has taken steps in this
direction.
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V. IMF’S MFP TRANSPARENCY CODE—TRANSPARENCY OF MONETARY POLICY
A. General

95. This report assesses the consistency of monetary policy in the United Kingdom with
the monetary policy portion of the Code of Good Practices on Transparency in Monetary
and Financial Policies. The assessment was made in the context of a Financial Sector
Assessment Program (FSAP) mission to the United Kingdom from February 6-20, 2002."

B. Information and Methodology Used for Assessment

96. The assessment was based on an updated self-assessment prepared by the Bank of
England in January 2002; a review of documents maintained on the Bank’s website, such as
the Annual Report, the quarterly Inflation Report, the Quarterly Bulletin, minutes of
Monetary Policy Committee (MPC) meetings, the 1998 Bank of England Act, and various
operational notices that guide the Bank’s dealings with the private sector; discussions with
Bank and HM Treasury staff, and members of the MPC; and discussions with a wide range
of informed external observers of U.K. monetary policy, including financial market
participants, private-sector economists, journalists, and a member of the academic
community.

97. The U.K. authorities fully cooperated with the assessment, and all required
information and documents were provided.

C. Institutional and Market Structure—Overview

98.  In October 1992, the U.K. adopted inflation targeting as its framework for monetary
policy following its exit from the European Exchange Rate Mechanism one month earlier.
Between October 1992 and June 1995, monetary policy operated with a target range of 1 to
4 percent. From June 1995 to May 1997, the target was 2'% percent or less. In both of those
periods monetary policy decisions were taken by the Chancellor of the Exchequer in
consultation with the Bank of England."® In May 1997, the Chancellor delegated operational
responsibility for the conduct of monetary policy to the Bank of England’s MPC, while
retaining the right for the government to set the inflation target. This new regime was
formalized in the Bank of England Act 1998 (Act). The MPC’s task is to set the Bank’s
official lending rate (two-week repo rate), on the basis of a majority vote, to achieve the
inflation target it has been given—currently 2% percent for RPIX inflation. The MPC

"2 The assessment was prepared by Mark Zelmer, and Eric Parrado, both of the Monetary and Exchange Affairs
Department of the IMF.

" The transparency of the Bank’s advisory role was significantly improved in 1993 when it began publishing a
quarterly Inflation Report that presented the economic outlook underpinning its advice to the Chancellor.
Summaries of the discussions between the Governor and the Chancellor on monetary policy decisions were also
published with a six week lag.
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consists of the Governor and two Deputy Governors of the Bank, two other internal members
appointed by the Bank after consulting with the Chancellor, and four external members
appointed by the Chancellor for renewable three-year terms. In addition, a representative of
HM Treasury is allowed to attend and speak at MPC meetings, but this individual has no
vote. The MPC is required to meet at least once a month. The Act requires the MPC to
publish minutes of its meetings within six weeks (they are released in practice within two
weeks) and a quarterly inflation report that spells out how inflation has performed relative to
target and sets out the MPC’s outlook for inflation going forward.

99. The inflation target is symmetric in that deviations below target are treated in the
same way as those above target. Mortgage interest costs are excluded from the target in order
to avoid the perverse short-term effects of higher interest rates feeding into higher mortgage
rates, and ultimately higher inflation in the short run. Inflation has consistently been within
one percentage point of target since the introduction of the current framework in 1997.

100. The Bank implements monetary policy by lending to its counterparties in the sterling
money market at interest rates tied to the official repo rate chosen by the MPC. Liquidity
forecasts are published and market operations are conducted by the Bank several times each
business day. There are no statutory reserve requirements in the U.K. —settlement banks are
required to maintain positive balances in their accounts at the Bank at the end of each
business day. However, all banks and building societies with average eligible liabilities in
excess of £400 million are required to hold noninterest bearing ‘cash ratio deposits’ at the
Bank set at 0.15 percent of their domestic deposit base. These deposits are meant to provide
the Bank with revenue to finance the unrecovered costs associated with monetary policy and
financial stability activities. Settlement banks are also able to obtain intraday credit from the
Bank on a collateralized basis to facilitate the smooth functioning of the real-time gross
settlement (RTGS) payment system.

D. Practice-by-Practice Assessment
General comments

101.  U.K. monetary policy is grounded in an inflation targeting framework that is one of
the most transparent in the world—a view that is widely shared by market participants and
other observers. The framework was significantly improved in 1997 when the government:
granted the Bank operational independence in the conduct of monetary policy; introduced a
point-target for inflation and clarified that the target is to be pursued over time in a
symmetric fashion; created the MPC with external participants, which facilitated the
consideration of different perspectives in monetary policy decisions; and introduced
individual accountability for monetary policy votes. External observers generally praised the
changes to the framework and the Bank for its efforts to highlight the uncertainty in
monetary policy through the use of probabilistic fan-charts in its quarterly Inflation Report
and its discussion of its economic outlook in a probabilistic sense. Moreover, the strong
performance of the current framework is illustrated by the fact that inflation expectations
seem to be well anchored by the inflation target, the degree of uncertainty in markets
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regarding future policy actions has declined over time, and the Bank scores well in public
opinion polls (although the latter may reflect the current low level of interest rates and the
overall strong performance of the U.K. economy). Indeed, the Bank of England observes
most of the elements of the monetary policy portion of the Transparency Code.

Section 1: Clarity of Roles, Responsibilities, and Objectives

102. The Bank of England observes all of the elements of this principle. External observers
applauded the U.K. authorities for introducing major improvements to the clarity of monetary
policy objectives and the governance structure surrounding monetary policy in the Bank of
England Act 1998. In particular, they welcomed the introduction of a point-target for
inflation, and the delegation by the Chancellor of the Exchequer of interest rate settings to the
MPC. Nonetheless, a couple of observers questioned whether the recently-observed tendency
of inflation to run just below the target (both in practice and in the Bank’s projections)
introduced an element of uncertainty to the objectives of monetary policy. The MPC spoke to
this issue directly in the minutes of its February 2002 meeting, which were published on the
Bank’s website on February 20, 2002.

Section 2: Open Process for Formulating and Reporting Monetary Policy Decisions

103. The Bank of England observes all of the elements of this principle. The framework
for monetary policy and the modalities used to conduct monetary policy are outlined and
discussed in the Bank’s publications and on its website. Similarly, the details surrounding the
composition, structure and functions of the MPC are clearly documented and publicly
disclosed through various channels. Changes in interest rate settings are announced
immediately after the MPC meetings, which normally take place monthly. The schedule for
these meetings is publicized prior to the start of the year. The minutes of the MPC meetings,
which contain the votes of individual members and a nonattributed summary of the
discussion, are released within 13 days of the meeting, even though by law they need only be
released within six weeks of the meeting. In addition, the Bank issues a quarterly Inflation
Report that discusses monetary policy objectives, and the prospects for achieving them. It
also works collaboratively with financial market participants to champion measures to
promote well-functioning markets and solicit their views on changes to monetary operating
procedures. And data reporting forms and regulations are available on the Bank’s web site
together with accompanying definitions.

104. External observers generally praised the Bank for its efforts to highlight the
uncertainty in monetary policy through the use of probabilistic fan-charts and its attempts to
discuss its economic outlook in a probabilistic sense without focusing on point-estimates.
That said, there appears to be some uncertainty outside the Bank as to what the fan-charts
represent: the uncertainty inherent in the consensus forecast of the MPC versus an illustration
of the range of views of MPC members. The Bank has sought to clarify this issue in boxes
contained in several Inflation Reports, and by providing a table in the Report that
summarizes MPC members’ different assumptions. In addition, the Bank was criticized for
not pre-announcing the extraordinary meeting of the MPC in September 2001. However,
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given the prevailing circumstances, the decision of whether to preannounce such a meeting is
a difficult judgment call. The Bank’s decision to not announce the meeting ahead of time on
this occasion was consistent with those of other central banks, such as the European Central
Bank and the Federal Reserve.

Section 3: Public Availability of Information on Monetary Policy

105. The Bank observes all of the elements of this principle except the one dealing with
timeliness of data that are published in accordance with the IMF’s data dissemination
standards, and the one dealing with the disclosure of aggregate information on emergency
financial support provided by the central bank; these are broadly observed. In the former
case, the SDDS’ prescribed timeliness for data publication is 14 days, while the Bank
publishes the data after 21 working days. The requirements of the SDDS are met by making
use of a ‘flexibility’ option with respect to the timeliness of publication of data for the
Analytical Accounts of the Central Bank. This is because the data disseminated are an
integral part of the balance sheet of all monetary financial institutions that forms the basis of
the U.K. monetary statistics, and these data are published as a complete package at the
earliest opportunity. In the case of information on emergency financial support operations,
the Bank does not provide enough information to enable outsiders to fully discern the effects
of the operations on the Bank’s revenues and expenses for the year(s) in question.

106. The Bank has an extensive public relations program to build public awareness of
monetary policy and the MPC’s mandate. In addition, members of the MPC make a large
number of public presentations over the course of a year, and are frequently interviewed by
members of the media, both in London and around the U.K.

Section 4: Accountability and Assurances of Integrity by the Central Bank

107. The Bank observes all of the elements of this principle, except those dealing with the
disclosure of information on expenses and profit in operating the central bank and the
publication of conflict of interest guidelines, which are broadly observed. In the case of the
former, since the Bank does not publish detailed profit and loss accounts, external observers
are not able to fully discern the effects of lender-of-last-resort operations on the Bank’s
revenues and expenses for the year(s) in question. In the case of the latter, the Bank has very
stringent conflict of interest guidelines, which are not formally published. However, as a
matter of policy the Bank will provide oral briefings of the rules in response to external
requests.
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Table 14. Detailed Assessment of Observance of IMF’s MFP Transparency Code—Monetary

Policy
I. CLARITY OF ROLES, RESPONSIBILITIES AND OBJECTIVES OF CENTRAL BANKS FOR MONETARY POLICY
1.1 The ultimate objective(s) and institutional framework of monetary policy should be clearly
defined in relevant legislation or regulation, including, where appropriate, a central bank
law.
Description The ultimate objectives and institutional framework for monetary policy in the United

Kingdom (U.K.) are clearly defined in the Bank of England Act 1998. The Act, which
amended the 1946 Act, gave the Bank operational authority and responsibility for monetary
policy.

The Act states that the Bank’s monetary policy objective is to deliver price stability (this is
currently defined as an inflation target, set by the government) and, without prejudice to that
objective, to support the government's economic policy, including its objectives for growth
and employment.

The Act provides for the establishment of a Monetary Policy Committee and prescribes the
operational framework for that Committee.

Assessment Obser