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SLIDE 1			      HEADER





The draft Financial Services and Markets Bill (“the Bill”) is arguably the most important piece of financial legislation in this country since the mid 1980's and lays the foundations for a consolidated system of financial services regulation headed by the Financial Services Authority ("the FSA"). Currently in the House of Lords, the Bill is officially expected to come into force in October 2000, although many commentators consider early 2001 to be more realistic.





As the UK financial services industry accounts for approximately 7% of our gross domestic product and employs over 1 million people in the City of London and across the country, the FSA will wield enormous influence over a significant proportion of our economy. 





Businesses to be regulated by it will cover the entire gamut of the financial services sector including Banks, Building Societies, Insurance Companies, Friendly Societies, Credit Unions, Lloyd's of London, Investment and Pensions advisers, Stockbrokers, Professional firms offering investment services, Fund managers and derivatives traders.





In this section of my presentation to you this morning, I will briefly outline the principal features of the Bill before going on to consider the likely implications for insurers of banks and financial institutions. 





SLIDE 2		NEW REGULATORY FRAMEWORK





	What is the effect of the Bill in a nutshell - Consolidation





	Until now, the regulation of financial services providers has been the responsibility of a range of different bodies each with their own authorisation regime and rule book. Existing regulators currently include the FSA, the Self Regulating Organisations or SRO's most recently the Personal Investment Authority ("PIA"), the Investment Management Regulatory Organisation ("IMRO") and the Securities and Futures Authority ("SFA"), as well as the Bank of England, the Building Societies Commission, the Insurance Directorate of the Treasury, the Friendly Societies Commission and the Registry of Friendly Societies and Recognised professional Bodies or RPB's (solicitors accountants and actuaries). 





The Bill is intended to consolidate these disparate regulatory regimes in to one with the aim of creating a system which is easier for both the consumer and practitioners to understand and which better reflects the increasing diversification of services now provided by financial institutions. 





Whilst there are some important changes introduced by the Bill which I will be looking at shortly, most of its provisions represent a consolidation of existing law and requirements. 





SLIDE 3		       STATUTORY OBJECTIVES





As the new Super Regulator, the FSA will be required to carry out its functions in accordance with a number of statutory objectives. These are  





to maintain market confidence in UK financial systems, 





to promote public awareness of the financial regime and the products and services on offer, 





to protect consumers and ; 





to reduce financial crime.  �


	Insurers and particularly Bankers Blanket Bond insurers will no doubt take heart from this stated objective - particularly at a time when the scope for financial crime appears to be increasing with the ever expanding use by the market of the internet.





SLIDE 4			OTHER FACTORS





In pursuing these statutory objectives and in all that it does, the FSA is required to have regard to certain additional factors which appear to be intended to ensure that effective regulation is not achieved at the expense of the greater good of the financial services industry generally. In particular, the FSA must have regard to;





1	The need for it to use its resources in the most efficient and economic way.  This is an important check on over zealous regulatory activity by the FSA.





2.	The need for proportionality in regulation - again an important check on its powers.





3.	The need to promote innovation.





4.	The need to take account of the international character of financial services..





5.	The need to promote competition.








SLIDE 5			       CHANGES





	So what are the principal changes proposed by the Bill? 





1.	The first is a the shift away from self regulation within the industry to universal statutory regulation under the auspices of one regulator. 





2 	The second change is the creation of a "one stop shop"





There will be a single statutory regulator in the form of the FSA, 


a single authorisation regime operated by the FSA avoiding the need for organisations and individuals to seek authorisation from a number of different regulators, depending on the nature of financial services business they transact and a single FSA handbook of rules and guidance providing one point of reference containing the applicable principles, rules, codes of conduct and guidance notes.





3. 	Third is the prior authorisation of all firms carrying on "regulated activity". 





	As currently exists, it is proposed that there will be a “vetting at entry system” requiring the authorisation of firms to ensure that only those firms that satisfy the necessary criteria, will be able to engage in those activities governed by the regulator.





The move towards a single financial regulator has however necessitated a new definition of the class of activities to be regulated by it. The Financial Services Act 1986 was limited in scope to the “carrying on of investment business”. The FSA will be regulating much more than that when the Bill comes in to force. 





Broadly speaking, "regulated activities" will include activities that are already the subject of regulation by virtue of the existing Banking, Insurance and financial services legislation. A general description of "regulated activities" however appears at Schedule 2 of the Bill and includes as one would expect, dealing in investments, arranging deals in investments, investment advice and deposit taking. We must await the Regulated Activity Order to be published by the Treasury to know the precise scope of regulated activities which will be governed by the new Act.





4. 	Fourth is the introduction of the "Approved Person" regime and the concept of the "controlled function". In essence, this requires that not only will firms have to apply for authorisation to carry on regulated activities themselves but they will also need to ensure that any of their staff who carry out "controlled functions" in connection with regulated activities, are individually approved to do so by the FSA.





Whilst the concept of individual registration is not new for some financial services providers (including those currently regulated by the SFA, PIA and Lloyd's) it will however be entirely new for Banks and insurance companies. This change in particular has the potential to be an extremely cumbersome regulatory requirement. 





5. 	Fifth is the introduction of a new civil regime for "market abuse" and





6. 	Sixth is the introduction of a consolidated disciplinary procedure.





I will now deal with the last three changes in more detail.


 


SLIDE 6	APPROVED PERSONS - CONTROLLED FUNCTIONS





	Individual responsibility for compliance, particularly at board and senior management level, is a concept that permeates the Bill. It is introduced at firm level through the Principles of Business to which all authorised firms are required to adhere.  





	These have been published in draft for consultation purposes and Draft Principle 3 requires that an authorised firm must organise and control its affairs effectively. This involves having directors and senior managers who are fit and proper for their roles and apportioning responsibilities among them in such a way that their individual responsibilities are clear and the business and affairs of the firm are adequately monitored and controlled at senior management and board level. 





	In recognition of the fact that directors and senior managers are to hold such important positions in terms of ensuring regulatory compliance within their organisations, they are to be made individually responsible for and directly accountable to the FSA for their actions. 





	This is to be achieved through the "Approved Person" regime which as I have explained requires approval by the FSA for an individual to carry out certain "controlled functions" in relation to an activity regulated by the Bill. All Approved persons will be required to act in a manner prescribed by the FSA (by reference to the Statements of Principle for Approved Persons and a Code of Practice) and will be subject to potential disciplinary action if they are found to be in breach.





	Perhaps most significantly of all, the Approved persons regime does not simply apply at Board and senior management level. It reaches down the hierarchy and encompasses a whole range of individuals who have never before been directly subject to the full might of a regulator. 





	So who exactly will require FSA approval? The short answer is all those who perform a “controlled function”.





	What is a controlled function? The Bill somewhat unhelpfully provides that a “controlled function” is a function of a description specified by the rules.





	The specific Controlled functions for which approval will be required will eventually be specified in the Rules created under the Bill. In the meantime, the Bill itself gives us some assistance by providing that functions will only be designated as controlled functions if they involve one of the following:





the exercise of significant influence on the conduct of the firm's regulated activity.





dealing directly with customers





dealing directly with the property of customers.





The significant influence trigger brings Directors and senior managers within the Approved Persons regime. Members of governing bodies of firms such as Board Directors, non executive Directors, members of managing groups of partners, members of committee’s of management (Friendly Societies) and members of governing bodies in the case of unincorporated associations will all require approval.  In other words, persons responsible for setting the business strategy, the regulatory climate and ethical standards of the firm within which the regulated activities will be conducted.





Members of senior management to whom significant delegation has been made by the governing body of the firm will also require approval. This category will include Heads of Finance, Compliance, internal audit and risk management all of whom will to some extent be responsible for compliance with FSA regulations. It will also include Heads of Departments capable of exposing the Financial Institution to serious occupational risk such as Heads of payments and settlements, back office and information services.





As for dealing with customers, all those who deal with customers will be exercising a controlled function and will need approval.  This could potentially encompass a huge category of people extending as far down as junior level sales staff and could make for a very cumbersome approval regime. 





As we have seen, the Bill requires the FSA to have regard to proportionality in all that it does and the types of function that will be included by the FSA in the rules will be determined having regard to a number of factors which it is hoped will limit the functions requiring approval under this provision. These factors will include risk of loss, complexity of products and the degree of reliance by the consumer on the person dealing with them.





All those who deal with customers property will be exercising a ‘controlled function’ and will require approval. This will include fund managers and custodians of shares etc. It is not clear how far down the hierarchy of responsibility this category will reach however.





In summary then, the class of individuals requiring approval by the FSA and becoming directly subject to its powers will be greatly extended by the Bill.  





SLIDE 7		APPROVED PERSONS : APPROVAL





An application is then submitted in respect of all controlled functions to be performed by an individual but approval is not guaranteed. A person will not be given approved status unless the FSA is satisfied that he or she is a “fit and proper person” to perform the function to which the specific application relates. In making this determination the FSA will have regard to the following criteria 





honesty, integrity and reputation, 


competency and capability,


financial soundness  





The implication here being that an individual who is not financially sound is more likely to be tempted to commit financial crime.  So if an applicant has an outstanding county court Judgment against him or has ever filed for bankruptcy, their application for approved status could be jeopardised.





As with the authorisation of firms, this vetting at entry of individuals can only serve to benefit insurers. Further, Individual accountability should lead to higher standards of conduct and reduce the likelihood of a firm being adversely affected by rogue behaviour.





SIDE 8				MARKET ABUSE





The Bill creates an entirely new civil regime for “market abuse”.  Gathering sufficient information to justify criminal prosecution under the FSA 1986 for the offence of market manipulation (Section 47 FSA) and for insider dealing (under Part 5 of the Criminal Justice Act 1993) has proved very difficult in the past and attention focused on the possibility of imposing civil sanctions on conduct which could be considered to fall within the broad category of “market abuse” - exploiting the advantage of the lower burden of proof that applies in civil cases. 





The Bill, when enacted, will implement this new civil regime and will empower the FSA to impose an unlimited civil fine on the offender.





�



SIDE 9				DISCIPLINE





AS part of the consolidation process, the Bill sets out a unified disciplinary procedure. The FSA has been given disciplinary powers similar to those exercised by the SRO’s with some additions.





New additions to the FSA's armoury include the power to fine which the FSA did not previously have, the specific power to impose a civil fine for market abuse and the administrative power to make restitution and compensation orders without recourse to the courts. This gives the FSA immense power to decide matters of fact and law.





The Bill does not go in to any great detail as to the category of persons in favour of whom the FSA will make compensation orders. The relevant provision states that the person must simply have “suffered any loss or adverse effect" as a result of a contravention. In the early stages following N2, the date on which the regulator is to be vested with its full powers under the Act, one can foresee many attempts being made to persuade the FSA to make such an Order. The fact that the FSA can do so without recourse to the courts is likely to encourage such speculative claims.





The ultimate decision to discipline and which sanction to impose will be taken by the FSA's Enforcement Committee. The Committee will have legal and practitioner involvement which will hopefully provide a useful means of preventing over regulation. It is not intended that a full judicial hearing will take place before the Enforcement Committee. There will however be the right to make written and oral submissions. 





There will be a right to appeal any decision of the FSA to the Financial Services and Markets Tribunal which will be established and administered by the Lord Chancellor’s Department as part of the court Service and act in essence as a court of first instance.





A further right of appeal lies from the Tribunal to the Court of Appeal but only on a point of law and only with “permission” (either from the Court of Appeal itself or from the Tribunal) then on to the House of Lords but again only with leave.  





Having briefly run through some of the principal elements of the Bill, what then are the implications for insurers?





SLIDE 10	IMPLICATIONS FOR INSURERS : GENERAL





It is clear that following enactment of the Bill, financial institutions will be operating in a more co-ordinated and arguably heightened regulatory environment. In the first few years, one might anticipate increased regulatory activity as the FSA tests out its weaponry - test cases to set precedents. For insurers of financial institutions already providing cover against regulatory exposures e.g. compensation orders, representation costs incurred in preparation for and attendance at regulatory enquiries, there may be heightened exposure in established risk areas.





Of course, the flip side of a heightened regulatory environment is that the regulated should in time become better risks with hopefully a reduced exposure to civil liability. This can only serve to benefit insurers in the long term as insureds are forced to re-examine their systems and controls to ensure compliance. They may balk at the costs involved in doing so but long term, running a tighter ship is likely to  pay dividends to all concerned. 





The Bill also affords insurers of financial institutions significant opportunities to expand the products they offer. An increased number of individuals will be personally regulated with the introduction of the “Approved Persons” regime, extending the regulated classes beyond the directors and officers and senior management to middle management and even sales persons dealing directly with the consumer and its property. Faced with the prospect of disciplinary action which could result in withdrawal of their “Approved status”, all approved persons are going to want some level of protection and are likely to look to insurers for assistance.





Regulated individuals are likely to want to ensure that cover is available to them independently of their company or firm. There is always the possibility that they may be used as a scapegoat for breaches of regulation by their firm and will want the benefit of their own insurance cover and access to insurers, independent of their employer. 





Either established Directors and officers and Company Reimbursement policies will need to be extended to include protection for the category of Approved Persons or insurers may wish look at introducing specially designed products for such individuals.





	However, insurers can take some comfort from the FSA's stated approach to the discipline of individuals which is that disciplinary action will only be taken where there is individual culpability, that is where the breach was deliberate or where the individuals standard of behaviour was below that required of an approved person. Certainly, it is not envisaged that senior managers will be disciplined simply because a breach of regulatory requirements has occurred in an area for which they are responsible.





SLIDE 11	IMPLICATIONS FOR INSURERS : COVERAGE





market abuse





The new civil regime for “market abuse” introduces a new form of civil liability. This marks a potentially significant expansion of risk exposure and Insurers will need to consider the way in which this impacts on their policies.





Interestingly, the abuser's intentions are (currently) irrelevant which raises the question as to whether or not market abuse is excluded by a standard PI dishonesty exclusion. If there is no conscious impropriety on the part of the abuser, then coverage may exist in respect of any compensation order made against the firm/individual. 





In addition to excluding cover for criminal fines, Insurers may wish to specifically exclude cover for civil fines imposed for market abuse or perhaps specifically include such cover.





Representation costs





One of the main coverage issues highlighted by the new Bill is the costs of representation of firms and approved persons before the Enforcement committee, the Appeal tribunal and possibly as far as the Court of Appeal and House of Lords. Withdrawal of “Approval” could mean the end of someone’s career and when the stakes are this high, appeals are inevitable increasing costs still further. 





Cover for these representation costs is increasingly included in banks and financial institutions' D&O and PI cover. In view of the potential for increased regulatory activity and the increased number of regulated organisations and individuals, Insurers may wish to impose some form of sub limit in respect of such costs. 





	Costs of responding to regulatory requirements





In addition, putting in to effect any informal recommendations made by the new regulator may cost firms significant amounts of money. Insurers may wish to specifically exclude the costs of implementing awards or recommendations of the FSA in this regard if such an exclusion does not already exist.





SLIDE 11			SUMMARY





In summary, it is my view that the Bill once enacted will confer significant benefits and opportunities on insurers of banks and financial institutions. 





As presently drafted (and it may yet undergo further amendments as it passes through the House of Lords), the Bill should mean better risk management on the part of insureds which should inure to the benefit of insurers and, with an expansion of the categories of directly regulated individuals, it should provide insurers with the opportunity to extend their market for existing products and develop new ones. 
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