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Executive summary

Introduction

The world economy has been hit by a severe financial crisis, resulting in the worst global
economic downturn for over 60 years. Triggered by difficulties in the US housing market that
exposed the way that banks and other lenders had been underestimating real risks for too long,
the crisis spread so quickly throughout global financial markets that banking systems around the
world were severely destabilised. As a result, the impact has spread beyond the financial system,
hitting economic growth, prosperity and jobs throughout the world.

First and foremost, the crisis has been caused by the failure across the world of many in the
banking sector, including boards and investors, to understand the true risks created by the
innovation and rapid growth of interconnected, globalised markets for financial services in
recent years. The firms that have failed in the UK typically allowed their businesses to become
overextended through:

«  excessive leverage and risk taking;
. over-reliance on wholesale funding;

. overdependence on particularly risky product streams, such as buy-to-let mortgages
or derivatives; or

«  poor management decisions in respect of acquisitions.

These failures of commercial judgement brought the world’s financial system to its knees in
October 2008.

As a result, the Government had to intervene in unprecedented ways to protect depositors in UK
banks and building societies, to enable banks to continue to lend to the UK economy during the
recession, and to restore financial stability. At Budget 2009, the Treasury estimated that the cost
of Government action could eventually be as high as £50bn. But the costs of Government
inaction would have been far higher, as a modern economy cannot function without a stable
banking system.

The way firms manage risk, the quality and quantity of capital they hold, and the way regulators
monitor firms need to change. The Government will build on reforms already implemented to
improve the way banks are managed and regulated in the UK, to ensure that banks and
financial markets will be more resilient to any global shocks that may in future threaten our
financial system.

The Government is advocating similar changes across the world, in discussion with the EU, the
G20 and international partners. Reform of how banks operate globally, and improving how
regulators across the world work together, will be key to preventing global financial crises from
recurring in the future.

This document sets out the Government’s analysis of the causes of the financial crisis, the action
already taken to restore financial stability and the regulatory reforms necessary to strengthen the
financial system for the future, so that consumers, businesses of all sectors and the economy as
a whole continue to have access to the stable credit that is so essential to building Britain’s
future through growth, investment and innovation.
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The origins of the crisis

Over the past two decades, we have seen unprecedented growth and innovation in the financial
sector, as investors have sought new products and higher returns in an era of low interest rates.
While this helped underpin growth in our economy, banks also had an obligation to understand
the risks they were taking on, and to which they were exposing others. The complexity of some

of these new instruments, and of the increasingly interconnected global markets that developed
alongside them, was such that some banks, their boards and investors, as well as regulators and
central banks, did not fully understand the dangers involved.

Banks’ risk models turned out to be flawed, based on incomplete application of finance
principles. The belief that risks had been distributed widely throughout the financial system by
methods such as securitisation turned out to be mistaken, and the risks posed by the global
increase in leverage were under-estimated. Banks’ remuneration policies have added to the
riskiness of the financial system, as they focussed too much on short-term profit. Market
discipline proved to be an ineffective constraint on risk-taking in financial markets.

There were serious deficiencies in the corporate governance of many banking institutions. Bank
boards failed to understand and probe their firms’ risk-management processes, while senior
management did not do enough to question the nature and sustainability of the higher returns
being achieved. In turn, many institutional shareholders failed to monitor the effectiveness of
banks’ senior management or to challenge the decisions of bank boards. More generally, banks
and investors were overly reliant on credit rating agency assessments, and did not supplement
ratings with conclusions from their own analysis or due diligence.

At the same time, regulators and central banks, and many other authorities and commentators
underestimated the risks that were building up in the financial system. They did not appreciate
the true extent of system-wide risks or the full implications of activities outside the regulatory
boundary, in particular the build-up by banks of large exposures to off-balance sheet financing
vehicles, and the lack of transparency that accompanied them.

In short, the central lesson of the financial crisis is that, around the world, these issues were not
sufficiently well understood. Global standards of regulation, and the global consensus on risk,
failed to keep up with financial globalisation and innovation. This was not simply a question of
the institutional structure of regulation. Rather, it was a question of making judgements and
decisions based on credible experience, knowledge and robust analysis. Many different
institutional frameworks exist in different countries around the world, but no model of
regulation has been successful in fully insulating a country from the current crisis.

Restoring stability

In responding to the crisis, the Government's first priority has been to act quickly to restore
stability to financial markets, so that depositors are protected and banks can continue to lend.
Well-functioning financial markets are critical to the economy, and so the Government has acted
swiftly to strengthen the financial system. Shareholders in banks, in the UK and around the
world, have lost significant sums of money. The Government has focused on protecting retail
depositors.

Actions to restore stability to the financial system include:

o setting up a £50bn Bank Recapitalisation Fund to make capital available to eligible
banks and building societies, taken up by Royal Bank of Scotland (RBS), Lloyds TSB
and HBOS;
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« the establishment of a Credit Guarantee Scheme (CGS) of up to £250bn, to provide
banks with a guaranteed source of funding, and hence improve the flow of credit
to the economy;

« making £200bn available under the Bank of England’s Special Liquidity Scheme
(SLS), first introduced by the Bank in April 2008, allowing institutions to swap their
pre-existing assets (which had become illiquid) for Treasury bills over a three-year
period; and

.  offering capital protection for banks through the Asset Protection Scheme, which
provides Government protection against future credit losses on certain assets, in
exchange for a fee, to support the banks and allow them to continue making loans
to creditworthy businesses and households.

A crucial feature of this support has been to secure commitments from banks to lend to
companies and individual borrowers by entering into lending agreements. This has ensured that
almost £40bn of additional funding, on top of the amount that banks had originally planned to
lend to the economy, is available to lend during 2009.

Reforming banking regulation

It is clear from the global scale of this financial crisis that there needs to be a major reform of
the way that banks are managed and how they are regulated, throughout the world. In
particular, we need a new approach to tackling global systemic risks.

Action already taken

The Government has already taken a large number of important steps to reform the regulatory
and legislative framework, to address the lessons already learned from the financial crisis. These
steps will: reform the corporate governance of banking institutions; change the amount of
capital firms will need; reduce their leverage; lead to more intensive regulation of such firms;
and give the authorities new powers to deal with failing banks.

The Banking Act 2009

An early lesson from the financial crisis was the need for powers to deal with failing banks and
building societies in a way that protects depositors and limits the risks to financial stability. In
February 2008, the Banking (Special Provisions) Act 2008, provided temporary powers to enable
the Government to deal with failing banks, which were used to resolve Northern Rock, Bradford
and Bingley and the UK subsidiaries of two Icelandic banks.

These powers, which were taken on an emergency basis, were limited to a year. The Banking Act
2009 was drafted to give these powers a permanent statutory footing, and came into effect in
February 2009. This Act gives the authorities permanent powers to intervene when the likely
failure of a bank or other deposit-taking institution threatens financial stability, the protection of
depositors’ money, or the interests of the taxpayer. The Act gives the Bank of England new
powers, once the FSA has determined that a bank is failing, to take the lead in resolving it. The
Act was used for the first time to resolve the Dunfermline Building Society in March 2009.

The Act also made provision for the Government to introduce — by secondary legislation — a new
insolvency regime for investment banks. Work is underway with a group of technical experts to
consider the case for legislation; if necessary, the Government will introduce the new insolvency
regime early in 2010.
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Reform of bank regulation

In October 2008, the Chancellor asked Lord Turner, the Chairman of the FSA, to conduct a
review into the lessons for the FSA of the financial crisis, and to identify the reforms needed to
strengthen the UK’s regulatory regime. Lord Turner reported in March 2009. The Chancellor
agrees with his findings, and the Government will continue to support the FSA in its reform of
banking regulation. Key to these reforms, which are underway, will be the FSA’s plans to:

« work with its international counterparts to strengthen capital and liquidity
requirements — the rules that banks must follow to ensure that they have sufficient
financial resources to deal with the risks that their business involves — for example,
by:

o

increasing the quality and quantity of capital held by banks;

o

increasing the capital requirements for riskier trading activities;

0 introducing a backstop “leverage ratio” that ensures minimum capital levels are
maintained, to stop banks from becoming over-extended; and

0 increasing the focus of regulation on liquidity — the extent to which bank assets
can be turned into cash, if necessary — alongside the ongoing strengthening of
the capital regime;

« continue to increase the effectiveness and intensity of its supervision of banks,
monitoring their business and their risk to ensure that they remain stable and
secure, through the FSA’s Supervisory Enhancement Programme (SEP) including:

0 increased regulatory resources in the FSA;
0 increased focus of these resources on large, complex, “high impact” firms;

o focusing on the business models and strategies of firms, as well as the systems
and processes they put in place to support them;

0 a shift in the approach to the assessment of approved persons, with a focus on
technical skills as well as probity; and

0 investments in specialist skills, with supervisory teams able to draw on enhanced
central expert resources;

« reduce the incentives for excessive risk taking by banks by tackling the problem of
bankers’ pay and bonuses, so that they are effectively rewarded for long-term,
sustainable growth, not short-term, paper profits. The FSA is consulting on a Code
to cover remuneration practices, and will be incorporating this Code into its
regulatory guidelines.

These changes will ensure that banks will in future avoid the excessive leverage of the past,
devote more capital to their business activities, particularly in respect of their riskier investment
banking businesses, and be prudent in their liquidity management. This marks a significant
change in the framework in which banks operate, and is a good basis upon which to move
further.
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Lord Turner’s Review of regulation

In October 2008, the Chancellor of the Exchequer asked Lord Turner, the Chairman of the
FSA, to carry out a thorough and systematic review of the changes needed to regulation to
prevent financial crises such as the one the world has recently experienced. Lord Turner
reported in March 2009 with a wide range of recommendations, including in the areas of:

«  capital adequacy, accounting, and liquidity — the rules that banks must follow to
make sure they have enough financial resources to cope with the risks they face;

. institutional and geographical coverage of regulation — making sure that
regulation covers the right types of firm, wherever they operate;

«  deposit insurance — which provides ordinary customers with protection if banks
fail;

«  bankresolution — the tools which the regulatory authorities can use to deal with
failing banks so that the impact of their failure — on consumers, businesses, and
the system as a whole — is minimised;

« credit rating agencies — supervising the activities of companies that provide
markets with information on the riskiness of different financial products and
creditors;

« remuneration — making sure that bank executives are not unduly rewarded for
excessive risk-taking;

«  macro-prudential analysis — making sure that regulatory authorities, in the UK
and globally, are monitoring the build up of risks across the system as a whole;

«  FSA supervisory approach — continuing to increase the regulatory capacity of the
FSA, and targeting it at the most important firms; and

«  firm risk-management and governance — making sure that firms have the right
structures and skills in place to manage themselves and the increasingly complex
risks they are taking on.

Chapter 4 summarises Lord Turner’'s recommendations and the Government'’s response in
implementing recommendations across all of the areas covered.

Reform of corporate governance

It is also clear that there must be major changes to the way that bank boards function.
Improved risk management at board level, changes to the balance of skills, experience and
independence, and a better approach to audit, risk and remuneration are required. Institutional
shareholders need to be more actively engaged in monitoring the board of the bank in which
they have invested. The FSA has already taken action to vet potential board members of banks
more thoroughly.

The FSA have proposed the incorporation of a Code of Practice’ on remuneration into the FSA's
Handbook and to apply it to banks, building societies and broker dealers. The Code has a
general requirement that ‘a firm must establish, implement and maintain remuneration policies,
procedures and practices that are consistent with and promote effective risk management’. This
is backed up by ten principles covering the key areas of governance, performance measurement

! Reforming remuneration practices in financial services, Financial Services Authority, March 2009 (available from www.fsa.gov.uk)
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and the composition of remuneration packages. The FSA will continue to play an active role in
the remuneration discussion at the EU and international level.

The Chancellor has, furthermore, asked the FSA to provide an annual report on remuneration
practices, including compliance by firms with the new Code. This report will assess whether
remuneration practices are likely to lead to a build up of systemic risk, and make
recommendations for action if this is thought to be the case.

The Chancellor has also asked Sir David Walker to conduct a review of the corporate governance
of banks and other financial firms, to recommend how financial institutions can better equip
themselves to respond to lessons learnt from the crisis. Sir David’s interim report is due shortly
and the Government looks forward to responding.

Strengthening the UK authorities

The Government has reformed how the Bank of England and the FSA discharge their
responsibilities for financial stability and regulation in the UK:

. the Bank of England: as well as responsibility for the operation of the new special
resolution regime, the Banking Act 2009 provided the Bank with:

0 a clear statutory objective to protect the stability of the financial system; and

0 improved governance structures — a streamlined and modernised Court of the
Bank of England, with a dedicated committee for financial stability, the Financial
Stability Committee, to support its work in this area.

« the FSA: in addition to the Supervisory Enhancement Programme (SEP) — which will
increase the resources and deepen the skills-base of the FSA in key areas — the FSA
has recently announced a major reorganisation which will provide a new
operational structure designed to better align its internal operating model to its
core activities of identifying and mitigating risk and carrying out supervision and
enforcement. The reorganisation also takes account of the changing role of the FSA
in respect of international regulatory engagement, macro-prudential analysis and
consumer financial education.

Reform of international regulation

The Government has used the UK'’s chairmanship of the G20 and membership of international
bodies such as the IMF, FSB and standard setters to push forward reform of global standards of
financial regulation and supervision.

« In April, at the London Summit, the G20 agreed principles for dealing globally with
impaired assets, repairing the financial system to restore lending, strengthening
financial regulation to rebuild trust, and funding and reforming international
financial institutions, both to overcome the current crisis and prevent future crises.
In particular, the G20 agreed to establish a new Financial Stability Board (FSB) with
a strengthened mandate, as a successor to the Financial Stability Forum; to extend
regulation and oversight to all systemically important financial institutions,
instruments and markets; and to strengthen international standards of prudential
regulation.
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The Bank of England’s and the FSA’s tools for financial stability

The Bank and the FSA possess a wide range of tools for safeguarding financial stability.
Some of these were provided by the Banking Act 2009, but many others were available long
before the global financial crisis.

The Bank of England:

ensures the stability of the monetary system as part of its monetary policy
functions, acting in the market to deal with fluctuations in liquidity;

reports on key financial stability issues through its biannual Financial Stability
Report;

oversees financial system infrastructure that is systemically significant to the UK,
including statutory responsibility for key inter-bank payment systems;

maintains a broad overview of the system as a whole, advising on the
implications for UK financial stability of developments in the domestic and
international markets and payment systems;

undertakes, in exceptional circumstances and with the authorisation of the
Chancellor, official financial operations, including the provision of support to
individual institutions; and

intervenes to resolve failing banks, as lead authority in the special resolution
regime (SRR).

The Financial Services Authority:

is responsible for the authorisation and prudential supervision of financial
institutions, including capital and liquidity requirements;

supervises financial markets, securities listings and clearance and settlement
systems, alongside supervision of institutions, with an extensive suite of
enforcement powers to ensure compliance, including both administrative and
criminal sanctions;

manages the conduct of operations in response to problem cases affecting
firms, markets and clearing and settlements systems (this could include the
changing of capital and other regulatory requirements or the facilitation of a
market solution involving, for example, the introduction of new capital into a
troubled firm);

takes the decision to “trigger” an institution into the SRR, based on its
judgement that the firm is failing or is likely to fail its regulatory threshold
conditions and that action cannot be taken to bring it back into compliance;
and

has broad powers to gather and share the information the authorities require to
inform their roles.

Both the Bank and the FSA also have a major influence on the development of global
regulatory standards, through their membership of international standard-setting bodies,
such as the Basel Committee on Banking Supervision, International Organisation of Securities
Commissions, and others.
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To facilitate enhanced cross-border cooperation between national authorities, regulators are
now, as proposed by the Government, setting up supervisory colleges of the prudential
supervisors of the largest and most internationally active cross-border groups.

A key part of the new global framework will be agreed at EU level. The Government believes
that Europe’s ability to identify and manage system-wide prudential risks needs to be enhanced.
The Government also believes that the EU needs to develop the quality and scope of rules
applying to firms, and ensure their proper enforcement. The Government has therefore
responded positively to the findings of the de Larosiere report, presented on 25 February 2009
to the European Commission. In particular, the Government welcomes the agreement at the
June 2009 European Council to establish a European System of Financial Supervisors (ESFS) and
to create a new European Systemic Risk Board (ESRB). The latter would implement the
international model, where the IMF and FSB assess macro-financial risks and propose policy
responses, by focusing in a greater level of detail on specific implications for European countries.

To ensure a more prudent use of securitisation techniques, and address the problems caused by
the “originate and distribute” model, the Government has also welcomed the EU’s proposals to
require issuers to retain 5% of the risk to be securitised.

The Government will ensure that offshore banking centres do not offer firms an opportunity to
avoid effective regulation. In April 2009, the G20 agreed on the importance of protecting public
finances and international standards against the risks posed by non-cooperative jurisdictions,
and called on the appropriate international bodies to conduct and strengthen objective peer
reviews. Domestically, the Government announced in autumn last year an independent review of
the long-term opportunities and challenges facing the British Crown Dependencies and Overseas
Territories as financial centres, which have been brought into focus by recent financial and
economic events. The final report will be published in the fourth quarter of 2009.

Next steps

Taken together, the steps described above represent significant reforms of our financial system
and will build a more resilient global financial system. But, there is a need for further, more
fundamental, changes to regulation in the UK and internationally, to prevent problems arising
that may pose a threat to financial stability, and to deal with them if they do. The Government is
proposing further reforms to banking regulation that will lead to:

« more effective prudential regulation and supervision of firms;
«  greater emphasis on monitoring and managing system-wide risks;

. greater confidence that the authorities are ready and able to deal with problems
when they do arise; and

«  greater protection for the taxpayer when an institution needs to be resolved.

The Government will bring forward a Bill in the next legislative session to make provision in
those areas where primary legislation is required. Additionally, the Government will consider
whether further tools are needed to help the authorities address the potential build up of
systemic risks, and work closely with the EU and international partners to achieve consensus on
the tools that might be required, and how they might be used.

More effective regulation

The FSA is reforming how it approaches the regulation of individual firms, as set out above.
Most of this can be accomplished within its existing powers.

However, the Government has decided to extend the powers and objectives of the FSA by:
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«  providing the FSA with a formal, statutory objective for financial stability, and
extending its rule-making power — one of its main tools for supervision of the sector
—to give it clearer legal authority to set rules whose purpose is to protect wider
financial stability. This will ensure that in dealing with the regulation of firms it has
the unambiguous authority to take into full account wider systemic risks;

« extending the FSA’s powers to deal with individual institutions on a case-by-case
basis through firm-specific interventions, so that these too can be exercised in
pursuit of its new stability objective;

« enhancing the FSA’s enforcement powers to enable it to deal with market
misconduct, including powers of suspension and penalty for firms or individuals;
and

« enabling the FSA to keep the scope of regulation under constant review, gathering
the information it needs from unregulated institutions — such as structured
investment vehicles — to determine whether they pose a threat to stability, and
whether they should be brought under formal FSA supervision.

These measures will complement the FSA's new, more intensive, approach to regulating firms.
Better monitoring and management of systemic risk

The Government believes that the UK's institutional framework — the FSA responsible for
conduct of business and prudential regulation for all financial services firms, the Bank of
England responsible for financial stability — remains the right one.

The framework of 1997 established the FSA as the single regulator responsible for supervising all
financial institutions, and gave the Bank of England responsibility for contributing to the
maintenance of the stability of the financial system as a whole. This replaced the old system of
several different bodies all acting with different powers and legal authority. It reflected
developments in the financial sector in which large firms increasingly provided a wide range of
products and services; responded to questions over the effectiveness of banking supervision and
problems of domestic and international coordination; and allowed the Bank of England to
concentrate on monetary policy and financial stability overall without the distraction of day-to-
day supervision of banks.

Global developments in the last twelve years have further strengthened the case for this
framework. Financial institutions and markets have become more global and complex and
international coordination between supervisors more important. Other financial centres have
since adopted a similar model, including Canada, Germany, Japan, Singapore and Switzerland.

The current framework remains the right one for the UK, but it will be strengthened further
through increased powers for the Bank and FSA, better coordination between them, and
strengthened governance and greater transparency.

In the Banking Act 2009 the Bank’s existing responsibility for financial stability was formalised
through a new statutory objective. This requires the Bank — through its Court, and on the advice
of its new statutory Financial Stability Committee — to develop its strategy for financial stability.
One of the existing key responsibilities of the Bank of England, which will continue to be a
significant feature of its new role, is to analyse and warn of emerging risks to financial stability
in the UK, principally by means of its Financial Stability Report, published twice-yearly.

It is important that the Bank retains this independent voice, to warn publicly of risks facing
banks and financial markets in the UK.

Reforming financial markets
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The Government believes that this important role should now be enhanced in two ways. First,
the Bank should, in future, identify in its Financial Stability Report:

. risks to the UK financial sector and the UK economy;

«  specific actions which could be taken to counter the systemic risks identified in the
Report;

« an assessment of their likely effectiveness; and

« consideration of whether these actions should be implemented by the Bank, the
FSA, the Government, or whether they require internationally coordinated action.

Secondly, new arrangements need to be put in place to strengthen the coordination of the
authorities generally, including formal and transparent evaluation of the risks identified by the
Bank, and assessment of the necessary actions that need to be taken.

At present, a Standing Committee of the Treasury, the Bank and the FSA, established under a
Memorandum of Understanding, serves as the forum for discussion and coordination of the
activities of the authorities in financial stability. This has played a vital role in enabling the
authorities to move quickly and decisively at key moments in the crisis, for example in the
resolution of Bradford and Bingley and the Dunfermline Building Society, and in the emergency
recapitalisation of the banks. But the Government believes it can be strengthened by introducing
a more formal and transparent structure.

The Government therefore intends to legislate in the Autumn to create a Council for Financial
Stability (CFS) which will replace the Standing Committee. Key features of this Council will be:

. membership consisting of the Treasury, the FSA and the Bank of England, with the
Chancellor of the Exchequer as chair;

.  formalising the operation of the Council on a statutory basis, providing it with clear
responsibilities, to be set out in published terms of reference;

« increased public transparency and accountability, with minutes of meetings
published quarterly;

« regular standing meetings to discuss the authorities’ assessment of systemic risk —
including through discussion of key publications such as the Bank'’s Financial
Stability Reports and the FSA’s Financial Risk Outlooks — and to consider what
actions are needed; and

« meetings when particular risks to financial stability arise and action to intervene or
resolve these threats needs to be considered. The FSA and the Bank will retain all
their existing responsibilities and remain accountable for their actions. But the CFS
will provide a means of coordinating the activities of the authorities whenever it is
necessary to do so. As set out in the Banking Act 2009, any resolution requiring the
use of public money is ultimately a decision for the Treasury. The quick and decisive
action to resolve the Dunfermline Building Society demonstrates how these
arrangements will work in practice.

One of the key issues which the new Council will consider at its first meeting is the question of
remuneration. The FSA will present its new code, providing an update on compliance by the
sector and its judgement on whether risks continue to be posed by remuneration practices by
firms.

The Government will also consider mechanisms for increasing the democratic accountability of
the CFS, through greater Parliamentary scrutiny.
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Dealing with failure

More effective regulation should help limit problems that could threaten financial stability, but
no system of regulation can — nor indeed, should — prevent problems from arising in all
circumstances. That is why the Banking Act 2009 has provided the authorities with new powers
to intervene if a bank or building society fails, to allow institutions to be resolved in a way that
minimises the impact on their customers and the system.

Globalisation has led to the emergence of larger, more complex financial institutions whose
operations span many countries. Managing the failure of such a firm would pose a particular
challenge. But the authorities need to ensure that their powers are adequate to deal with the
potential failure of any institution.

The Banking Act 2009 recognised this by providing the power for the Government to nationalise
bank holding companies where the failure of a deposit-taker within a group would cause a
wider threat to financial stability. Such an approach has recently been adopted in the US
Government’s regulatory reform plan.2 The UK is now consulting on resolution arrangements for
investment banks, and intends to bring forward any necessary secondary legislation in this area
early in 2010.

More action is needed, however, to ensure that the particular problems posed by “high impact”
firms are better managed. The Government’s approach to this problem is fourfold:

«  stronger market discipline: the Government is, through the work of the Walker
Review and the FSA’s Code of Practice — which is to be added to the FSA handbook
— providing guidance on standards of discipline in corporate governance and
remuneration. This should form a framework for action by market participants —
boards, senior management and shareholders — on whom the responsibility for
market discipline must ultimately lie;

«  Dbetter regulation: as with all firms, larger firms will need to increase their capital
and liquidity resources in line with the FSA’s new approach to regulation set out
above. In addition, the Government believes that systemically significant firms
should be more stringently regulated, which may require such firms to hold capital
and maintain liquidity at a level that reflects both the likelihood of their failure and
the impact their failure might have on the system as a whole. It will be important
that such an approach is agreed and implemented in a globally coordinated
manner;

« managing failure: the Government believes that all firms should have detailed,
practical resolution plans for dealing with their own failure, and in particular
expects the FSA to work with “high impact” firms to make sure they have such
plans in place. This will mean ensuring that their legal structure facilitates
resolution, should that be necessary. The Bank of England, as lead resolution
authority under the Banking Act 2009, should also be involved in the evaluation of
resolution plans; and

«  better market infrastructure: improving the infrastructure of key markets such as
securitisation and specific derivatives, will reduce systemic risk generally, and help
mitigate the risk of large, complex firms failing. The Government believes that
derivatives need, as far as possible, to be standardised, liquid and have price
transparency, and should be cleared through central counterparties.

2 Financial regulatory reform: a new foundation, US Treasury, June 2009, p.24 (available from www.financialstability.gov), p.76
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To support these efforts, the FSA’s principles of regulation will be updated in legislation so that
it is able to take into account the impact of the failure of a firm in conducting its regulation and
supervision.

Taken together these measures will address the issue of systemically important firms by
minimising the likelihood that a systemic firm might fail, and reducing the impact if it does.

The Government believes that this approach is more effective than the proposal of imposing
formal limits on the activities of financial firms through legislation. This is often called the Glass-
Steagall approach, named after the US legislation (now repealed) that introduced such limits
after the banking crisis of the 1930s. Similarly, the Government does not support placing
arbitrary limits on the size of banks. The crisis has shown that banks can fail and pose a systemic
threat whether they are big or small, simple or complex. There is no evidence that insulating the
deposit-taking business of banks from other activities (particularly trading) would have made
them less likely to fail during the recent crisis or that the systemic impact of any failure would
have been reduced. Furthermore, there would almost certainly be losses in efficiency as well as
significant difficulties in implementing and enforcing workable limits, both domestically and
internationally.

Protecting the taxpayer

When banks fail, there is always a bill to be paid — for example, the cost of paying out
depositors, or of resolution activities. The Government is clear that the FSCS should be financed
by the financial services industry, because all parts of the industry benefit from the extra
confidence that the existence of effective deposit protection measures gives to their customers.
This also protects the taxpayer.

Therefore, most of the costs of recent resolutions have been, or will be, met by the financial
services industry, through the Financial Services Compensation Scheme (FSCS). But failures can
be expensive, and recent experience has shown that the FSCS cannot meet the full costs of a
substantial failure immediately by raising levies from the industry. Consequently, the
Government has had to step in, lending the FSCS the money it needs at an appropriate rate of
interest, to ensure that this does not amount to a subsidy to the industry.

A better long-term approach to financing the FSCS is pre-funding, which would allow the
industry to contribute to the funding of such costs before a major failure occurs.

The Government believes that, subject to the results of further work, including consultation it
will be appropriate to move towards the introduction of a pre-funded element in the FSCS
covering the deposit-taking class. This will provide a further protection to the taxpayer.

It would be inappropriate to begin a transition to such a scheme given the current situation, so
the Government has decided that pre-funding will not be introduced before 2012, and when
pre-funding is introduced, the initial levy will not be set at a level which would compromise
financial stability or undermine efforts to strengthen the banking system.

Future reforms

The reforms already implemented, together with the next steps set out above will represent a
major change to the way firms will be regulated, and will limit the risks of further financial crises
in the future.

The Government, with international partners, is also looking at what further measures will be
needed to help the authorities address the build up of potential systemic risks which could, if left
unchecked, lead to further problems in the future.
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The key is to establish what tools could be used to achieve such an effect, whether they would
prove effective and what wider implications would need to be considered if such tools were
used. Some of the tools under examination are:

« international rules which require additional capital to be set aside during periods of
strong growth;

. discretionary variations of regulatory requirements by national authorities; and

«  particular restrictions on loan products — for example, maximum loan to value ratios
for mortgages.

These measures can only be effective if implemented on an international basis. The Government
is working with international, and in particular, European partners on reaching a consensus. The
Government is ready to take steps to implement such proposals in the UK. But it would be
premature to decide on the institutional responsibility until it is clear what the new tools are,
and how they should be used.

A competitive and fair market for consumers

Governments around the world have acted decisively to support their financial systems. This has
been necessary to protect depositors, ensure that banks lend to the economy and restore
financial stability. The Government remains committed to ensuring that the market for financial
services in the UK remains competitive and fair for consumers.

In particular, the Government recognises that consumers, faced by the events of the global
financial crisis, will need additional support and protection as they engage with providers of the
financial services they need to manage their day-to-day lives. To achieve this, the Government is
proposing:

« measures to raise financial capability, including through the provision of a national
money guidance service;

« improving access to simple, transparent products so that there is always an easy-to-
understand option for consumers who are not looking for potentially complex or
sophisticated products;

o  better and faster ways of dealing with widespread complaints when providers get it
wrong, for example, by streamlining the FSA's powers to impose a settlement, and
by enabling a representative body to bring an action on behalf of a group of
consumers to enforce their rights and obtain collective redress; and

«  building on the significant steps already taken by the Government and the FSA to
further improve the arrangements for depositor protection.

Looking further ahead, the Government recognises the important role that competitive markets
play in providing consumers with value, innovation and choice. Competition is a vital part of any
effectively functioning market, and the Government’s strategy sets out and consults on
measures to:

«  strengthen competition, including through increased joint working by the OFT and
the FSA;

« ensure a strong focus on market access by proposing the FSA consider the impact
on market access of all proposed regulatory changes and that the OFT should
address market access as part of its annual updates of its Financial Services Strategy;

« examine the possibilities of new technology to further encourage new entrants;
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«  support competition and choice through diversity, most importantly through
maintaining a strong mutually-owned financial sector, by ensuring that its
regulatory and legislative framework is modernised, supporting better governance,
and considering its needs for capital and funding; and

« continue to progress the Government’s exit strategy from its recent interventions in
financial markets.

Summary

The Government’s aim is for enhanced supervision of banks, better international standards, and
a more responsible and efficient global financial services sector. The Government’s strategy will
strengthen regulation and supervision, and support better corporate governance so that, in
future, financial crises will be less likely and less damaging. This will enable the financial sector
to continue to play its part as a key driver of economic prosperity.

The nine chapters of this document set out the Government’s analysis of the causes of the
financial crisis, action already taken to restore financial stability, and the future regulatory
reforms necessary to deliver the Government’s aims for reformed financial markets.?

3 The document also includes a number of technical annexes. Annexes A and B contain consultation questions on specific legislative proposals, and
areas for wider discussion, respectively. Annex C summarises the impact assessment — which is published in full on the Treasury website. Annex D

provides details of how to respond to the consultation. Annex E contains a list of abbreviations and a glossary of terms.
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Global financial markets

This chapter introduces the Government's strategy for reform of financial markets. It:
. explains the importance of financial services and markets to the UK economy, and
the pre-eminence of the UK as a global financial centre; and

«  describes the role played by the UK regulatory framework in supporting the
efficient operation of UK financial markets.

The importance of financial markets to the UK economy

1.1 Financial systems are crucial to the operation of modern economies. They determine the
efficiency with which savings are channelled into the most productive investments, and how
risks are managed throughout an economy. As innovations and new business processes emerge
to replace less efficient ones, finance is required for them to become commercially viable and so
promote greater prosperity.

1.2 The financial system supports the wider economy — individuals and businesses in other
industries — by:

. providing finance for individuals, households, business and governments;
«  helping business and households to manage their risks effectively;
« allowing society to accumulate wealth and manage risk; and

«  providing mechanisms such as payments systems through which businesses and
households carry out transactions quickly, cheaply and reliably.

1.3 Furthermore, well-functioning markets make monetary and fiscal responses operate more
effectively, helping to minimise economic and social costs when economies face shocks, and
ensuring that shocks to certain industries or regions can be more easily absorbed in the
economy.

1.4 The health of the financial system, as the core mechanism for allocating resources efficiently
throughout the economy, is therefore central to economic prosperity and standards of living. A
number of studies show that the efficiency of a country’s financial system is critically important
in determining its economic growth and dynamism." Studies also suggest that well-functioning
banks have a disproportionately positive impact on lower-income individuals, by creating more
equal access to capital.?

1.5 What has also become clear during the events of the last two years is that financial markets
can also operate in ways that can have a negative impact on the economy. The global financial

! For an extensive survey see Finance and Growth: Theory and Evidence (NBER working paper no. 10766), R Levine, September 2004
2 Rethinking banking regulation, JR Barth, G Caprio and R Levine, 2006
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crisis has triggered a worldwide downturn, with serious consequences for growth and prosperity
around the world and here in the UK. A strong, thriving financial sector can make a positive
contribution to the economy, but its growth needs to be managed — by market participants and
by regulators — in a way that supports sustainability and long-term growth.

The contribution of the financial sector to the UK economy

1.6 In the UK, in addition to playing a pivotal role in supporting economic growth, the financial
services industry is a significant sector of the economy in its own right. It:

« accounts for around 8 per cent of UK output;
« employs more than one million people; and

« contributes positively to the UK balance of payments, with a trade surplus in
financial services of £38bn in 2008 (chart 1.A. shows how this surplus has
increased over the last two decades).?

1.7 In addition, over the past nine years, the financial sector has contributed over £250bn to the
public finances through Corporation Tax, Income Tax and National Insurance Contributions
alone.

Chart 1.A: Balance of trade surplus from financial services, 1986 - 2008
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1.8 London, as one of the leading global financial centres, is the main centre for financial
services activity in the UK. However, a recent report prepared by a group of financial services
leaders, co-chaired by Sir Win Bischoff and the Chancellor of the Exchequer (“the Bischoff
group”) shows that London is far from being the only financial centre in the UK.* For example:

3 See UK international financial services — the future, HM Treasury, May 2009 (available from www.hm-treasury.gov.uk)
4 See UK international financial services — the future
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«  Edinburgh is an internationally recognised centre for asset management and
insurance;

«  Leeds, together with neighbouring cities, is an important centre for finance-based
professional services; and

«  the South-West of England is a region increasingly developing strength in financial
services, with insurance, mortgage, client service and back office providers based

throughout the region.

1.9 This diversity is reflected in patterns of employment in the financial services sector across the
UK. Just under a third of jobs (around 300,000) in the sector are based in London. However,
significant numbers of people are employed in financial services in every country and region of
the UK, including over 100,000 in the South East, 170,000 in Yorkshire and the North West,

and nearly 100,000 in Scotland.

Chart 1.B: Employment in the UK financial services sector
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Box 1.A: Are financial services too important in the UK?

It is sometimes argued that in recent years the financial services sector has grown too large
and, relatively speaking, too important, to the United Kingdom economy.® The question is
whether the UK economy risks becoming unbalanced in its reliance on the financial sector.

This issue is considered in the Bischoff group’s report on UK financial services, which notes
that the sector’s 8 per cent share of the economy is:

. similar to that of the USA, and comparable European countries;

« significantly less than other modern service-led economies such as Singapore
and Hong Kong; and

« significantly less than the share of UK output of the manufacturing sector,
which is just under 14%.

It is also interesting to note that the current level of contribution to output made by the
financial sector is not particularly high when compared to historical data from the last two
decades.

Financial services as % of UK output, 1980-2007
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Thus, there is evidence to suggest that the financial sector has not become anomalously
unbalanced, relative to the rest of the economy. However, it has been argued that the
financial sector contributes disproportionately to the overall UK tax take, and that the public
finances have become potentially vulnerable in their reliance on financial services.

The Government believes that the proportion of tax paid by the financial sector reflects the
added value that it contributes to the UK economy.® The Government will continue to
monitor trends in tax contributions from this and other sectors to analyse the effect on the
long-term trend in public finances, taking into account market developments and
innovation.

> See for example Rebalancing the UK economy: a long time coming, Ernst & Young ITEM Club, May 2009 (available from www.ey.com)
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The UK as a global leader in financial services

1.10 Financial services is also one of the sectors where the UK continues to maintain a distinct
advantage.” As highlighted by the Bischoff report, the UK-based international financial services
sector plays a pivotal role in the global economy. For example:

« in 2008 the UK held a 70 per cent share of the international bonds market and an
18 per cent share of cross-border bank lending, more than any other country;®

« the UKis the leading international centre for foreign exchange trading, and also has
leading positions in equity, bond and commodities trading;

« the UK asset management industry is a leading provider of services to global clients,
including Middle Eastern and Asian sovereign wealth funds, fund managers from
other financial centres and private clients from around the world, with London
being Europe’s hedge fund capital;

. the UKis a major centre for the private equity industry, with 12 per cent of total
funds being raised in the UK;

« the UKis a major global insurance hub, with the underwriting capabilities of
London (including, but not limited, to Lloyd’s), investment services in London and
Edinburgh, and support services provided around the country; and

« the UKis a centre for innovation in financial services, developing global leadership
in markets as diverse as interest-rate derivatives, carbon permit trading and Islamic
finance.

1.11 The Government remains confident in the UK’s position as a major international financial
centre over the medium- to long-term, and has been working together with the financial
services industry over the past year to establish a clear direction for the sector over the next 10 -
15 years. As part of this work, the Chancellor of the Exchequer set up the Rights Issue Review
Group (RIRG) to examine and to recommend to him measures that could be taken to make
equity-raising more efficient and orderly.

1.12 The RIRG report was published in November 2008, and made a number of
recommendations to improve the efficiency of rights issues in the short- and medium-term.
Formerly, rights issues in the UK could take at least 39 days. Rights issues can now take as little
as 17 days, which is a significant improvement and reduces the period when a company (and its
reputation) is at risk and its share price open to potential abuse.’

The UK's competitive advantage in financial services

1.13 The UK’s position as a leading international financial centre owes much to its global
trading heritage, tradition of openness to foreign entry, consistent and transparent institutional
setting, and ability to adapt to new market opportunities as they arose. There are four inter-
related elements that have been pivotal in enhancing UK’s status as a leading international
financial centre. They include: its strong internationalism; its breadth; its liquidity and the
contribution of regional financial centres outside London.

6 UK international financial services — the future, p.20

7 See New industry, new jobs — building Britain’s future, HM Government, April 2009 (available from www.berr.gov.uk

8 See UK international financial services — the future

9 For a list of the Rights Issues Review Group’s recommendations, see LIST! Issue No. 21, UKLA Publications, May 2009 (available from www.fsa.gov.uk)
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Internationalism

1.14 The UK’s tradition of openness to foreign investment and ownership has enhanced its links
with global and regional financial centres, especially in emerging economies with rapidly
growing needs for capital-raising and inward investment. As highlighted in the Bischoff report,
the UK is a core centre for international financial institutions across the world, with
approximately 600 foreign financial institutions authorised for business. The UK welcomes
different classes of investors from all over the world, ranging from venture capital firms to
sovereign wealth funds.

Breadth

1.15 Drawing on our historical role in financing and insuring global trade, the scope of financial
services available in the UK today is unparalleled. The UK, in particular London, is a major cluster
in banking, insurance, capital markets, fund management and private wealth management,
supported by robust clearing and settlement infrastructure as well as widely respected
professional services in law, accounting and management consulting. More recently, the UK
authorities have worked with the financial services industry to foster solutions in Islamic
products and carbon trading.

1.16 Encouraging diversity in its financial markets has allowed the UK to attract a large body of
individual and institutional investors, which drives scale and liquidity. Openness and
transparency help instil market confidence and encourage institutions to increase the scope of
financial products on offer, giving investors and borrowers the choice between different asset
classes and financing vehicles in accordance with their required financing horizon and risk
profile.

Liquidity
1.17 Borrowers and investors alike value scale as it provides a market with liquidity. Liquidity, in
addition to openness and transparency, encourages effective price discovery and fundraising at

the lowest cost; facilitates more accurate assessments of firms' real market value; and the
spreading of different types of risks more evenly across the economy.

1.18 London has been successful at building its scale and liquidity. It is a leading centre for
trading international bonds and is estimated to account for around 70 per cent of global
trading. The London Stock Exchange has a higher number of foreign-listed firms than any other
exchange. Firms from emerging markets seeking to demonstrate their global credentials often
choose London as a listings destination. This facilitates the transfer of management and
technical knowledge to firms, which complements firms’ efforts to grow in their home markets.

Contribution of financial centres outside London

1.19 The UK financial services industry is spread across the country. London accounts for only
around 44 per cent of the UK-wide gross value-added in financial services, with the next largest
contributors being the South East and Scotland. London generates just under one-third of
overall UK financial services jobs. These figures show that financial centres outside London are a
crucial segment of the UK's entire financial services value chain — supporting London’s role as a
large-scale international financial centre but also allowing the financial sector to offer its
expertise to a wider global market.

1.20 UK regions are often locations for processing centres, customer support functions and
associated services such as the legal profession and consultancy. Outside London, financial
centres like Edinburgh, Cardiff and Belfast have developed their own specialties, and some have
combined their strengths in finance and professional services with commercial hubs (e.g. Leeds
and neighbouring York) to tap into a wider business market. These clusters have both

Reforming financial markets



encouraged and yielded a sustained supply of highly skilled and technically proficient staff,
trained at local universities, which in turn have strong links to industry to ensure the latest ideas
and research are brought to market.

Regulation as a critical success factor

1.21 The Bischoff report identified regulation as an important factor for the stability and success
of financial centres like the UK. To maintain the future pre-eminence of the UK'’s international
financial services markets, the Bischoff report considers that an effective regulatory framework —
specifically for the banking sector — will be critical.'

1.22 As an international financial centre hosting many large firms, and therefore requiring close
cooperation between the FSA and overseas regulators, the UK will continue to lead and engage
in the European and global debate on the development of regulatory standards. The next
section describes this in more detail.

The UK's regulatory approach since 1997

1.23 The Government'’s long-term objective is for fair, efficient and stable financial markets,
which support economic growth and prosperity. In practice, this means markets that facilitate
and support the performance of the overall economy, act to moderate and dissipate the
financial imbalances that can arise in any modern economy, and meet the needs of members of
society. Financial markets fundamentally depend on promises to pay or repay at some time in
the future. As a result, they are vulnerable to abuse, distortions and occasional losses of
confidence. Efficient financial regulation is essential to mitigate these risks, and support fair,
efficient and stable financial markets.

A single financial regulator

1.24 In 1997 the Government established a system of financial services regulation working
through the Financial Services Authority (FSA), the Financial Ombudsman Service (FOS) and the
Financial Services Compensation Scheme (FSCS)."" These are operationally independent from the
Government — although subject to the provisions of the Financial Services and Markets Act 2000
(FSMA). These unified bodies replaced the previous system of multiple self-regulatory
organisations (SROs), complaint adjudicators, and compensation schemes. In parallel, the Bank
of England was given responsibility for the overall stability of the financial system.

1.25 The main driver of the move to a unified financial services regulator was the blurring of
boundaries between financial activities. By the late 1990s, an increasing number of firms were
providing a wide range of financial services and so were subject to separate regulators in each
market, reducing the effectiveness and increasing the cost of regulation. In addition, scandals —
such as the mis-selling of personal pensions in the 1980s — had discredited the high degree of
self-regulation that existed within the system.

1.26 Furthermore, the failures of BCCl and Barings had led many to question the effectiveness of
banking supervision in the UK. The decision in 1997 to give the Bank of England independence
for monetary policy provided a natural moment to reconsider the framework. And given the
developments in the markets, there was a strong case for locating the prudential supervision of
all regulated firms in one place — the FSA, as the new single regulator — with the Bank of
England, as the central bank, responsible for contributing to the stability of the financial system
as a whole.

19 UK international financial services — the future, p.38
" Thereis a separate regulatory regime for occupational pensions under the Pensions Regulator (TPR), which works closely with the FSA on issues of
mutual interest.
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Box 1.B: Different approaches to financial supervision'

« Institutional. The institutional approach is one in which a firm’s legal status (for
example, a bank, broker-dealer, or insurance company) determines which
regulator is tasked with overseeing its activity from both a prudential supervision
and a business conduct perspective.

«  Functional. The functional approach is one in which supervisory oversight is
determined by the business that is being transacted by the entity, without regard
to its legal status. Each type of business may have its own functional regulator.

«  Twin Peaks. The twin peaks approach, a form of regulation by objective, is one in
which there is a separation of regulatory functions between two regulators: one
that performs the prudential supervision function and the other that focuses on
conduct-of-business regulation.

. Integrated. The integrated approach is one in which a single universal regulator
conducts both prudential and conduct-of-business regulation for all sectors of
financial services business.

« The U.S. exception. The U.S. structure is functional with institutional aspects, with
the added complexity of a number of state level agencies and actors (although the
recent regulatory reform plan proposes a degree of rationalisation of federal
supervisory authorities).

The UK adopts the integrated approach. The Government’s view of the advantages of this
approach over the other supervisory approaches is set out in the main text below.

1.27 The introduction of the FSA as a universal regulator with a single set of powers has
brought a number of important benefits:

« it has given the FSA access to the information needed to take a complete view of
financial firms" activities and the overall risks being taken across all markets;

« it has delivered better coordination of regulatory engagement with all the activities
of increasingly diversified financial services providers, increasing the effectiveness
and efficiency of the regulatory process, and enabling the FSA to act more
decisively;

« it has significantly reduced the possibility of firms choosing or “arbitraging”
between regulators to achieve the least restraining regulation;

« it has reduced regulatory duplication and costs for firms, as firms are able to deal
with a single regulator across all the product markets in which they were dealing;

« it has clarified the regulatory landscape for the consumer, in many cases making it
much easier for them to negotiate decisions about often complex products, while
providing rights and mechanisms for redress; and

« as the financial services industry becomes increasingly international, a single
regulator makes the process for international engagement clearer and more
effective.

12 Adapted from The structure of financial supervision: approaches and challenges in a global marketplace, Group of 30, October 2008 (available from
www.group30.0rg)
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1.28 The creation of a single financial services regulator was a radical step. The UK was the first
major international financial centre to integrate financial regulation in this way. The benefit of
this regulatory structure has been widely recognised as an advantage for the UK. For example,
the UK's approach can be compared favourably with the highly fragmented system of regulation
in the US, which the current administration is starting to reform. The integrated supervisory
model has been adopted by a number of countries®.

Box 1.C: Problems with the UK regulatory framework prior to 1997

Prior to the reforms to financial services regulation implemented by the Government since
1997, regulation and supervision of UK financial markets was split between several bodies. The
Bank of England was responsible for bank supervision, the Department of Trade and Industry
for insurance regulation, and a number of self-requlatory organisations (SROs) and other
bodies had regulatory responsibility for other financial services activities.

But after the “Big Bang” and other deregulatory activities of the 1980s, financial institutions
were increasingly providing a variety of different services, with the result that many firms were
being regulated by a variety of different bodies with different rules. For example, before the
creation of the FSA over 800 financial services firms had more than one regulator and at least
another 1,000 firms were members of groups with more than one regulator.

There were also accusations that some SROs paid too much attention to the views of their
members and not enough to investors. There were instances of extensive mis-selling, which
contributed to undermining confidence in self-regulation. Most notable was the now remedied
pensions mis-selling scandal during the late 1980s and early 1990s, when more than one
million people were wrongly sold personal pensions by commission-based salesmen.

Finally, the increasing globalisation of markets and financial services firms made international
cooperation between regulators in different countries even more important. The collapse of
BCCI and Barings were vivid examples. The task of coordinating internationally when
supervising big global conglomerates was complicated by the number of separate regulators in
the UK with partial responsibilities for a single firm.

1.29 In some countries, prudential regulation and conduct of business regulation for financial
institutions are split between different regulatory bodies — the “Twin Peaks” model. The
Government firmly believes that business conduct and prudential regulation and supervision
should reside with the same body. In particular, the recent crisis has shown that conduct-of-
business and prudential failings by institutions can both create systemic risk and spillover effects,
so should be considered together rather than separately. For example, the current crisis arises in
part from failure to appreciate the prudential spillover effects from bad business conduct in the
US mortgage origination and securitisation markets.

1.30 There are also good practical supervisory reasons for avoiding splitting regulatory
responsibility for prudential and conduct-of-business regulation. These include:

. disjointed action: guidance issued by two or more agencies could give conflicting
information. Enforcement action could be jeopardised by a lack of understanding
between the separate prudential and conduct-of-business supervisors, either as a
result of information not communicated effectively, or an imperfect understanding
of each others’ enforcement procedures; and

'3 For evidence on single supervisory authorities, see Rethinking banking regulation, JR Barth, G Caprio and R Levine, 2006
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. inefficiency: it would require two or more agencies to retain strong expertise in an
area of regulated activity, including case workers, lawyers and senior supervisory
staff. It is more effective to concentrate expertise in one place.

1.31 The Government continues to believe that the integrated framework is the right model,
and remains committed to the approach of having a single financial regulator, working closely
with the central bank and the finance ministry on financial stability. Its strategy for reforming
financial markets is based on building and strengthening this approach, in line with actions
already being taken by the FSA — such as its recent reorganisation around a strengthened
integrated operational structure, which will support the wider reforms it has undertaken as part
of its Supervisory Enhancement Programme. There will be no change in the current
arrangements for pensions.

The international context

1.32 Consistent with the globalisation of finance over the past two decades, the Government’s
financial regulation framework has needed to become aligned with international agreements.
This is necessary to avoid internationally mobile institutions exploiting differences in national
regulations and because of the enormous spillover effects from institutions operating across
borders.

1.33 Financial markets will continue to become ever more globalised, even in the wake of the
crisis. It will be vital, therefore, that the Government continues to play a leading role in the
coordination of the international response. This strategy therefore focuses not only on domestic,
but also international, aspects of reform.

Summary

1.34 This chapter has explained the importance of the financial services sector to the UK
economy, the role played by the UK regulatory framework in fostering stable, fair and efficient
financial markets, and the benefits of an integrated approach to supervision. The next chapter
describes the events of the financial crisis, and the actions that the Government has taken to
protect the financial system and the economy.
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The financial crisis and the
Government's response

This chapter describes the development of the financial crisis that has spread across the world,
significantly affecting not only financial markets, but also the global economy.

It also sets out the Government'’s response to the immediate and pressing challenge presented
by the crisis — to prevent the economically catastrophic effects of a widespread collapse of the
banking system, including through:

«  supporting individual firms to avoid the failure of one bank from destabilising the
system as a whole; and

«  providing support to the banking system as a whole, to allow banks to continue
to support the economy through the provision of finance.

2.1 A succession of shocks hit the world economy during 2007 and 2008, beginning in the
financial markets — with failures in credit markets in the US and elsewhere — and leading to a
steep and synchronised global economic downturn. Weaknesses in many aspects of the financial
system have become apparent for the first time, affecting countries and markets around the
world, and resulting in the worst global financial crisis for generations. The crisis has not been
confined to financial markets, but has had resulted in significant disruption to the wider
economy, severely affecting businesses and households around the world.

2.2 As discussed in Chapter 3, analysis of the causes of the crisis reveals a number of challenges
to which governments, central banks and regulators around the world must respond in
reforming financial markets for the long term. These challenges centre around the failings of
both market participants and regulatory authorities in managing risk effectively and pre-empting
the crisis.

2.3 Over the last two years, however, the response by governments around the world has
necessarily had to focus on dealing decisively with the immediate consequences of the crisis. The
Government has taken a leading global role during this period, and the UK's response has
shown the authorities acting decisively and in concert to support the financial system as a
whole, to minimise the disruption of the financial crisis to the wider economy.

The global financial crisis

2.4 Since July 2007, the global economy has been experiencing unprecedented levels of financial
turbulence. This was triggered by a downturn in the US housing market, particularly the sub-
prime end of the market, which many financial products created in recent years were exposed
to. The instability grew steadily, peaking in the weeks following the collapse of Lehman Brothers,
a US investment bank, in September 2008. It is possible to identify three phases of the financial
crisis.

2.5 In the first phase, investors realised that they might have misjudged the risk in securities
linked to low quality US sub-prime mortgages. As a result, prices fell leading to heavy losses for
holders of these assets. As institutions sought to sell similar assets to reduce their risks, market
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liquidity dried up. Investors then became concerned about which of their counterparties may be
exposed to these losses, and began to charge a higher risk premium to roll-over inter-bank
exposures.

2.6 Losses on sub-prime mortgage securities market were initially thought to be containable (at
an estimated $200bn), as the global financial system had managed similar shocks such as the
bursting of the high-tech bubble and the closure of the Long Term Capital Management hedge
fund. However, in the second phase, financial institutions started reporting losses related to their
holdings of impaired assets and investors started to question whether full losses had been
revealed.

2.7 This uncertainty, combined with expectations of a slowdown in the major advanced
economies, raised concerns about the solvency of a number of financial institutions. The
outcome across the board was higher funding costs for all institutions. Banks responding by
hoarding capital.

2.8 In the third phase, the failure of Lehman Brothers had repercussions which undermined
confidence in the banking system as a whole. In autumn 2008, significant capital injections and
credit guarantee plans adopted by governments all around the world were successful in
stabilising confidence.

Chart 2.A: Sterling 3 month LIBOR / OIS spreads 2007-09
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2.9 By that time, however, the overhang of impaired assets from structure finance transactions
was no longer the only source of potential losses. Resulting in large part from the financial
disruption, deteriorating macroeconomic conditions in the world’s largest economies (the US,
the Euro area, Japan and the UK), and a slowing of economic growth in a number of emerging
markets, led to further pressure on banks’ balance sheets. The financial market shock had
filtered through to the real economy, and expected losses on traditional loans to households
and companies increased. According to the latest IMF estimates, the total losses in the global
financial system have reached $4 trillion.

2.10 The resulting shortage of finance led to the onset of a global recession. As recessions
across the world deepened, even traditional bank loans and some of the safest securities came
to be seen as increasingly risky. In response, banks held even more capital as a precaution
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against future losses. A negative feedback loop of tightening financial conditions and
deteriorating economic prospects had begun across the major financial centres in the world.

The Government’'s immediate response to the crisis

2.11 Since the crisis first broke in 2007, the Government’s response has been targeted at three
main areas: addressing system-wide instability; tackling problems in individual institutions; and
getting credit flowing through the economy once more. These interventions share the common
purpose of protecting ordinary customers of financial institutions — people and businesses —
from the consequences of financial instability and restricted access to credit

System-wide Government support

2.12 After consultation with the Bank of England and the Financial Services Authority (FSA), on
8 October 2008 the Government announced a comprehensive package of system wide measures
to restore confidence in the entire banking system based on the recapitalisation of the banks.
Measures included:

« the establishment of a £50bn Bank Recapitalisation Fund to make available capital
to eligible banks and building societies, taken up by Royal Bank of Scotland (RBS),
Lloyds TSB and HBOS;

« the establishment of a Credit Guarantee Scheme (CGS) of up to £150bn, to provide
banks with a guaranteed source of funding, and hence improve the flow of credit
to the economy; and

.  the availability of £200bn under the Bank of England’s Special Liquidity Scheme
(SLS), first introduced by the Bank in April 2008, allowing institutions to swap their
pre-existing assets (which had become illiquid) for Treasury bills over a three-year
period.

2.13 Following further deterioration in the financial markets, the Treasury, Bank of England and
FSA introduced additional measures designed to encourage investors back into the market and
reduce uncertainty, giving the banks both the funds and the confidence they needed to increase
lending to creditworthy businesses. These measures included: '

« extending the draw-down window for new debt under the Government’s CGS to
13 October 2009, with the intention to extend it further to 31 December 2009,
subject to state aids approval from the European Commission;

« introducing asset-backed securities guarantees from 22 April 2009, extending the
funding options available to banks and building societies under the CGS to
residential mortgage-backed securities;

. extending the maturity date for the Bank of England’s Discount Window Facility
(DWF), a permanent facility which provides liquidity insurance to the banking sector
by allowing banks to borrow UK Government securities against a wide range of
collateral;

« establishing a new Bank of England Asset Purchase Facility (APF), guaranteed by the
Government, to purchase high quality private sector assets, to improve liquidity in
certain financial markets and provide the Bank of England’s Monetary Policy
Committee with an additional tool to use for monetary policy purposes;

! Further details about these interventions are set out in Budget 2009: building Britain’s future, HM Treasury, April 2009 (available from www.hm-
treasury.gov.uk)
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.  offering capital protection for banks through the Asset Protection Scheme providing
Government protection against future credit losses on certain assets, in exchange
for a fee, to support the banks’ capital position and enable them to attract
investments and deposits and make loans to creditworthy businesses and
households;

.  clarifying the regulatory approach to capital requirements, through an
announcement by the FSA;

«  setting up of a company, UK Financial Investment Ltd (UKFI), in November 2008 to
manage the Government’s shareholdings in financial institutions on a commercial
basis, with an overarching objective to protect and create value for the taxpayer as
a shareholder, with due regard to the maintenance of financial stability and to act
in a way that promotes competition; and

« agreeing quantified and legally binding lending commitments.

Box 2.A: Managing the taxpayer’s investments in UK banks

The Government has set up a company, UK Financial Investments Ltd, to manage the
Government’s investments in the banks; to dispose of them in full over time; and to protect
and create value by fulfilling its role in the meantime in an arms-length, commercial manner.

Key to UKFI's role is ensuring that the banks in which the Government has investments are
managed in a way which fully learns the lessons of recent years and the massive destruction of
shareholder value that has been suffered as a result of flawed strategies, ineffective risk
management and inappropriate approaches to remuneration.

UKEFI is therefore engaging actively with its investee companies on key areas of strategic
shareholder interest. Since UKFI took on management of the Government'’s investments in RBS
and Lloyds:

«  UKFI has overseen sweeping changes at the banks’ boards. RBS has a new
chairman and chief executive; seven non-executive directors have left; and the
entire top executive team either has or shortly will have been replaced;

« The HBOS board no longer exists; the Lloyds board has been strengthened and a
new chairman is being appointed;

«  RBS has a wholly new strategy and at both RBS and HBOS the approach to
managing risk is being thoroughly overhauled;

« At both RBS and Lloyds, UKFI has negotiated fundamental changes to
remuneration structures, as radical as at any large bank in the world, in order to
align management incentives with those of the taxpayer and to avoid reward for
failure or taking excessive risks.

UKFI will continue to discharge its role through active engagement as shareholder with its
investee companies, with the aim of protecting the taxpayer’s investments and disposing of
them in full over time.

Dealing with the potential failure of individual banks

2.14 As individual firms have come under financial stress due to particular problems that they
have experienced, the Government has acted to deal with them appropriately, in addition to
providing funding and capital support through the sector-wide interventions described above.
The Government’s actions have had three core objectives:
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to support stability and restore confidence in the financial system;
to protect retail depositors’ money; and

to safeguard the interests of taxpayers.

2.15 Actions taken relating to individual banks in the UK since 2007 have included the

following:

Northern Rock was taken into temporary public ownership in February 2008 using
the Banking (Special Provisions) Act 2008, after it had experienced severe funding
problems and no buyer could be found to stabilise the bank in a way that protected
the interests of taxpayers;

in September 2008, the Government again used the Banking (Special Provisions)
Act 2008 to take swift action in relation to Bradford & Bingley, with the retail
deposits and branches of Bradford & Bingley transferred to Abbey following a
competitive sale process and the remainder of Bradford & Bingley's business taken
into public ownership;

the recapitalisation of RBS, Lloyds TSB and HBOS in October 2008, with subsequent
Government investment of £20 billion in RBS and £17 billion in what is now Lloyds
Banking Group (created following the merger of Lloyds and HBOS in January 2009).
The Government has since announced the conversion of its preference shares in RBS
and Lloyds Banking Group into new ordinary shares, further boosting their capital
positions;

in October 2008, following the Icelandic banking crisis, action was taken to protect
UK depositors in Icelandic banks. Kaupthing, Singer & Friedlander and Heritable —
respectively the UK subsidiaries of Kaupthing and Landsbanki — were placed into
administration following due legal process. Arrangements were put in place for the
protection of retail depositors in these firms, including those in Landsbanki’s UK
branch, Icesave;

in November 2008, the FSA determined that London Scottish Bank plc should be
prevented from accepting further deposits as it no longer met the FSA's threshold
conditions for authorisation. The bank was placed into administration later that
evening, with the FSCS and Government providing protection for retail depositors;

in March 2009, action was taken to resolve Dunfermline Building Society under the
new special resolution regime of the Banking Act 2009. Dunfermline’s retail and
wholesale deposits, branches, head office and own-originated residential
mortgages were transferred to Nationwide Building Society. Dunfermline’s social
housing loans and related deposits were placed into a bridge bank, wholly owned
by the Bank of England (since then, Nationwide has also acquired the assets and
liabilities held by the bridge bank, following a competitive auction process). A court
order was made to place the remainder of Dunfermline’s business into a Special
Administration Procedure; and

in June 2009, the FSA (working with the Treasury) developed a new capital
instrument for building societies, offering them more flexibility in terms of their core
Tier 1 capital. The West Bromwich Building Society has made use of these “profit
participating deferred shares” to strengthen its financial position.

2.16 As a consequence of these actions, the Government has ensured that no retail depositor
has lost money following the failure of a bank or building society, and has minimised the
ultimate cost to the taxpayer.
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Supporting the provision of credit to the economy

2.17 By acting to limit the risks attached to banks’ existing assets through the Asset Protection
Scheme, and by agreeing quantified lending commitments with banks accessing Government
support, the Government has facilitated the provision of almost £40bn additional lending to the
economy in each of 2009 and 2010. RBS has agreed to lend an additional £25bn on commercial
terms and subject to demand over the 12 months from March 2009, and Lloyds Banking Group
has agreed to lend an additional £14bn, again on commercial terms and subject to demand,
over the same period. Northern Rock has also announced that it will lend up to £5bn in 2009
and up to £9bn in 2010.

2.18 In addition, major UK banks whose capital and balance sheets are not directly supported
by the Government have also announced increased lending. For example, Barclays announced
£11bn of additional lending to be split equally between mortgage and business lending, while
HSBC has announced that it will lend up to £15bn to homeowners in 2009. This means around
£50bn in additional lending by the main bank above their 2008 levels of lending. These
comprehensive and coherent interventions have protected the economy from the worst impact
of financial instability or bank failures, provided the resources and certainty necessary for credit
growth, and agreed commitments that will get credit flowing to creditworthy borrowers, and so
support economic recovery.

2.19 This demonstrates an important element of the Government'’s response to the financial
crisis: that, alongside measures to support individual banks and the banking sector as a whole,
the focus of the Government’s efforts has been on seeking to minimise the impact of the
financial crisis on the wider economy, and the businesses and consumers who rely upon the
banking system for the finance and other services needed to manage their day-to-day activities.

International impact of UK actions

2.20 Following the Government’s announcement of plans to recapitalise the UK banking system,
the G7 statement in October 2008 called for “urgent and exceptional action...to support
systemically important financial institutions and to prevent their failure.” Euro area governments
followed with similar steps to the UK, injecting more than US$290bn of capital into banks, with
the US, Japan, South Korea and Switzerland also taking action. Further to the Government’s
actions to make available Government guarantees of eligible debt issuance to eligible
institutions, other countries have adopted similar debt issuance guarantee schemes.

2.21 InJanuary 2009, the Government announced a system-wide asset relief scheme, which
would provide for a manageable maximum loss on banks’ impaired assets, to complement
existing liquidity and credit guarantee support for the UK banking sector. Following this, the
G20 finance ministers and central bank governors agreed a set of principles for a coordinated
and consistent approach to dealing with impaired assets across the global banking system. This
remains a key tool for rebuilding market confidence in the banking sector and to restore lending
to the wider economy.

2.22 Since then, the US has committed US$369bn to repair its financial system, and efforts to
restore lending have continued with proposals to deal with legacy assets through a Public-
Private Investment Programme, and a commitment to further recapitalisation as and when
necessary. In the Euro area, efforts to clean up bank balance sheets are accelerating with
Belgium, Ireland, Germany and the Netherlands expected to tackle more than an estimated
US$250bn of impaired assets among their banks.
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Summary

2.23 This chapter has described the events of the crisis and the actions that the Government has
taken to protect the financial system and the economy. The next chapter turns to analysing the
causes of the crisis, to inform the further action the Government will take to reform the
regulatory system in the UK and internationally.
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The causes of the financial
Crisis

This chapter analyses the causes of the financial crisis, identifying three factors as being
particularly important:

first and foremost, failures of market discipline, in particular of corporate
governance, risk management, and remuneration policies. Some banks, boards
and investors did not fully understand the complexities of their own businesses;

second, regulators and central banks did not sufficiently take account of the
excessive risks being taken on by some firms, and did not adequately understand
the extent of system-wide risk; and

third, the failure of global regulatory standards to respond to the major changes
in the financial markets, which have increased complexity and system-wide risk, or
to the tendency for system-wide risks to build up during economic upswings.

Emerging from this causal analysis are a number of core issues to which the Government'’s
strategy for regulatory reform must respond:

first, strengthening the UK’s regulatory institutional framework, so that it is better
equipped to deal with all firms and, in particular, globally interconnected markets
and firms;

second, dealing with high impact firms that may be seen as being “too big to
fail”, through improved market discipline and through improved supervisory focus
on such firms;

third, identifying and managing systemic risk as it arises across different financial
markets and over time; and

fourth, working closely with international partners to deliver the global action
required to respond to the lessons of the financial crisis.

3.1 The causes of the global financial crisis will be debated for many years to come. The

Government

's analysis focuses on three broad factors that have contributed to the crisis:

first, the failure of the tools of market discipline, in particular of corporate
governance, risk management and remuneration. Some banks, boards and
investors did not fully understand the complexities of their own businesses;

second, regulators and central banks did not sufficient take account of the excessive
risks being taken on by some firms; and

third, the failure of global regulatory standards to respond to the challenges of
system-wide risk, including:

adapting to the major changes in the evolution of financial markets which have
lead to increased complexity and levels of system-wide risk; and
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« properly addressing the tendency for cycles in risk taking and leverage in financial
markets to amplify the economic cycle.

Failures of market discipline

3.2 It is important to note that, while failures of regulation and regulators — which have been
debated extensively in the wake of the crisis, and to which this strategy responds — were
important, the prime cause of the problem was the actions (or in many cases, inaction) of
market participants.

3.3 Market discipline is of central importance to well-functioning financial markets. But, in the
run up to the global crisis, market discipline failed in a number of important respects. These
failures led to distortions and inefficiencies which contributed to, or exacerbated, the crisis. In
particular, firms — and particularly their managers, boards of directors and institutional
shareholders — failed to appreciate the extent and complexity of the risks that they were taking
on, or to manage these risks effectively.

Corporate governance

3.4 In well-functioning businesses the self-interest of different stakeholders imposes discipline to
avoid excessive risk-taking without commensurate compensation. However, recent experience
has shown that market discipline has failed to prevent a number of deficiencies in corporate
governance in the institutional investment chain. Firms’ senior management must carry primary
responsibility for their actions and resulting consequences. Large investors also have a
responsibility to reward institutions which are following prudent and profitable long-term
business strategies and to punish those with excessive risk and inadequate business models.

3.5 There were failures of senior management to question higher returns robustly and to take
into account the risk of low-probability but high-impact events materialising. There were also
widespread failures of governance by some bank boards in several areas, including:

« understanding and probing overall risk-management reporting;
« understanding how affiliated vehicles imply ongoing exposure; and

«  how remuneration policies encourage risk-taking that may prioritise the short term
at the expense of the long term.

3.6 Similarly, there were failures on the part of some owners, in the form of institutional
shareholders, to recognise the extent of these deficiencies and to constrain their agents’ actions
through effective monitoring of and engagement with bank boards.

Remuneration practices

3.7 It is clear that remuneration practices in banks were an important factor in the crisis. Staff in
certain areas of banking were incentivised through the possibility of very large rewards to pursue
unduly risky practices that, although profitable in the short term, did not take appropriate
account of risk in the long term. Many of these longer-term risks are difficult to quantify, but
equally important not to underestimate. The Government is clear that the banking industry,
both in the UK and globally, needs to develop sustainable long-term remuneration policies that
take account of risk. And the same is true of other sectors of the financial services industry — for
example, fund management — in which remuneration practices may have directly or indirectly
contributed to excessive short-term risk-taking.

3.8 Market participants — shareholder, bank boards and other senior management — must take
responsibility for ensuring strong market discipline. The focus on developing a sustainable
remuneration policy that enhances financial institutions' stability and long-term profitability is
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essential to ensuring that the UK, and international, financial sector operates competitively and
to a high standard.

3.9 There needs to be better risk management at board level, changes to the balance of skills,
experience and independence required on such boards, and a better approach to audit, risk and
determining remuneration. Better ways to actively engage key institutional shareholders in
monitoring a bank’s board are needed.

3.10 The Government is addressing these issues through the work of the Walker Review and the
FSA’s Code of Practice."

3.11 The FSA will incorporate its Code of Practice on remuneration into the FSA's Handbook and
apply it to banks, building societies and broker dealers. The Code has a general requirement that
‘a firm must establish, implement and maintain remuneration policies, procedures and practices
that are consistent with and promote effective risk management’. This is backed up by ten
principles covering the key areas of governance, performance measurement and the
composition of remuneration packages. >

3.12 The FSA will continue to play an active role in the remuneration discussion at the EU and
international level.

3.13 In October 2008, the Chancellor commissioned Sir David Walker, to make
recommendations for financial institutions, covering:

« the effectiveness of risk management;
« theincentives in remuneration policy to manage risk effectively;

. the effectiveness of board practices, and the skills, experience and independence
required on boards;

« therole of institutional shareholders; and
«  promulgation of national and international best practice.

3.14 Sir David Walker is due to report his findings shortly.
Poor risk-management

3.15 Firms around the world failed to understand the nature and extent of the risks to which
they were exposed — particularly the reaction of other institutions to remote rules and the
correlation of risks across different markets. This was a key contributor to the global financial
crisis.

3.16 Financial institutions, relying too much on data from the recent past as an indicator of future
market performance, dramatically underestimated the likelihood of relatively low-probability events
such as those of the last 18 months. Risk models in banks and other financial institutions turned
out to be poor representations of how market participants would respond. In particular, the use
by banks of value-at-risk (VAR) models, which use the volatility of the price of the asset over the
recent past in order to quantify the risk entailed in marketable securities, appears to have
exacerbated the tendency for financial markets to underprice risk in good times and contributed to
the herding tendencies of markets.

3.17 Stress testing also proved inadequate. Stress testing aims to allow firms to assess the
impact of more extreme events on their business, which are not generally captured by traditional

T See Reforming remuneration practices in financial services, Financial Services Authority, March 2009 (available from www.fsa.gov.uk)
2 Reforming remuneration practices in financial services, p.29-34
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risk-management models such as VAR. A recent discussion paper by the FSA? identifies a
number of key lessons from the crisis for firms' stress testing approaches, including:

« the need for stress tests to better capture how risks may be transmitted through
markets in distressed market conditions, including the second round feedback
effects of other firms' responses to a common shock;

. theimportance of considering the impact of liquidity shocks to key markets as a
mechanism of contagion;

. theimportance of ensuring that stress testing enables the identification and
assessment of risk at a firm-wide level; and

o  thecritical importance of senior management involvement to the effectiveness of
stress testing programme.

The approach to supervision

3.18 The FSA has a large set of regulatory and enforcement powers and the scope of regulated
firms is wider than in many other countries. For example, the US is now proposing to regulate
conduct of business of mortgage sellers, something that the UK has done since 2004. The
Government believes that the powers given to the regulatory authorities and in particular to the
FSA under the Financial Services and Markets Act 2000 have proven broadly adequate.

3.19 While this document does propose a number of specific, targeted, enhancements to the
FSA’s powers and amendments to the scope of regulation, the Government is clear that the
financial crisis was not caused by a lack of powers within the UK's regulatory regime. However,
the crisis has shown that aspects of prudential and macro-prudential supervision, within these
powers, were insufficient.

3.20 UK financial regulation since 1997 has aimed to combine effective regulation in line with
global standards. The UK has encouraged a strong global approach to supervision. However,
global and national regulatory standards have placed insufficient emphasis on the development
of risks across the world. Rebalancing regulatory systems towards a greater emphasis on more
effective global supervision is a necessary part of financial reform.

3.21 More effective regulation should help limit problems that could threaten stability, but no
system of regulation can — nor should — prevent problems from arising in any circumstances. The
Banking Act 2009 has provided the authorities with new powers to intervene if a bank or
building society fails, so that institutions can do so in a way that minimises the impact on their
customers and the system.

3.22 Firms themselves need to be better prepared for their own failure, to minimise the
consequences for the rest of the sector, the wider economy and ultimately the taxpayer.
Financial institutions and regulators should take more preventative action to manage the
likelihood and impact of the failure of — in particular — “high impact” firms.

3a regulatory response to the global banking crisis, Financial Services Authority, March 2009 (available from www.fsa.gov.uk)
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Box 3.A: The global macroeconomic context - low interest rates, and the search for yield

Over the past 20 years, global markets have become increasingly integrated, with enormous
amounts of capital flowing across borders every day and emerging economies gaining an
increasing share of international trade.*

In the aftermath of the emerging markets financial crisis in the late 1990s, many emerging
market governments followed fixed or managed exchange rate regimes and built up large
foreign exchange reserves. This, in combination with traditionally high private saving rates and
a sustained rise in commodity prices, resulted in large net foreign exchange positions in these
countries. A large proportion of these were invested in developed countries’ government bonds
and private debt instruments, financing substantial current account deficits in developed
economies, especially the US. Together, these cross-border investment flows helped to push
global long-term interest rates lower.

In addition, improved domestic macroeconomic policy frameworks and increased supply of
low-cost goods from emerging markets reduced consumer price inflation and lowered longer
term inflation expectations, contributing further to a low long-term interest rate environment.
The result was low government bond yields and low returns on fixed income financial assets
across all advanced economies.

With returns on conventional fixed-income assets low, and against a stable macroeconomic
environment, investors sought higher returns by taking on more risk — both in terms of the
products they created and invested in, and by increasing exposure to these instruments
through higher levels of borrowing. This pushed down spreads on riskier assets to historically
low levels, both between countries and between corporate borrowers.

The same period saw some very rapid financial innovation, which created methods of financing
which allowed the imbalances to persist, and also created vulnerabilities that were not well
understood. As is discussed throughout this chapter, it is this lack of understanding — and the
behaviours of market participants and regulators which flowed from it — which policy-makers,
regulators, and markets around the world need to address.

System-wide risks

3.23 A distinguishing feature of this crisis has been that the whole financial system came to be
at risk. Economists refer to such risk as system-wide or systemic risk. This is an important area of
Government intervention, because private market participants cannot manage systemic risk on
their own once it arises. Indeed, in such circumstances their actions are motivated by self-
preservation, and can have the adverse effect of making the system as a whole less stable.®

3.24 Financial research in recent years tended to suggest that greater integration implied more
diversification, more risk-sharing and less vulnerability. Global regulatory standards have largely
been set on the basis that as long as each financial institution was sound then the system overall
would also be sound. Yet both these approaches underestimated the extent of systemic risk and
the implications for system-wide risk of innovations in financial markets. Indeed, it appears that
eagerness to extend the benefits of diversification, for example through expansion in the use of

> Moreover, the cost of any one financial institution’s failure is potentially much greater than the cost to that bank's shareholders, because the failure
can threaten the rest of the financial system and the economy more generally. Therefore a firm’s managers and shareholders will not provide enough
resources to ensure its success, leading to an inappropriately high level of exposure to systemic risk.
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securitisation markets and derivatives products, may have inadvertently lead to an increase in
systemic risk by creating an increasingly complex network of interconnections between firms.®

3.25 Globally, there was an under-appreciation of the significant increases in systemic risk
building up across financial markets and over time. In particular, two important aspects of
systemic risk need to be addressed in the reform of financial markets — systemic risk which arises
from linkages across different financial markets, and the build up of systemic risk which arises
through the tendency for risk taking and leverage in financial markets to increase in good times.
The Government's strategy proposes new mechanisms to ensure that the authorities work better
together to identify and take action to address systemic risk, now and in the future, in the UK
and internationally.

Systemic risk across financial markets

3.26 Finance is essentially trade in promises to repay in the future. This is an inherently risky
business as at the date when the promise matures there may be insufficient resources for
repayment.

3.27 The risk that a single bank or institution may fail or a borrower default is known as
idiosyncratic risk. Systemic risk, by contrast, arises because firms are exposed to common risks
and their responses to market-wide shocks may have negative spillover effects onto other market
participants. For example, if key asset markets become illiquid, then risks can quickly spread
across many institutions. This can threaten the solvency of the entire financial system and in turn
adversely affect the wider economy through self-reinforcing downward spirals.

3.28 Global regulatory standards around the world have primarily focused on firm-by-firm
regulation. But, during the crisis, particular issues have arisen because:

« the complex and opaque network of counterparty exposures between firms resulted
in investors” inability to discern sound from vulnerable institutions;

«  similar balance sheet exposures of many financial institutions resulted in common
responses by firms to market-wide shocks, which amplified the initial shock; and

« increased systemic risk which has arisen outside the perimeter of direct prudential
regulation, such as in structured investment vehicles (SIVs) and other off-balance
sheet financing vehicles of banks.

Counterparty exposures

3.29 Regulators and market participants have generally assumed that greater spreading of risk
between individuals and institutions, both within and across borders, should increase the
capacity of the economy as a whole to bear risk. However, the crisis has shown that, if this is not
properly managed, it can result in an increase in the complexity of counterparty exposures
between institutions and can make it more difficult to identify the extent to which firms are
exposed to risk.

3.30 Because financial market participants are highly interconnected, a comprehensive
assessment of the risks of entering into a contract with a firm requires information about all of
the firm’s counterparties, all of its counterparties’ counterparties, and so on. Firms can therefore
never have access to complete information on which to assess the counterparty risks to which
they are ultimately exposing themselves when entering into a transaction. This has two
important implications for counterparty risk management:

6 See for example The crisis of 2008: structural lessons for and from economics, Daron Acemoglu, 2009
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« in stable financial markets facing only firm- or product-specific shocks, firms will not
take fully into account the potential spillover effects of the failure of a counterparty
on the rest of the financial system; and

« by contrast, when financial markets face broader shocks market participants may
over-compensate by, for example, ceasing to lend to counterparties who are in fact
creditworthy.

3.31 The first of these factors means that market discipline will not be enough on its own to
ensure that systemic risk is effectively managed. The second means that a shock that affects one,
or a group of firms, can generate heightened market uncertainty, such as retail or wholesale
runs on distressed institutions (as in the case of Bear Stearns in the US), and potentially on other
institutions perceived to be heavily exposed to them.

3.32 The short-term impact of key markets dislocating may therefore be considerably greater
than proves to be warranted, creating far greater losses and an inefficient economic outcome.

3.33 Financial innovations over recent years, such as the growth of the securitisation markets
and the rapid expansion in the use of credit default swaps’ (CDS) to transfer risk have increased
the complexity and scale of the network of inter-relationships between financial institutions.

Firms' vulnerability to market illiquidity

3.34 The default of one financial institution imposes losses on other banks that have lent to it. If
these losses are large enough, such an event could cause creditor banks to fail, and precipitate a
systemic banking crisis through a “domino” effect.

3.35 However, the recent crisis has revealed that the direct impact of financial institution
defaults may have by and large been of far less importance in precipitating or exacerbating the
crisis than have the impact on firms of market shocks, in particular:

. liquidity shocks in key funding markets; and
. the impact on banks’ balance sheets of falls in market prices.

3.36 The actions of individual institutions in response to a market shock can create significant
impact on other firms. The purpose of securitisation is to repackage rules to investors better able
to manage them. The consensus before the crisis — shared by the banking industry but also
supervisors — was that the originate and distribute model of banking resulted in risk being
diversified and distributed more widely across the global financial system, reducing the total of
individual risks to the economy.® Yet banks held large inventories in their trading books and so
suffered huge losses. As they all tried to sell similar assets together, liquidity dried-up, making
values even lower.

3.37 Developments in financial markets over the last two decades have arguably made the
financial system more vulnerable to market shocks. Finance has become increasingly market-
based, and banks have become more dependent for their financing on continued liquidity in
securitisation and other wholesale funding markets. The sensitivity of market prices to
information when there is the realistic risk of default has made many of these markets
altogether less robust.

7 CDS transactions allow one party to purchase protection from another against the possible default of a (third) company. One party, the protection
buyer, pays a premium or series of periodic payments to another, the protection seller, to protect against the loss that may be incurred by a credit event
related to an underlying asset or its debtor.

8 For example, in 2006 the IMF argued that: "...based on the data available, there is no evidence of increased credit concentrations among regulated
entities, such as smaller or regional banks, insurance companies, pension funds, or mutual funds, as a result of these risk transfer markets. As such,
future credit losses are likely to be more broadly distributed, and individual losses less likely to cause a policy concern for a particular sector". Global
Financial Stability Report, International Monetary Fund, April 2006, p.76.
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Scope of regulation

3.38 The combination of financial deregulation and information technology has led to a vast
increase in financial innovation over the last two decades. Many innovations have increased the
ability of banks to offset risks and pass on lower costs to consumers. However, the crisis has
shown that regulators and central banks around the world failed to understand the full
implications of financial innovations for systemic risk.

3.39 One of the greatest challenges for financial regulation is that markets are always evolving,
including changing in response to the regulatory environment.® Regulation has traditionally
focused heavily on consumer protection, so banks that take retail deposits have tended to be
subject to stricter regulation than other bank-like institutions, which carry out maturity
transformation, but which do not deal directly with retail customers. This in turn has
encouraged banks to innovate to avoid the regulatory reach of the authorities.

3.40 Institutions and activities have developed outside the boundaries of direct prudential
regulation which proved sufficiently large and inter-connected to pose systemic risks. Regulated
banks, for example, built up large exposures to structured investment vehicles (SIVs) that were
treated as off-balance sheet (thus outside the regulatory boundary for the purposes of setting
bank capital), but which in many cases were forced back on to banks’ balance sheets when
wholesale funding markets’ liquidity dried up.

Understanding and managing pro-cyclicality

3.41 Systemic risks also build up over time. In an upturn, banks may feel more confident and
excessively ease credit conditions, adding to the size of the economic cycle. In a downturn, the
converse can happen. This co-movement between credit conditions and the economic cycle is
termed as “pro-cyclicality”, as it results in an amplification of the cycle.

3.42 The pro-cyclical nature of risk-taking in financial markets can result in financial institutions
becoming over-leveraged and over-extended during good times, making markets as a whole
more vulnerable to a shock or a change in sentiment.

3.43 In these circumstances, if markets are destabilised the economic costs will be particularly
severe as financial institutions cut back on lending and households and businesses are forced to
deleverage and are hit by rapid falls in asset prices. As asset prices decline this can create a sharp
deterioration in private sector net worth, eventually resulting in financial distress.

3.44 The feedback loops between financial markets and the real economy have been particularly
evident recently, with the decisions by some banks to cut lending in order to deleverage
exacerbating the economic downturn and in turn worsening prospects for the banks themselves.

° The credit crisis: conjectures about causes and remedies (NBER Working Paper No. 14739), Douglas Diamond and Raghuram Rajan, February 2009
(available from www.nber.org)
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Chart 1: Real asset prices*
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Causes of financial markets' pro-cyclicality

3.45 A recent report by the Financial Stability Forum™ argues that, looked at from the point of
view of market failures, key causes of pro-cyclicality include:

« limitations in the measurement of risk: risk tends to be measured on the basis of
short periods of historical data, and so will tend to fall during periods of expansion
as risks are building up and then increase sharply when the cycle turns. Moreover,
the use by market participants of similar risk models may reinforce these inherent
tendencies towards herding in financial markets; and

. distortions in incentives: in particular, incentive problems created by financial
institutions’ remuneration structures have been identified as a key contributor to
excessive risk-taking during financial markets expansions.

3.46 In addition, markets can be prone to collective action problems, which can result for
example in asset prices deviating from their fundamental values because it is not in the rational
self-interest of individual market participants to bet against the market for a long period. This
can magnify pro-cyclical developments.

Impact of financial innovations

3.47 Financial innovations in recent years may have made the financial system more prone to
pro-cyclicality for a number of reasons:

. the use by banks and other financial institutions of VAR models, which use the
volatility of the price of the asset over the recent past in order to quantify the risk

10 Report of the Financial Stability Forum on addressing procyclicality in the financial system, Financial Stability Forum, April 2009 (available from
www.financialstabilityboard.org)
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entailed in marketable securities, appears to have exacerbated the tendency for
financial markets to under-price risk in good times; and

«  the use by market participants of market-based mechanisms to manage
counterparty risk, which are based on near-horizon estimates of risk and do not
‘see through the cycle’, may also reinforce pro-cyclicality.

Lack of transparency of banks' balance sheets

3.48 The use of capital by banks is frequently pro-cyclical, mirroring fluctuations in the perceived
riskiness of lending. In cyclical upturns the returns to lending are seen as high so banks often run
down capital to increase their loan and asset books, whereas in a downturn, when risks rise,
they typically look to retain capital, driven in particular by market pressure.

3.49 This pro-cyclicality of bank capital is exacerbated by a lack of transparency of banks’
balance sheets. When banks face losses and seek to raise new capital this can be seen as a signal
that banks are hiding even greater losses, causing investors to be reluctant to provide banks with
funds. This pushes up the cost of capital and in the extreme can make it impossible for banks to
issue new equity."" This increases pressure on banks to deleverage rapidly and cut back on new
lending in order to avoid violating any regulatory or market-imposed minimum capital ratios.

Impact of regulation on pro-cyclicality

3.50 It has also been argued that some aspects of the current regulatory and financial reporting
frameworks are pro-cyclical:

« reqgulatory capital: while Basel Il marks an improvement over Basel | in many
respects, concerns have been raised that risk-sensitive Basel Il regulatory capital
requirements have increased pro-cyclical behaviour. The Basel Il regime aims to tie
regulatory capital requirements more closely to risks than was the case under the
preceding regime. Banks will use either credit rating agency assessments or their
own internal risk models to calculate risk weightings. These credit quality
assessments tend to fluctuate with the cycle and, in particular, as mentioned above
markets frequently systematically underestimate risk in good times;

« accounting standards: concerns have also been raised that fair value accounting
may contribute to pro-cyclical behaviour by financial institutions. The present
accounting standards use a mix of adjusted historical and current costs, but over
the past 20 years or so the trend has been towards increasing use of market-based
values because investors have considered these more useful in understanding
current performance and value. However, reporting at market-based values may
increase pro-cyclicality by encouraging excessive risk-taking or risk-shedding activity
in response to observed changes in asset prices, unless investors and supervisors
recognise this tendency; and

«  moral hazard: governments around the world have taken action to provide support
to the financial sector as a whole, while central banks have cut interest rates
heavily, increased the range of collateral accepted in open market operations and
increasingly turned to unconventional monetary policy instruments to provide
liquidity to the financial system. There is a risk that such actions create a
presumption that the official sector will take whatever action necessary to bail out

" “Corporate financing and investment decisions when firms have information that investors do not have”, N Majluf and S Myers in Journal of Financial
Economics, 1984
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the financial sector in bad times, encouraging the markets collectively to take more
risk and extend more credit in good times.

Tackling the core problems of the crisis

3.51 The analysis above of the causes of the financial crisis highlights a number of core
problems which must be resolved if the global reform agenda is to lead to a return to fair,
efficient and stable financial markets around the world, which can play their part in supporting
economic growth and prosperity.

3.52 The Government's strategy for reform will, therefore, focus on resolving the following
problems, each of which are addressed in one of the next four chapters:

«  first, strengthening the UK's regulatory institutional framework, so that it is better
equipped to deal with the issues raised by globally interconnected markets and
firms;

« second, dealing with high impact firms that may be seen as being “too big to fail”,
through improved market discipline; and through improved supervisory focus on
such firms;

. third, identifying and managing systemic risk as it arises across different financial
markets and over time; and

.  fourth, working closely with international partners to deliver the global action
required to respond to the lessons of the financial crisis.

3.53 Finally, it is also clear that the global financial crisis has led to a disconnection between
financial services providers and their consumers, particularly ordinary individuals and small
businesses relying on their banks for the provision of essential day-to-day services. One
important manifestation of this disconnection is in the extent to which public trust in financial
markets has been eroded.

3.54 There is an important sense, therefore, in which financial services and markets have to be
reconnected with these core consumers. This is a further challenge for the Government’s reform
programme: making financial services work for consumers once more, and in doing so seeing
what more can be done to strengthen competition and choice in the UK financial markets. This
issue is dealt with in the penultimate and final chapters (Chapters 8 and 9).

Summary

3.55 This chapter has set out our analysis of the financial crisis, and explained how it is
informing the Government'’s actions to reform financial regulation in the UK and internationally.
The next chapter will outline the Government’s reforms designed to strengthen the objectives,
powers and governance arrangements of the FSA and the Bank and make cooperation and
coordination between these institutions and the Treasury more formal and transparent.
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Strengthening requlatory
institutions

Well-designed, appropriate and clear institutional arrangements are a key element of a
healthy and effective regulatory system.

This chapter sets out the Government’s proposed changes to the governance, coordination
and regulatory framework of the UK’s financial authorities in order to prepare and equip
them to effectively regulate the financial sector in the future, including the implementation
of a more systemic or macro-prudential approach to regulation.

The Government intends to:

« legislate to create a new formal Council for Financial Stability to analyse
emerging risks to the financial stability of the UK’s economy and coordinate the
appropriate response;

« strengthen the objectives and governance arrangements of the FSA, in line with
the reforms to the Bank of England’s governance structures and financial
stability remit set out in the Banking Act 2009; and

« enhance the FSA’s regulatory powers to support its new and strengthened
systemic approach to regulatory supervision, which will include:

0 strengthening the FSA's powers to take action in relation to firms and
individuals which are guilty of misconduct;

0 establishing stand-alone powers for the FSA to take emergency action to
place restrictions on short selling and to require disclosure of short selling;

0 examining the need to extend the FSA's information-gathering powers.

Introduction

4.1 Previous chapters have discussed the causes of the financial crisis and the core problems that
need to be tackled to strengthen financial regulation. The increasing complexity and the global
nature of financial services and the high levels of innovation in financial products, institutions
and markets are making the task of financial regulators across the world progressively more
difficult.

4.2 Greater focus on systemic issues, and the links between supervisory policy and
macroeconomic policy, will require even greater joint-working and information-sharing between
regulatory authorities.

4.3 In the UK, monetary policy decision-making is the responsibility of one committee, normally
operating a single principal lever in pursuit of a quantitatively defined inflation target. By
contrast, financial stability cannot be defined in any simple or straightforward manner; no single
indicator can capture it; the actions of many players (in both the official and private sectors)
have a major bearing on it and a wide range of policy instruments can be (and must be)
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deployed to deliver stability and prevent instability. Financial instability can also have major fiscal
consequences. Consequently in the UK — as in every other developed country — responsibility for
delivering financial stability is shared between the regulator, the central bank and the finance
and economics ministry. This is true whatever the precise institutional framework.

4.4 Macroeconomic conditions can have a major impact on the financial sector, and vice versa,
with instability in either having implications for the other. Successful policy therefore requires a
high degree of coordination and cooperation between the authorities, so that the links between
macroeconomic and financial conditions (and the policies affecting them) are properly
understood and considered (this is sometimes described as the ‘macro-prudential’ approach).

4.5 Well-designed, appropriate and clear institutional arrangements are a necessary — but not
sufficient — element of a healthy and effective regulatory system. While it is important to define
clearly where responsibility and accountability lies to avoid gaps in regulation, it is equally
important to avoid unnecessary overlaps and duplication.

4.6 The Government believes that the UK's current model of a single regulator for the financial
services sector remains appropriate. But the Government is committed to ensuring that the UK's
institutional framework can deal with the core issues identified in this paper and effectively
regulate the financial sector in the future. With this aim, the Government will formalise the
arrangements for institutional cooperation in financial stability and strengthen the governance
arrangements, objectives and powers of the FSA, in line with the reforms to the Bank of
England’s governance structures and financial stability remit set out in the Banking Act 2009.

Formalising and strengthening the arrangements for institutional
cooperation

A new Council for Financial Stability

4.7 At present, a Standing Committee of the Treasury, the Bank of England and the FSA,
established under a Memorandum of Understanding, serves as a forum for discussion and
coordination of the activities of the authorities to protect financial stability.’

4.8 The Standing Committee has played a key role in coordinating the authorities’ response to
the crisis. Meetings of the Chancellor of the Exchequer, the Governor of the Bank of England
and the Chairman of the FSA have guided and coordinated overall strategy. And at times — for
example during planning for the resolution of individual institutions or in the run-up to the
October 2008 recapitalisation — the Standing Committee met at official level on a daily basis.

4.9 The Government believes that this cooperative framework can be enhanced through a more
formal structure, with regular meetings, greater transparency over proceedings, as well as a clear
line of accountability to Parliament.

4.10 The Government intends to legislate to create a new statutory committee — the Council for
Financial Stability (CFS) — which will replace the Standing Committee. The Council will consist of
the Treasury, the Bank of England and the FSA and will be chaired by the Chancellor of the
Exchequer.

4.11 The objectives of the new Council will be to analyse and examine emerging risks to the
financial stability of the UK's economy, and coordinate the appropriate response. The CFS will
have regular meetings throughout the year, to discuss the authorities’ assessment of systemic
risk and to consider what action is needed. The Council will consider key publications — for

' Memorandum of Understanding between HM Treasury, the Bank of England and the Financial Services Authority, March 2006 (available from
www.hm-treasury.gov.uk, www.bankofengland.co.uk, www.fsa.gov.uk)
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example the Bank of England’s six-monthly Financial Stability Report (FSR), and the FSA's annual
Financial Risk Outlook (FRO) — to inform its deliberations.

4.12 The CFS will also meet as necessary to discuss particular risks to financial stability, involving
specific sectors or firms, and to coordinate any regulatory action or intervention required.

4.13 To increase public transparency and accountability, minutes of the standing meetings of
the CFS will be published. The confidentiality of market-sensitive discussions will, of course, be
protected, and it is likely that this will mean that a significant proportion of the Council’s
minutes will not be suitable for publication.

4.14 The reports considered by the CFS should feed directly into effective supervisory and
regulatory action. For example, the Government believes that the FSR and FRO, in addition to
identifying risks to the UK financial system, should also consider and discuss different actions
that could be undertaken to address them, including an analysis of each possible intervention
and a recommended course of action. Furthermore, as set out in Chapter 5, the Government has
agreed with the FSA that it will report annually on remuneration practices, including compliance
with the FSA’s new code, emerging risks to financial stability, and any action that needs to be
taken. The question of remuneration will be considered at the first meeting of the CFS.

4.15 The CFS will take steps to ensure that it communicates effectively with the market. For
example, the Council may agree to distribute reports to independent directors of regulated
institutions so that issues raised are given the widest possible hearing. The FSA may want to
consider asking relevant regulated institutions to set out how they are addressing the risks that
have been identified.

4.16 An annual report will be published and provided to Parliament, setting out in full the
activities of the CFS. It will describe significant regulatory actions (for example those taken under
the Banking Act 2009 and FSMA), including potential further developments to regulatory
legislation (such as the scope of regulation). The CFS will consider the report prior to
publication.

4.17 Since the onset of the crisis the Government, the Bank of England and the FSA have
worked closely together to pursue reforms to strengthen EU and international regulation and
enhance cross-border cooperation. The Treasury, Bank of England and FSA will need to continue
to collaborate closely in pursuing the UK's interests, both in key international regulatory bodies,
such as the FSB and the Basel Committee, and in the EU.

4.18 To this end, the Government proposes that an additional role of the CFS will be to discuss
and coordinate the UK Authorities’ position on EU and international financial stability and
regulatory policy issues. As outlined below, the Government intends to give the FSA a duty to
promote sound international regulation and supervision, which would complement the
Government’s and the Bank of England’s objectives in this regard.

4.19 The Government will establish Terms of Reference for the new Council, which will replace
the existing Memorandum of Understanding.

4.20 The membership of the CFS will be limited to the three authorities, but the Council will
benefit from outside expertise via the external members of the governing bodies of the Bank and
the FSA (in particular those members of the Bank’s Court who also sit on the Bank’s Financial
Stability Committee). The members of these governing bodies approve the analysis and
recommendations of their institutions in advance, and could, if appropriate, be invited by the
Chancellor to participate in the meetings of the CFS.
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Accountability to Parliament

4.21 The Government will also discuss mechanisms for increasing the democratic accountability
of the CFS, given its role in public policy making and implementation, possibly through greater,
Parliamentary scrutiny. The Government notes the important role that the Treasury Select
Committee (TSC) has played throughout the events of the last two years in fulfilling this
function. It is, of course, for the House of Commons to decide how the TSC may best fulfil its
role. The Government will consult on options for broadening and strengthening channels of
democratic accountability and will work with the TSC to consider whether and how emerging
options should be implemented.

4.22 The Government also notes the recommendation of the Public Accounts Committee (PAC),
in its recent report on Northern Rock that the FSA should in future be subject to oversight by the
National Audit Office. The Government will consider this recommendation carefully, and report
back to the PAC before the summer recess.

Strengthening the governance arrangements and statutory framework of the
regulatory authorities

4.23 Recent events have shown the importance of good governance and accountability in
financial firms and also among the public bodies responsible for dealing with the financial
system. To augment the effectiveness of the new CFS, it will be important to ensure that the
governance arrangements of each of the authorities remain strong and appropriate.

The Bank of England

4.24 The Bank of England’s responsibility for financial stability was explicitly recognised in 1997,
through the MoU with HM Treasury and the Bank of England. The Bank of England Act 1998
gave the Bank for the first time a statutory objective for monetary policy, though not for
financial stability. The Banking Act 2009 put the Bank’s non-statutory financial stability
objectives onto a legislative footing.

4.25 The Banking Act 2009 also made a series of changes to the Bank of England’s governance
framework in order to:

«  formalise the Bank’s existing remit for financial stability, with the creation of a new
statutory financial stability objective;

. establish a new Financial Stability Committee of Court, including external experts, to
support the Bank in its enhanced role;

« modernise and streamline its governance arrangements, by creating a smaller, more
focused Court of Directors, in line with modern corporate governance practice; and

« give the Bank important new powers and roles in relation to the use of a special
resolution regime for failing banks and building societies.
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Box 4.A: The Bank of England’s Financial Stability Committee

Established on 1 June under the Banking Act 2009, the Financial Stability Committee (FSC) is
a sub-committee of the Bank of England’s Court of Directors — the Bank’s governing body.
The membership of the Committee comprises four non-executive directors of the Bank
alongside both deputy governors (responsible for monetary policy and financial stability) and
the Governor — who chairs the FSC.

The role of the Committee is to support the Bank in pursuit of its new statutory objective to
“protect and enhance the stability of the financial systems of the United Kingdom”.2 This
includes making recommendations to Court about the Bank's strategy in relation to financial
stability and advising on the Bank'’s actions in respect of failed institutions in the special
resolution regime. The FSC, its core executive presence balanced by a majority of non-
executives, provides a single focus of financial expertise and the principal forum for financial
stability matters within the Bank.

In addition to relying on the expert financial stability advice provided by the experienced
non-executives on the Committee, the FSC can also co-opt additional members in order to
utilise the widest possible range of external experience and expertise in supporting and
advising on crucial decisions to safeguard the UK’s financial stability.

The Financial Services Authority

4.26 Having reviewed and reformed the objectives and governance of the Bank of England in
the Banking Act 2009, the Government now proposes to conduct a similar exercise for the FSA.
In doing so, the Government's intention is to support greater focus on prudential supervision,
enable greater attention to system-wide risks and establish explicit legal authority to take action
to support financial stability. This will mean re-examining the FSA’s statutory objectives and
governance arrangements.

4.27 The FSA's existing objectives, as set out in FSMA, are:
«  maintaining market confidence in the financial system;

promoting public understanding of the financial system;

securing the appropriate degree of protection for consumers; and
« combating financial crime.?

4.28 The FSA's rule-making and other powers are directly linked to the pursuit of these
objectives, and their powers are more constrained in relation to some objectives than others.

4.29 The FSA currently has no specific objective for financial stability, although maintaining
financial stability is a fundamental component of maintaining confidence in the financial system.
The Government believes that to facilitate the FSA's new supervisory approach, the regulator’s
objectives should contain a more explicit recognition of the role of the FSA in maintaining and
enhancing financial stability. The Government therefore intends to legislate to provide the FSA
with an explicit financial stability objective, which will help to clarify that the FSA's regulatory
and supervisory approach should include an enhanced focus on monitoring, assessing and
mitigating systemic risks.

2 See Banking Act 2009, section 238(1) 2A (available from www.opsi.gov.uk
3 See Financial Services and Markets Act 2000, section 2(2) (available from www.opsi.gov.uk)
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4.30 In the UK, as in other countries, responsibility for financial stability is shared between the
regulator, the central bank and the finance and economics ministry, each authority using the
policy tools available to them and performing different, but complementary roles to support
financial stability. The Banking Act 2009 amended the Bank of England Act 1998 to provide the
Bank with a statutory objective for financial stability. This objective is “to contribute to
protecting and enhancing the stability of the financial systems of the United Kingdom”. The
legislation also establishes that “in pursuing the financial stability objective, the Bank shall aim to
work with other relevant bodies (including the Treasury and the Financial Services Authority).”

4.31 The introduction of a similar financial stability objective for the FSA would be consistent
with the Bank’s objective. And the new CFS will ensure that the cooperation and interaction
between each institution’s financial stability work is closely coordinated.

4.32 In the light of increased international focus on financial regulation, this objective will
establish that the FSA should take into account the impact of wider European or global financial
stability concerns in its regulatory and supervisory decisions. In addition, the Government
intends to legislate to create an explicit duty for the FSA to have regard to the need to work
internationally. This would bolster steps that have already been taken to establish roles between
the UK authorities, ensure that the UK’s interests are well represented in international
negotiations and ensure that European and international aspects of financial stability are given
sufficient attention.

4.33 In carrying out its functions, the FSA is also required to have regard to a number of
matters, known as the “principles of good regulation” (set out in Box 4.B). These include the
principle that the burdens of restrictions imposed by regulation should be proportionate to the
benefits and the desirability of facilitating innovation and competition.

Box 4.B: The FSA’s “Principles of good regulation”*

In discharging its general functions the Authority must have regard to:

« the need to use its resources in the most efficient and economic way
«  the responsibilities of those who manage the affairs of authorised persons;

« the principle that a burden or restriction which is imposed on a person, or on
the carrying on of an activity, should be proportionate to the benefits,
considered in general terms, which are expected to result from the imposition of
that burden or restriction;

« the desirability of facilitating innovation in connection with regulated activities;

« theinternational character of financial services and markets and the desirability
of maintaining the competitive position of the United Kingdom;

. the need to minimise the adverse effects on competition that may arise from
anything done in the discharge of those functions;

. the desirability of facilitating competition between those who are subject to any
form of regulation by the Authority.

4 See Financial Services and Markets Act 2000, section 2(3)
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4.34 At present, the FSA is required to take into account the costs and benefits of any proposed
action but it is not specifically required to consider the possible wider economic or fiscal costs of
a decision not to act. In practice, this has meant that the focus of the FSA’s cost-benefit analysis
(CBA) has been determined by its current statutory objectives. As discussed above, at present the
FSA’s objectives are focussed on consumers; therefore the FSA has concentrated on the
immediate impact on market confidence and the direct costs to consumers of financial services.
The creation of a new financial stability objective will clearly allow the FSA to take a broader
range of impacts and costs into account. The Government will also amend FSMA to explicitly
make clear that the FSA should consider the wider economic and fiscal costs of a failure of an
institution when deciding between different possible courses of regulatory action.

4.35 The Government also proposes to consider the FSA’s formal accountability and
governance. The FSA and the Government agree that the FSA’s governance arrangements,
especially its Board structure and workings, need to continue to provide strong internal
challenge and maintain responsiveness to new risks.

4.36 FSMA requires a majority of FSA Board members to be non-executive. In addition to the
Chairman and Chief Executive, there are currently two Managing Directors and eight non-
executive members of the board. One of the non-executive members is Deputy Chairman and
‘lead’ non-executive. The non-executive directors check that the FSA operates efficiently and
economically (as required by FSMA). They also oversee its mechanisms of financial control and
set the pay of the executive members of the Board.

4.37 Initially, the role of the Chairman of the FSA was an executive one. In 2003 the Treasury
decided to separate the role of Chairman into two roles: Chairman and Chief Executive. The
decision to make the split was based on:

« the changed focus of the FSA’s top-level executive from the creation of a single
regulator to delivery of the FSA's statutory objectives;

« the FSA taking on more extensive responsibilities, including mortgage and general
insurance regulation; and

o adesire to mirror more closely best practice in corporate governance.

4.38 Since then, the FSA has had both a Chief Executive and a non-executive Chair, allowing the
Chair to focus on providing strategic leadership to the FSA and its Board, while the Chief
Executive is in charge of the operational management of the regulator, with a particular focus
on supervision.

4.39 The Treasury appoints the non-executive members of the FSA's Board following the
principles for public appointments issued by the Commissioner for Public Appointments (‘Nolan
Principles’). This includes the public advertisement of vacancies. The FSA is accountable to
Treasury Ministers and, through them, to Parliament.

4.40 The Board has carried out periodic self-assessments, but since 2003 there has not been any
formal assessment of the appropriateness and robustness of the FSA’s governance
arrangements.

4.41 Therefore, the Government welcomes the intention of the Board of the FSA to conduct a
review of its functions and modes of operation, to identify whether any significant changes are
required beyond those that would be addressed in its regular reviews of Board effectiveness. The
review will be completed and submitted to the Treasury before the end of the year.
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Strengthening the FSA’s prudential regulation and supervision

4.42 Regulation is the drawing up of rules governing firms, markets or activities, whereas
supervision is the application and enforcement of those rules on individual firms. A key lesson of
the crisis is the need to strengthen global systems and standards of regulation and supervision.
G20 leaders agreed to take action to ensure that their domestic regulatory systems are strong
and to build a stronger, more globally consistent supervisory and regulatory framework for the
future financial sector. The UK authorities are working domestically and with international
partners to achieve this aim.

4.43 In October 2008, in the context of continued and widespread disruption in financial
markets, the Chancellor asked Lord Turner, the Chairman of the FSA, to make recommendations
on the changes in regulation and supervisory approach needed to create a more robust global
banking system for the future. Lord Turner published his review and an accompanying FSA
Discussion Paper on 18 March 2009. The Review set out 32 recommended actions to improve
and strengthen financial regulation, including:

«  strengthening prudential regulatory standards, and in particular improving the
quantity, quality and international consistency of bank capital and strengthening
liquidity risk management by financial institutions; and

« enhancing the FSA’s supervisory approach.

Strengthening existing prudential standards of capital and liquidity

4.44 In addition to covering important areas discussed elsewhere in this strategy document —
including options for tackling systemic risk and mitigating pro-cyclicality — the Review makes a
number of recommendations in the areas of capital and liquidity to create a sounder global
banking system. The UK authorities are working both domestically and internationally to ensure
that these recommendations are incorporated into international prudential regulatory standards.

Capital

4.45 The Basel capital requirements set minimum levels of capital for banks and establish a level
playing field, minimising the risk of cross-border capital arbitrage. Given the extent of losses
suffered by many institutions during the financial disruption, it is evident that the level and
quality of capital were calibrated too low to ensure the financial system could comfortably
absorb losses of the scale seen.

4.46 The Government is working with EU partners to agree a common definition and level of
high quality regulatory capital and ensure a more consistent adoption of the Basel standards.
And work is already under way in the Basel Committee to strengthen capital requirements for
trading books, which were calibrated too lightly. The FSA has proposed in the Turner Review a
more fundamental review of trading book risk measurement and capital adequacy requirements.
The Government fully supports this approach.

4.47 The ultimate increase in minimum capital requirements agreed will be the outcome of
international discussion. It will depend on a number of factors and the need to take account of
the range of regulatory changes being made. For example, the appropriate capital level depends
in part on the effectiveness of the corporate governance regime and the standards of capital
quality and liquidity. It will therefore be important to undertake thorough quantitative impact
assessment when the nature of all the planned regulatory changes becomes clearer.

4.48 Capital quality is of equal importance to capital levels, which is why G20 leaders have asked
the Basel Committee to take forward work in this area. High quality capital, and in particular
shareholder equity, provides protection to depositors as it is available to absorb losses on a
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going-concern basis (i.e. before a default). By contrast, lower quality capital, for example
subordinated debt, cannot prevent the disruption to depositors and potentially to the financial
system and the economy at large that the failure of a bank could cause. Therefore regulation
differentiates between different types of capital. The Government believes that the focus of
regulatory requirements should be on banks building buffers of high quality capital, which can
be used to absorb losses, and in particular common equity capital.

4.49 While regulations stipulate minimum capital requirements, banks choose how much capital
to hold subject to meeting this minimum. However, there is now a consensus that regulation
should require banks to build counter-cyclical buffers of resources above regulatory minima in
good times. This is discussed further in Chapter 6.

Liquidity

4.50 The financial crisis has also demonstrated the central role that liquidity shocks can have in
financial crises. Liquidity management is central to the functioning of a banking system whose
primary function involves maturity transformation. It is clear that a bank’s liquidity position can

be as important as its capital position in terms of its ability to survive extreme events in the
financial system.

4.51 Liquidity is an area that has had less international attention than capital, but it is of equal
importance. The Basel Committee has been asked by G20 leaders to develop and agree by 2010
a global framework for promoting stronger liquidity buffers at financial institutions, including
cross-border institutions.

4.52 . The Government strongly supports more active international engagement in this area and
looks forward to proposals for a higher, more globally consistent standard.

4.53 The FSA has published far-reaching proposals to reform liquidity standards in the UK,®
consisting of more extensive information requirements, quantitative liquid asset buffers
determined for each bank, a more comprehensive approach to stress testing including the
consideration of market wide stresses and proposals relating specifically to cross border
branches. The Government strongly supports this approach.

FSA’s supervisory enhancement programme

4.54 In October 2007 the Chief Executive of the FSA asked its director of internal audit to carry
out a review of the lessons learned from the supervision of Northern Rock during the period
from 1 January 2005 to 9 August 2007.

4.55 The internal audit review?, published on 26 March 2008, identified four key failings in the
FSA's supervision of Northern Rock:

o alack of sufficient supervisory engagement with the firm, in particular the failure of
the supervisory team to follow up rigorously with the management of the firm on
the business model vulnerability arising from changing market conditions;

« alack of adequate oversight and review by FSA line management of the quality,
intensity and rigour of the firm's supervision;

. inadequate specific resource directly supervising the firm; and

> Strengthening liquidity standards, Financial Services Authority, December 2008 (available from www.fsa.gov.uk)
6 Executive summary of the FSA's internal audit review of its supervision of Northern Rock, and the FSA management response, Financial Services
Authority, March 2008 (available from www.fsa.gov.uk)
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« alack of intensity by the FSA in ensuring that all available risk information was
properly utilised to inform its supervisory actions.

4.56 In response, the FSA implemented a supervisory enhancement programme (SEP), which
includes a series of elements designed to improve and strengthen the FSA’s supervisory
approach.

4.57 Initially, the main features of the SEP — welcomed by the Government — were:

« anew group of supervisory specialists to review regularly the supervision of all high-
impact firms to ensure procedures are rigorously adhered to;

« anincrease in the numbers of supervisory staff engaged on high-impact firms, with
a mandated minimum level of staffing for each firm;

« an expansion of the existing specialist prudential risk department of the FSA
following its upgrading to divisional status, alongside an expansion in the resource
of the relevant sector teams;

« improvements to the supervisory training and competency framework for FSA staff;

« anincreased degree of FSA senior management involvement in direct supervision
and contact with high-impact firms;

«  more focus on liquidity, particularly in the supervision of high-impact retail firms;
and

«  heightened emphasis on assessing the competence of firms' senior management. ’

4.58 When the Turner Review, at the instigation of the Chancellor, re-examined the FSA's past
supervisory approach, it concluded that too much weight had been placed on:

«  the supervision of individual institutions instead of the system as a whole;

« ensuring that systems and processes were correctly defined rather than on
challenging business models and strategies;

«  checking past conduct of approved persons instead of assessing their technical
skills; and

« conduct of business regulation of the banking sector rather than prudential
regulation of banking institutions.

4.59 The Review explained how the SEP would be extended and enhanced to put in place a
more intrusive and systemic supervisory approach. Lord Turner describes the programme as part
of the FSA’s shift from focusing primarily on the regulation of individual institutions, to
combining this with a strong focus on the overall system and on the management of systemic
risks across the economic cycle.

4.60 The SEP’s ‘intensive supervision’ includes:

« macro-prudential analysis, using sectoral and firm comparator analysis to help build
an overall picture of macro-prudential risks, identify firms which are outliers in
terms of risks and business strategies and identify emerging sector-wide trends
which may create systemic risk;

7 Press release: FSA moves to enhance supervision in wake of Northern Rock, Financial Services Authority, March 2008 (available from www.fsa.gov.uk)
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«  more intense contact with bank management and auditors in relation to published
accounts and accounting judgements;

« asignificant increase in the resources devoted to the supervision of high impact
firms, especially high impact and complex banks;

« ashiftin the approach to the assessment of approved persons, with a focus on
technical skills as well as probity;

« investment in specialist skills, with supervisory teams able to draw on enhanced
central expert resources; and

« afocus on remuneration policies, and the integration of oversight of remuneration
policies into overall assessments of risk.

4.61 To further underpin these changes, and to ensure they are fully embedded into the
institution, the FSA announced on 2 July a change to its organisational structure to align with its
new functional model. These changes are designed to provide greater clarity to the way the FSA
operates, and in particular to reinforce its role as prudential regulator, based on a model of
integrated risk analysis and supervision. Implementation of this change will be effective on 1
October, to coincide with the completion of the supervisory reforms initiated through the SEP.

4.62 The Government supports the improvements set out by the FSA under its SEP and the
expansion in regulatory analysis to cover macro-prudential risks. In addition, the Government
welcomes the extensive benchmarking and testing of the FSA's intensive supervision against the
supervisory approaches of other financial centres such as the US and Spain.t The Government
will work with the FSA to consider the right approach to continuing to benchmark the FSA’s
progress, both against international comparators, and in terms of the objectives it has set itself
within its supervisory enhancement programme.

Enhancing regulatory powers

4.63 The Government has already legislated, through the Banking Act 2009, to give the
authorities broad new powers to intervene to prevent or resolve the likely failure of a bank or
other deposit-taking institution. The new special resolution regime now represents global best
practice, as seen in the speedy and successful resolution of the problems facing the Dunfermline
Building Society. The measures implemented by the Banking Act are described in more detail
below.

4.64 The Government will now go further, providing the FSA with new and strengthened
powers to allow it to continue to play a major role in its area of responsibility in supporting
financial stability, but with clearer freedom to act pre-emptively to prevent instability.

4.65 The Government is also ready to give the Bank or FSA, as appropriate, further powers to
implement the new global standards that the G20 has called for. The Government has played a
leading role in international efforts to identify new rules and policy instruments to help the
authorities across the world smooth the impact of credit conditions on the business cycle more
effectively. The London Summit of the G20 set out a broad programme of work, which the
international standard-setting bodies are taking forward urgently. It is not yet clear what the
conclusions will be but, as set out in Chapter 6, they could include counter-cyclical capital
requirements, overall limits on leverage ratios, dynamic reserving or other measures to increase
capital buffers (and slow the increase in credit expansion) during the upswing, to make the
system more resilient and less prone to volatility.

84 regulatory response to the global banking crisis, Financial Services Authority, March 2009 (available from www.fsa.gov.uk)
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Table 4.A: The Turner Review

(recommendation 10)

Offshore Financial Centres to assess issues such as financial
supervision and transparency, and financial stability. The UK is
also working through the G20 and FSB to encourage a race to the
top in regulatory standards for all significant financial services
sectors.

Turner Review Government response Paragraph
recommendations reference
Capital requirements |The Government agrees on the need to strengthen regulatory Chapter 4
(recommendations 1 |capital requirements and that in the next cycle the amount and 4.44-4.49
and 2) quality of capital in the financial system will need to be increased. |Chapter 6

The Government agrees that capital required against trading book | 6.24-6.26

activities should be increased significantly. The Government

supports work underway in the Basel Committee and at EU level

to strengthen international and EU regulatory capital frameworks.
Pro-cyclicality The Government agrees that banks will need to build counter- Chapter 3
(recommendations 3, |cyclical buffers of resources above regulatory minima in good 3.41-3.50
4, and 5) times. The UK supports the work in train through the Basel Chapter 6

Committee to develop policies to mitigate pro-cyclicality in the 6.37-6.68

financial system, as well as work in the EU. Building on the Chapter 7

analysis in the Turner Review, the Government is working closely [7.6

with the FSA and the Bank and in EU and international fora to

develop these tools.
Leverage ratios The Government agrees that risk weighted capital requirements | Chapter 6
(recommendation 6) |[need to be supplemented with a leverage ratio. To this end, the 6.41-6.43;

Basel Committee is taking forward work to use leverage ratios as |6.57

a supplement to risk-based capital requirements. The Government

believes that any leverage ratio should be internationally

comparable and include off-balance sheet items to reduce the risk

of jurisdictional and regulatory arbitrage.
Liquidity and core The Government agrees on the importance of strengthening UK | Chapter 4
funding ratio and international liquidity regulation. The UKis in the lead 4.50-4.53
(recommendation 7) |internationally on policy development on liquidity regulation. The |Chapter 6

FSA has published far reaching proposals to reform liquidity throughout

standards in UK banks, which the Government supports. This is

also a priority for the UK through the G20. The Basel Committee

has been asked by G20 leaders to develop and agree by 2010 a

global framework for promoting stronger liquidity buffers at

national and cross-border institutions
Coverage of The Government agrees that the setting of the regulatory Chapter 4
regulation perimeter should be determined according to the principle that  |4.16
(recommendations 8 |financial activities should be regulated according to their Chapter 5
and 9) economic substance and the risks they pose, not their legal form. [5.25

The Government believes that enhanced focus by the FSA on Chapter 6

systemic risk across financial markets requires greater information [6.27-6.28

gathering and monitoring. The Banking Act 2009 extended these

information-gathering powers to allow the FSA to collect

information that is relevant to the stability of individual firms and

financial stability as a whole. HM Treasury will ask the FSA to

update it about relevant aspects of financial innovation, including

areas where the FSA's scope of authority or existing powers are

not sufficient for it to fulfil its statutory objectives. In response,

the Government will give full consideration to any legislative

changes that may be necessary.
Offshore financial The Government agrees with this recommendation. Last autumn, |Executive
centres the Government commissioned the Independent Review of British | summary
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Turner Review

Government response

Paragraph

recommendations reference
Deposit guarantees [ The Government agrees with both recommendations and notes [ Chapter 8
(recommendations that they have been or are being taken forward by the FSA. The |8.70-8.76
11 and 12) Government will also write to the European Commission setting
out views on strengthening EU deposit-guarantee arrangements.
UK bank resolution | The Banking Act 2009 has put in place a permanent special Chapter 4
(recommendation 13) [ resolution regime (SRR), which enables the Authorities to deal 4.63
with failing banks and building societies.
Credit Rating The Government agrees with these recommendations and has Chapter 7
Agencies been working closely with the FSA and the Bank and with EU and |7.4; 7.18;
(recommendations international partners on these issues. 7.21
14,15, and 16)
Remuneration The Government agrees with this recommendation and is Chapter 3
(recommendation 17) [ pursuing the issue through the G20 and the FSB. The FSA 3.7-3.12
published a draft code on remuneration practices in March 2009. |Chapter 4
The FSA will report back on its assessment of remuneration 414
practices at the first meeting of the new CFS; and will continue to
report annually.
Credit default swap [ The Government agrees that derivatives, including credit default  [Chapter 6
market infrastructure |swaps, that are standardised, liquid and have price transparency |6.16
(recommendation 18) [ should be cleared on a central counterparty.
Macro-prudential The Government agrees that FSA and Bank should work Chapter 4
analysis collaboratively on macro-prudential issues and we have proposed |4.7-4.20
(recommendations the CFS to deliver that coordination in the UK. Given the global Chapter 6
19 and 20) nature of financial markets, one country acting alone is unlikely to | 6.37-6.40
be effective. It is essential, therefore, that governments work
together to coordinate the development of policy tools to
mitigate risks from pro-cyclical behaviour in global financial
markets.
FSA supervisory The Government welcomes the FSA's proposals to implement its | Chapter 4
approach supervisory enhancement programme. 4.62
(recommendations
21 and 22)
Risk management The Government agrees that these are two areas which Sir David | Chapter 3
and governance — Walker should consider. 3.10-3.13
Walker Review Chapter 5
(recommendation 23) 5.7-5.8
Narrow / utility The Government agrees with this recommendation and does not | Chapter 5
banking vs. believe that Glass-Steagall style provisions, with artificial limits to | throughout
investment banking | firm breadth (or size), are appropriate. Instead, the Government [ (Glass-
(recommendation 24) [ believes that the best strategy for dealing with systemically Steagall 5.31-
significant institutions is through measures to strengthen market |5.38)
discipline; enhance prudential supervision, maintain stronger
resolution arrangements; and improve the macro-prudential
framework.
Supervision of global [The Government agrees on the importance of enhanced Chapter 7
cross-border banks international coordination on bank supervision, on the need for 7.27-7.32
(recommendations appropriate regulation of local subsidiaries, and supports the
25 and 26) FSF's agreed principles for cross-border cooperation on crisis
management and for the operation of supervisory colleges.
European cross The Government agrees that we need more harmonised rules Chapter 7
border banks globally and in the EU. We agree that a fundamental review of  |7.12-7.21;
(recommendations the risks and safeguards around cross border branching models is |Box 7.A

27 and 28)

needed.
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4.66 With global financial markets and institutions, these measures can only be effective if
implemented on a broad international basis, and it will be some time before consensus is
reached. The Government is ready to take steps to implement such proposals in the UK, and to
give the Bank or the FSA (as the case may be) the necessary tools to do so. But it would be
premature to decide on the institutional responsibility for them until it is clear what the new
tools are and how they are to be used.

Enhancing the FSA’s powers

4.67 The Government is taking steps to ensure that the FSA's objectives and powers are
designed in such a way that enables it to perform the extended role envisaged in the supervisory
enhancement programme and the Turner Review effectively.

4.68 Section 138 of FSMA contains the power that allows the FSA to make rules — one of its
main tools for regulating the financial sector. To complement the changes to the FSA's
objectives, the Government proposes to amend this rule-making power so that it explicitly covers
all the FSA's objectives, not just consumer protection. The current wording of section 138 allows
the FSA to make rules that are “expedient”, as well as “necessary”, for consumer protection.
This currently gives the FSA some discretion to make rules whose main purpose is, for example,
financial stability, as this is likely to be held to be at least expedient for consumer protection.
However, it has been argued that this discretion may not extend to rules made for wider
economic reasons or to protect taxpayer interests. Therefore, the Government believes that it is
prudent to amend the rule-making power to confirm that the FSA may, subject to the various
checks and balances that already exist, make rules for the purpose of fulfilling any of their
objectives and not solely in the interests of consumer protection.

4.69 In addition to the FSA's general rules, which apply to all firms or categories of firms, the
FSA can also at its own initiative vary the permission it grants a firm (“OIVoP” or “Own Initiative
Variation of Permission” powers, under section 45 of FSMA), and also has powers of
intervention under section 194, which are designed for use on a more focused, case-by-case
basis. The Government therefore similarly proposes to legislate to amend these sections of FSMA
to ensure that the FSA may use its OIVoP and intervention powers for the purpose of fulfilling
any of its objectives.

4.70 Strengthened analysis and a more systemic focus to regulation must be supported by
proportionate but effective use of enforcement powers to deter and disrupt non-compliance by
firms. To ensure that the FSA can successfully deliver the proposed agenda of enhanced
supervision, there is also a need to consider whether the existing powers of the FSA are
sufficient in all cases to support its regulatory activity.

4.71 FSMA provides the FSA with a broad suite of information-gathering and enforcement
powers. These include the powers to direct firms to take action and to vary or remove the
permission of firms to undertake specific action, as well as criminal sanctions in some cases.
These powers already provide the FSA with the ability to take action to ensure delivery of its new
supervisory approach.

4.72 However, as part of its process of continual review, the Government has identified three
areas of FSMA that should be examined further and strengthened to ensure that the FSA can
take appropriate action. These are enforcement powers in relation to authorised persons and
firms; enforcement powers to prosecute market abuse; and extended information gathering
powers.
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Enforcement powers

4.73 The FSA has disciplinary powers in relation to both authorised and approved persons who
are in breach of FSA rules or guilty of misconduct. Generally speaking, authorised persons are
firms whereas approved persons are individuals approved by the FSA to carry out a controlled
function within an authorised firm. By way of example:

. section 66 of FSMA enables the FSA to impose penalties on approved persons who
are guilty of misconduct and to publish statements of their misconduct;

«  where the FSA has granted permission (under Part 4 of FSMA) for an authorised
person to carry out regulated activities, the FSA has power, in certain
circumstances, to vary or cancel that permission; and

« the FSA also has a disciplinary power under section 206 of FSMA to impose
penalties on authorised persons for contraventions of requirements imposed by or
under FSMA or directly applicable EC Regulations made under the Markets in
Financial Instruments Directive (MiFID).

4.74 To ensure that the FSA has all necessary tools, the Government proposes, within any limits
set in EU law, to give the FSA:

« apower to 