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Recent months have seen an increase in
concerns voiced particularly by the larger
nancial services institutions about the cost of
regulatory requirements and their interpretation
by the Financial Services Authority (FSA).
Despite the move, bemoaned by some, to
copy out of European directives into the
FSA handbook rather than provide additional
interpretations, the feeling remains that the
FSA is being super equivalent or at the very
least unduly zealous in its implementation of
measures imposed by Brussels. The cost of
regulation study commissioned jointly by the
FSA and the Financial Services Practitioner
Panel and published in June does nothing to
dispel this view, though it and the two other
studies published alongside it contain some
interesting statistics on the elements of the
Handbook which actually led to the most
incremental cost. As the foreword from the
panel s chairman makes clear, the timing is
such that the main study does not pick up
costs from many of the new initiatives and
directives which are now worrying rms.

The speech by Sir Callum McCarthy, Chairman
of the FSA, to The Smith Institute, also in June,
on The future regulation of nancial services
contains some profound thoughts on the
FSA s task. He argues that the best outcome
for both producer and customer comes from
ef cient markets, not regulation, and indeed
that we should expect more measures from
the FSA which work with the grain of the
market. Further, he reiterates the point that the
FSA remains committed to full consultation,
listening hard to what is said to them, and
commitment to real cost bene t analysis.

He goes on to analyse some of the particular
challenges: home-host regulation; the desire
for principles-based regulation by some while
others seek more and more interpretation

and guidance; and the need for the FSA to
remain focused on its core objectives without
distraction by ever-changing scope. In the
same month, John Tiner, Chief Executive,
reminded attendees at the annual FSA
enforcement conference of his desire to see
more enforcement actions based on breach of
principles rather than detailed rules. The FSA
is becoming much more outcome-focused,
rather than rule-focused. However, despite this
laudable strategy, the FSA continues to arouse
dissatisfaction. How can this be?

The answer to this conundrum lies in the

dif culties that the FSA nds in coordinated
communication with nancial services rms.
Mixed messages emerge from supervisors who
are naturally cautious, perhaps not fully won
over by the innovative approach espoused by
their leadership. Supervisors of rms subject to
close and continuous supervision feel con icting
pressures of loyalty to their client rms and to the
themes of the moment within the FSA. They are
naturally risk-averse, too. For those rms which
do not have dedicated supervisors, the problem
is compounded: without the loyalty of supervisor
to rm, there is less incentive to take risks in rule
interpretation. The intensive training programme
currently instituted within the FSA to convert
supervisors to the new ARROW 2 approach to risk

assessment should go some way to overcoming
these con icts. The future reputation of the

FSA as a nancial services supervisor to a
considerable degree depends on the successful
implementation of this new approach.

In this issue, we focus on some of the new
requirements currently being consulted on by
the FSA which arouse complaints: integrated
regulatory reporting, due for implementation
for many rms in 2007; new systems and
controls requirements consequent on the
implementation of the Capital Requirements
Directive (CRD) and the Markets in Financial
Instruments Directive (MiFID): the common
platform to be applied to most rms,
including insurers, regardless of whether they
are covered by MiIFID; the requirements for
stress tests in a wide range of circumstances;
and increased activity on the market abuse
enforcement front, including cases which
suggest a greater degree of vicarious liability
for rms than many had anticipated. In fact,
many of these proposals are barely super
equivalent: we point out that the FSA is

only proposing to collect under Integrated
Regulatory Reporting some 20% of the

core data identi ed by the Committee of
European Banking Supervisors (CEBS), and
only 5% of the detailed data items which they
identify. This is small comfort to rms whose
systems will have to cope with 100% of such
suggestions by CEBS in other territories
where they operate. However, all are important
developments for most rms, and | commend
these articles to you.

We cover the new ARROW 2 process in more
detail, and look at it particularly from the
perspective of the newly regulated general
insurance intermediaries. We also cover
nancial crime. The regulator is now rightly
turning its attention to a wide range of nancial
crime types, including identity theft, a growing
problem for rms, and expecting that rms will
design systems and controls to assist them in
their task of identifying vulnerability to nancial
crime and ghting it. Finally we look at three
other areas of regulatory attention: transaction
reporting, the involvement of internal audit
in the Waiver Application Process for model
approval under the CRD, and the sale of
Payment Protection Insurance.

It remains to be seen how soon and indeed
whether the FSA will win the battle to convince
rms that it is indeed delivering good value
for money, and to communicate a consistent
message from all levels of management and to
all levels within rms. Current proposals from
the FSA should be viewed positively against
these criteria, but the FSA must expect to be
held to account not just for adherence to its
statutory objectives but also to the laudable
strategy for supporting the industry and
developing ef cient markets.

e G

John Tattersall
Chairman
UK Financial Services Regulatory Practice



Integrated Regulatory Reporting

regulating confusion

Regulatory reporting is an area of nancial services compliance that has
no particular home. For some, it sits within the nance function while for
others, it is within compliance. What is consistent is the confusion around
regulatory reporting and its bene ts to nancial services organisations.

Diving into the confusion, the Financial
Services Authority (FSA) is now addressing
the area of regulatory reporting to meet

a number of requirements. Drivers for
regulatory change in reporting include
new European directives as well as the
overwhelming need to ensure that the

FSA is an effective regulator.

The FSA, in launching CP06/11
Integrated Regulatory Reporting (IRR):
Credit Institutions and certain investment
rms , has attempted to reform regulatory
reporting for nancial services rms.
Reforms that are necessary not only for
the FSA in delivering effective supervision,
but also for rms to ensure that regulatory
reporting is not just a burden but a value-
adding activity within the compliance and
risk functions. Moreover, in reforming
regulatory reporting and making it
integrated in the way that it supervises
rms, the FSA is nally attempting to
ensure that one of its pre-N2 legacies,
the signi cant variation between data
requirements and the veri cation of them
required from the various categories of
rm, is addressed.

The question remains is the consultation
paper (CP) a step in the right direction or
will it just add to the confusion about
regulatory reporting?

Although all rms supply regulatory

reports, CP06/11 is aimed at banks and

building societies, as well as some

investment management rms (including

Securities and Futures, Venture Capital,

UCITS rms etc.). The confusion that some
rms may face concerning regulatory

reporting relates to whether they are
inside or outside the scope of the CP.

The FSA sets out from the outset which
regulated activity group is affected. The
rest of the CP, however, may be fairly
characterised as detailed , covering
areas such as new data items required,
to consolidated reporting and is wide-
ranging in its detail. With over 106 pages

of content in the main body of the CP and
even more in the Annexes, it will make for
some detailed reading.

The reason for this level of detail is clear.

As the FSA indicates in the CP, IRR

has been developed to ensure the
commitment made in the 2003/2004 Plan
and Budget and to review the type and
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Integrated Regulatory Reporting regulating confusion

quality of regular standardised information
the FSA needs from rms to be an effective
risk-based regulator. Integrated regulatory
reporting also attempts to bring together
the huge number of inconsistent reporting
formats inherited from pre-N2 regulators.

One of the big drivers for regulatory
reporting change at this time is the
Capital Requirements Directive (CRD).
The CRD requires the FSA to change
reporting arrangements to monitor the
capital adequacy of rms that undertake
accepting deposits as well as investment

rms affected by the CRD. In addition, the
implementation of the Markets in Financial
Instruments Directive (MiFID) is having its
all-prevailing impact on investment rms
and is also one of the particular drivers for
regulatory reporting change.

As outlined above, the CP is very detailed.
The revised reporting requirements range
from:

Minimal transitional implementation of
reporting relating to the CRD
commencing 1 January 2007; to

Certain MIFID affected nancial
reporting from 1 November 2007; to

Full implementation from 1 January 2008.

What is clear is that the CP is not an
easy read. On the other hand, Annex 1
is actually a very good synopsis of what
has and what will occur with Integrated
Regulatory Reporting. For people
interested in where regulatory reporting
has come from and where it is going,
the Annex is a good place to start.

While the CP is a step in the right
direction, in reading it, the conclusion
emerges that the FSA has decided on

a slow, gradual change to regulatory
reporting. This may result in confusion as
to how rms progress both the systems
and control changes necessary to ensure

2 UK Financial Services Regulatory Focus Summer 2006 PricewaterhouseCoopers



that the FSA is receiving the information
that they need at the right time, in a

format which is both veri able and useful.

In speaking to rms, veri able and useful
are two particular points that the FSA
has sometimes missed in the past when
it comes to regulatory reporting. Most
rms do not actually use the information
that they report to the FSA for internal
operations and risk management
purposes. They consider it a necessary
evil. How the FSA uses the information
provided by regulatory returns also
differs. Some supervisors are particularly
interested in the reports, while others
focus on different areas. Whether the

information is veri able may sometimes be

questionable. It is not that the information
is inaccurate, rather it is the way in which
rms go about gathering the information,

as well as the different terminologies used,
that results in non-veri able information on

a cross- rm basis.

With regard to usefulness, regulatory
reporting may be seen as an area in
which mainstream compliance and risk
professionals take only a marginal
interest. The reason for this lack of
interest rests partially in regulatory
reporting s failure to ensure effective
compliance and risk management.
Reporting is in the past sometimes on
a yearly basis. Firms risks are those of
the present and the future. As most
rms struggle with their mainstream
management information and reporting,
the usefulness of the information that
needs to be developed for regulatory
reporting becomes questionable.

It is also interesting to see that the FSA
is not following the common reporting
framework (COREP) across the European
Union as being proposed by the
Committee of European Banking
Supervisors (CEBS). While the CEBS

package has 1,200 core data and 21,000
detailed items, the FSA will only be
collecting 20% of the core data and only
5% of the detailed data items. It is good
to see that the FSA is not necessarily
blindly following Europe, but instead is
being risk-based and proportionate on

a relative basis

Also the FSA is moving from regulatory

returns/forms to data items in how it

describes regulatory reporting. This

points to the eventual move from paper-

based reporting to full implementation

of mandatory electronic reporting. The

CP makes clear that the FSAs brief
irtation with XBRL as a reporting medium

is over: it proposes for the time being only

to provide an optional reporting system

to accommodate reporting under XML,

not XBRL.

Most of all, the CP indicates a need for
change. Going through all the detail of the
CP, from the new data to be required to
the transitional arrangements, will involve
some dedicated time and effort by rms.
Looking at how to approach the changes
coming from this CP, there should be a
focus on:

The current state of regulatory
reporting within the organisation:
Where does the regulatory reporting
sit? What information does it currently
collect? What resources are currently
dedicated to regulatory reporting?

What are the speci ¢ changes coming
from the CP?

Can the proposed changes detailed in
the CP be managed by the regulatory
reporting function and what additional
planning, information and resources
will be needed by the organisation to
meet the FSA s requirements?

Ultimately regulatory reporting should be
used to monitor and mitigate risks arising

from the way rms conduct their
business. Management information

is critical to any nancial services rm.
Information on customers, products,
transactions and capital (among others)
is necessary to ensure the effective
running of any business. In nancial
services, such information is critical,
not only for risk and compliance
purposes, but also to ensure effective
operations throughout the business.
The FSA should have this at the centre
of any future proposals.

What the FSA has done in CP06/11,

is to outline how they will collect the
information to ensure that they monitor
and mitigate risks. The question is

is the FSA doing enough? If rms can
operate real time information on trades,

risk and capital, shouldn t the FSA be able
to demand the same? By taking the softly,
softly approach the FSA may have missed

a trick. However, it has lessened the
regulatory burden that they could have
legitimately implemented by taking this
approach to implementing integrated

regulatory reporting. What remains to be

seen is whether the approach will just add

to or alleviate the confusion.

For more information, contact:
Thomas Cooper on 020 7213 8306
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FSA pronounces on

Systems and Controls

The Financial Services Authority (FSA) has issued CP06/9 which proposes
major changes to FSA systems and controls requirements, as mandated
by the Capital Requirements Directive (CRD) and the Markets in Financial
Instruments Directive (MiFID). It also makes a major attempt to organise
the currently confused rulebook landscape of these requirements.

The new Consultation Paper (CP), which
came out in May, sets out a proposed
systems and control common platform for

rms that are subject either to CRD (from 1
January 2007) or MiFID (from 1 November
2007). It also makes an attempt to tidy up
the structure of systems and controls
regime relating to other rms.

The changes impact most rms, but banks
and investment rms, in particular, need
to study the CP in some detail as part of
their Basel and MiFID programmes; |l
gaps where they do not meet the new
requirements; and, not to be forgotten in
view of the FSAs focus on demonstrating
compliance, make sure that for each

area of the new rulebook they can
demonstrate what they have in place,
and who is responsible.

The FSAs Systems and Controls (SYSC)
regime currently in force has been
assembled over many years, by adding
additional layers and by merging concepts
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from previous rulebooks: the resulting
beast has become unwieldy. The CRD
and MiFID systems and controls
requirements impose a more coherent
Europe-wide framework in this area,

and the FSA is taking the forthcoming
implementation of these Directives as an
opportunity to dragoon their SYSC rules
into better order. The proposed new
framework ties together the detailed

risk and control requirements set out

in individual risk-based sections of the
rulebook and imposes a governance
umbrella over the whole. The consultation
process ends on 19 August 2006.

The requirements are to be copied out
from the Directives into a uni ed set

of FSA requirements for all common
platform rms. In some cases these

new uni ed requirements will go beyond
the strict minimum requirements of the
individual Directives in order to ensure a
degree of commonality across the sector,
and rms that are critically affected would
be advised to look at the detail of the

CP to understand areas where there

may be scope for pushing back in the
lobbying process.

Restructuring the rulebook is complex.
In brief summary the FSA proposes:

That the main impact is on rms that
are subject either to the CRD or MiFID
(common platform rms).

The existing SYSC Chapter 3
requirements will be disapplied to
common platform rms and replaced
by seven SYSC common platform
rm chapters:
General and organisational
requirements (Chapter 4);

Employees and agents (Chapter 5);

Compliance including internal audit
(Chapter 6);

Risk control (Chapter 7);

Outsourcing (Chapter 8);
Record keeping (Chapter 9);
Con icts of interest (Chapter 10).

Firms not on the common platform

(i.e. not subject to either CRD or MiFID)
will remain subject to Chapter 3 as
regards systems and controls.

MiFID comes into effect on 1
November 2007, whereas CRD begins
to bite from 1 January 2007. In order
to have a single approach, minimise
the changes, yet allow rms time to
implement the MiFID requirements,
common platform rms will be able to
apply the new regime from 1 January
2007 or may choose to defer full
compliance until November 2007.
There will therefore be a cut-over
process for rms over that period.
However, to ensure that the FSA fully
implements the CRD requirements on
1 January, they are copying the CRD-
inspired requirements into the existing
SYSC Chapter 3 with effect from that
date (that is, they appear here as well
as in Chapters 4-10).

The FSA will also move certain parts of
the system and controls regime from
the PRU (Prudential) chapters of its
rulebook into SYSC as new chapters:

PRU 1.4 (Risk management and

associated systems and controls);

PRU 3.1 (Credit risk);

PRU 4.1 (Market risk);

PRU 6.1 (Operational risk);

PRU 7.1 (Insurance risk);

PRU 8.1 (Group risk).

The FSA will move SYSC Chapter 3A
(currently mainly in force only for
insurers) to create a new SYSC
Chapter 13.

Finally, the requirements relating to
liquidity currently in PRU Chapter 5.1
will become SYSC Chapter 11.

This is clearly highly confusing for those
used to the structure of the old rulebook,
however it has to be admitted that the
result is more coherent, at least as far as
common platform rms are concerned.

While this may look like merely a technical
restructuring of the rulebook there are
signi cant new elements to be dealt with
here as a result of CRD and MiFID this
is after all the implementation in the UK
of two very signi cant Directives as well
as a tidying-up exercise. The new
requirements will place a signi cant
transitional burden on many rms.

Timing is also a big issue. This is a
consultation paper and the August
deadline for comments, coupled with the
feedback statement thereafter, may imply
that rms need to do little until very late in
2006. However, the implementation dates
for CRD (in particular) and MiFID are now
getting very close and rms would be well
advised to tackle this issue as early as they
can. From 1 January 2007 the FSA will be
expecting rms to be able to explain how
they will comply with the whole suite of
new systems and controls requirements.

For more information, contact:
Patrick Fell on 020 7212 5273
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Stress testing is one of the most important yet least understood aspects
of Basel Il. For many Internal Ratings Based (IRB) rms, it has not received
the attention it deserves due to the understandable and continuing focus
on making sure that Pillar 1 models for credit risk are working properly.

Similarly regulators have not yet nalised
their views. It was only on Friday 9 June
that the Committee of European Banking
Supervisors (CEBS) issued its consultative
paper (CP12) on the topic comments
are invited by 30 September 2006.

For rms, the key objective of stress
testing is to demonstrate to the regulator
that capital is suf cient to absorb the
impact of unlikely but plausible events
such as a serious economic downturn.
The all-important criterion is to
demonstrate that the Pillar 1 minimum will
not be breached. If a rm is unable to do
so, then it leaves itself open to a penalty
capital add-on.

Stress testing is important to both small
undiversi ed rms, such as mortgage
lenders, and large international rms. For
the smaller rm, tests are needed to
demonstrate strength in the face of
concentration in types of customer,
exposure to a regional economy etc. For
the larger rm, its risk pro le is likely to
demand a more complex solution, which
might for example consider the impact of
rising unemployment in the US and
Europe across its range of businesses
and risk types.

Firms have considerable freedom in
designing stress tests. The CEBS paper
reminds us that institutions should stress
test all material risks, but in its detailed
discussion the draft Consultation Paper
(CP) concentrates on the testing of
market, credit and liquidity risks. Stress
testing for risks such as pension fund

de cit, strategic and reputation risk are
not discussed in depth.

The CEBS paper rightly recognises that
earnings are the rst line of defence.
Stress testing work, led by the Bank

of England in 2002 as part of the
International Monetary Fund s (IMF)
Financial Sector Assessment Programme,
demonstrated convincingly that the major
UK banks are remarkably resilient due to
the strength of their cash ows.

The FSA expects the Internal Capital
Adequacy Assessment Process (ICAAP)
submission to describe holistic stress
scenarios that show the impact on capital
and earnings, dividend policy etc. across
all material risk types. The concept of
proportionality applies so simpler
approaches will be acceptable in

simpler rms.

In practical terms, stress testing requires

rms to apply stress tests to models of
future plans and strategies that cover
income statement and balance sheet. It
is not suf cient, for example, to stress
regulatory capital at the last year-end or
apply sensitivities to next year s budgeted
Pillar 1 numbers.

Stress testing can provide valuable new
insights for the business. For example,

in our client work on developing macro-
economic stress tests we have found that
the requirement for macro models to t
historical experience and to predict future
performance plausibly means that the
data needs to be very well understood.
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This raises new questions evenin
relation to Pillar 1 models. In addition,
the impact of changes in the risk pro le
on future performance such as increased
consumer indebtedness need to be
judged carefully.

Working with rms to develop risk-based
capital frameworks we have found,
particularly in some large rms, that the
stimulus of Basel Il creates an excellent
opportunity to break down the risk type
silos and consider an integrated approach
to stress tests across the organisation
and across risk types.

Stress testing can be challenging but in
our experience can deliver some real
business bene ts. That is just as well,
for without these bene ts stress testing
would stand little chance of becoming
part of the management of the institution
as required by Basel Il.

For more information, contact:
Richard Bar eld on 020 7804 6658



Market Abuse: lessons
from recent FSA activity

The recent press coverage of two market abuse cases may suggest that
the Financial Services Authority (FSA) is struggling to bring to conclusion
a prosecution for market abuse. The case of the Plumber and the appeal
by Philippe Jabre! have received substantial coverage in the media and
led some to suggest that the market abuse regime is proving too dif cult

to enforce.

If anything, the opposite is in fact the
truth. A trawl through the FSA website
reveals a substantial number of market
abuse cases, some higher pro le, but
many more involving a focus upon the
actions of individuals. The GLG Partners
case also introduced the concept of
vicarious liability into enforcement
proceedings that one could argue has
changed the previously accepted
sentiment as to where the FSA would look
to apportion responsibility for compliance
failures. Historically, provided that a rm
has implemented robust systems and
procedures of control, even where an
employee then either ignores them or
deliberately takes steps to circumvent the
controls, the FSA would only take action
against the approved person and not the
rm. In contrast, where the rm has
inadequate systems and controls, then
the FSA has sought to punish the rm
rather than the individual. The GLG case,
irrespective of the eventual outcome,
has muddied the waters.

For those not familiar with the vicarious
liability term, it can be de ned as:
vicarious liability n. sometimes called
imputed liability , attachment of
responsibility to a person for harm or
damages caused by another person in
either a negligence lawsuit or criminal
prosecution. Thus, an employer of an
employee who injures someone through
negligence while in the scope of
employment (doing work for the employer)

is vicariously liable for damages to

the injured person. In most states a
participant in a crime (like a hold-up) may
be vicariously liable for murder if another
member of the gang shoots and kills a
shopkeeper or policeman (Source: The
Free Dictionary by Farlex).

The use of this concept by the FSA would
appear to suggest that the actions of an
individual will now be considered to be
the actions of the rm. In consequence,
compliance will need to revisit their
systems and controls over (primarily) the
front of ce. This will ensure that they are
actively monitoring the activities of
individual portfolio managers, even if the

rm s internal control structure has been
speci cally established in order to
highlight where market abuse issues may
arise and hence are designed to prevent
abuses of the market abuse (or indeed
other) requirements.

The fact that rms have introduced codes
of conduct, reporting requirements, or
prohibitions on certain behaviours (for
example by refusing to become insiders )
is not suf cient. Firms will need to ensure
that they review transactions where there
is a possibility of abusive behaviour having
taken place. This would suggest that
compliance will need to be increasingly
conversant with the day-to-day operations
of the front of ce, the relationships with
their brokers and other counterparties and
which desks, or product managers, are

regularly contacted by primary placing
agents, introducers or underwriters in
order to subsequently monitor
transactions entered into. As with much
of the compliance operation, it is the
documentation of discussions, reviews
or thought processes that will be the
cornerstone of any defence to a
subsequent review by the FSA, or
indeed any other regulatory authority.

Notwithstanding the above, the changes to
the conduct of business regime introduced
by MiFID afford rms the opportunity to
critically review their oversight of operations.
The two recent papers issued by the FSA,
Discussion Paper 06/3, relating to best
execution, and Consultation Paper 06/9,
relating to the rewrite of SYSC, contain
substantial detail as to the issues rms
are explicitly expected to consider in
designing their controls and order
processing activities. The resulting review
of rms activities should include

speci c reappraisal of the adequacy of
controls both to identify and proactively
monitor where instances of potential
market abuse arise.

For more information, contact:
Roger Turner on 020 7804 3249

1 FSA case no. FIN/2006/0006. Applicant Philippe
Jabre. Hedge fund manager GLG Partners and its
former trader Philippe Jabre ned £750,000 by the
FSA over their roles in a February 2003 issue of
Sumitomo convertible bonds.
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In 1998 when many regulators came together, there were many approaches
available to the risk assessment rms in different markets such as banking,
insurance, securities and derivatives. The Financial Services Authority
(FSA) adopted a new, consistent move towards risk assessment (ARROW),
driving a commonality of reviews, analyses and regulatory judgement. This
creation was welcomed by the market and eliminated early on many
concerns about the variances which had existed before.

Over time, the ARROW process has
facilitated migration to a more consistent
treatment and has at least promoted

a common language across all markets,
allowing us to appreciate the issues and
remedies in a similar way. So, what is
the difference between ARROW 1 and
ARROW 2?

ARROW 1 was the combined regulatory
risk assessment approach for all rms
(bar small entities which were better
served under a different basis of a service
style mechanism). Now that the risk
assessment process has matured, the
FSA is seeking to improve the process
through its ARROW 2 approach.

ARROW 2 brings a more re ned approach
which is illustrated in Figure 1.

The widening ARROW agenda

By varying resource, as it is expected to
do, the FSA can focus on more speci ¢
and indeed recent issues which need
attention as a result of its increased
responsibilities, for example in the
mortgage and general insurance markets.
It can thus address sectoral issues on a
themed basis.

This allows for sampling over a sector
of the relevant market to analyse the
probability or intensity of risk for a
particular topic. Contract Certainty
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