THE

BANKING
REGULATION
REVIEW

NINTH EDITION

tLAWREVIEWS



THE

BANKING
REGULATION
REVIEW

NINTH EDITION

Reproduced with permission from Law Business Research Ltd
‘This article was first published in May 2018
For further information please contact Nick.Barette@thelawreviews.co.uk

Editor
Jan Putnis

tLAWREVIEWS

© 2018 Law Business Research Ltd



PUBLISHER
Tom Barnes

SENIOR BUSINESS DEVELOPMENT MANAGER
Nick Barette

BUSINESS DEVELOPMENT MANAGERS
Thomas Lee, Joel Woods

ACCOUNT MANAGERS
Pere Aspinall, Sophie Emberson,
Laura Lynas, Jack Bagnall

PRODUCT MARKETING EXECUTIVE
Rebecca Mogridge

RESEARCHER
Arthur Hunter

EDITORIAL COORDINATOR
Gracie Ford

HEAD OF PRODUCTION
Adam Myers

PRODUCTION EDITOR
Caroline Fewkes

SUBEDITOR
Tessa Brummitt

CHIEF EXECUTIVE OFFICER
Paul Howarth

Published in the United Kingdom
by Law Business Research Ltd, London
87 Lancaster Road, London, W11 1QQ, UK
© 2018 Law Business Research Ltd
www. TheLawReviews.co.uk

No photocopying: copyright licences do not apply.

The information provided in this publication is general and may not apply in a specific situation, nor
does it necessarily represent the views of authors” firms or their clients. Legal advice should always
be sought before taking any legal action based on the information provided. The publishers accept
no responsibility for any acts or omissions contained herein. Although the information provided is

accurate as of April 2018, be advised that this is a developing area.
Enquiries concerning reproduction should be sent to Law Business Research, at the address above.
Enquiries concerning editorial content should be directed
to the Publisher — tom.barnes@lbresearch.com

ISBN 978-1-912228-30-0

Printed in Great Britain by
Encompass Print Solutions, Derbyshire
Tel: 0844 2480 112

© 2018 Law Business Research Ltd



: LAWREVIEWS

THE ACQUISITION AND LEVERAGED FINANCE REVIEW
THE ANTI-BRIBERY AND ANTI-CORRUPTION REVIEW
THE ASSET MANAGEMENT REVIEW
THE ASSET TRACING AND RECOVERY REVIEW
THE AVIATION LAW REVIEW
THE BANKING LITIGATION LAW REVIEW
THE BANKING REGULATION REVIEW
THE CARTELS AND LENIENCY REVIEW
THE CLASS ACTIONS LAW REVIEW
THE CONSUMER FINANCE LAW REVIEW
THE CORPORATE GOVERNANCE REVIEW
THE CORPORATE IMMIGRATION REVIEW
THE DISPUTE RESOLUTION REVIEW
THE DOMINANCE AND MONOPOLIES REVIEW
THE EMPLOYMENT LAW REVIEW
THE ENERGY REGULATION AND MARKETS REVIEW
THE ENVIRONMENT AND CLIMATE CHANGE LAW REVIEW
THE EXECUTIVE REMUNERATION REVIEW
THE FINANCIAL TECHNOLOGY LAW REVIEW
THE FOREIGN INVESTMENT REGULATION REVIEW
THE FRANCHISE LAW REVIEW
THE GAMBLING LAW REVIEW
THE GOVERNMENT PROCUREMENT REVIEW
THE HEALTHCARE LAW REVIEW
THE INITIAL PUBLIC OFFERINGS LAW REVIEW
THE INSOLVENCY REVIEW
THE INSURANCE AND REINSURANCE LAW REVIEW
THE INTELLECTUAL PROPERTY AND ANTITRUST REVIEW
THE INTELLECTUAL PROPERTY REVIEW
THE INTERNATIONAL ARBITRATION REVIEW

THE INTERNATIONAL CAPITAL MARKETS REVIEW

© 2018 Law Business Research Ltd



THE INTERNATIONAL INVESTIGATIONS REVIEW
THE INTERNATIONAL TRADE LAW REVIEW
THE INVESTMENT TREATY ARBITRATION REVIEW
THE INWARD INVESTMENT AND INTERNATIONAL TAXATION REVIEW
THE ISLAMIC FINANCE AND MARKETS LAW REVIEW
THE LABOUR AND EMPLOYMENT DISPUTES REVIEW
THE LENDING AND SECURED FINANCE REVIEW
THE LIFE SCIENCES LAW REVIEW
THE MERGER CONTROL REVIEW
THE MERGERS AND ACQUISITIONS REVIEW
THE MINING LAW REVIEW
THE OIL AND GAS LAW REVIEW
THE PATENT LITIGATION LAW REVIEW
THE PRIVACY, DATA PROTECTION AND CYBERSECURITY LAW REVIEW
THE PRIVATE COMPETITION ENFORCEMENT REVIEW
THE PRIVATE EQUITY REVIEW
THE PRIVATE WEALTH AND PRIVATE CLIENT REVIEW
THE PRODUCT REGULATION AND LIABILITY REVIEW
THE PROJECTS AND CONSTRUCTION REVIEW
THE PUBLIC COMPETITION ENFORCEMENT REVIEW
THE PUBLIC-PRIVATE PARTNERSHIP LAW REVIEW
THE REAL ESTATE LAW REVIEW
THE REAL ESTATE M&A AND PRIVATE EQUITY REVIEW
THE RESTRUCTURING REVIEW
THE SECURITIES LITIGATION REVIEW
THE SHAREHOLDER RIGHTS AND ACTIVISM REVIEW
THE SHIPPING LAW REVIEW
THE SPORTS LAW REVIEW
THE TAX DISPUTES AND LITIGATION REVIEW
THE TECHNOLOGY, MEDIA AND TELECOMMUNICATIONS REVIEW
THE THIRD PARTY LITIGATION FUNDING LAW REVIEW
THE TRADEMARKS LAW REVIEW
THE TRANSFER PRICING LAW REVIEW

THE TRANSPORT FINANCE LAW REVIEW

www. TheLawReviews.co.uk

© 2018 Law Business Research Ltd



ACKNOWLEDGEMENTS

The publisher acknowledges and thanks the following law firms for their learned assistance
throughout the preparation of this book:

ADNAN SUNDRA & LOW
ADVOKATFIRMAET BAHR AS
ADVOKATFIRMAN VINGE
AFRIDI & ANGELL
ALLEN & GLEDHILL
ANDERSON MORI & TOMOTSUNE
AROSEMENA NORIEGA & CONTRERAS
ARTHUR COX
BECCAR VARELA
BONELLIEREDE
BREDIN PRAT
BUN & ASSOCIATES
CASTREN & SNELLMAN ATTORNEYS LTD
CHANCERY CHAMBERS
DAVIS POLK & WARDWELL LLP
DE BRAUW BLACKSTONE WESTBROEK
ESCRITORIO PALACIOS, ORTEGA & ASOCIADOS
GORRISSEN FEDERSPIEL
HENGELER MUELLER PARTNERSCHAFT VON RECHTSANWALTEN MBB
HOGAN LOVELLS BSTL, SC
LAKATOS, KOVES AND PARTNERS

LENZ & STAEHELIN

i

© 2018 Law Business Research Ltd



Acknowledgements

MORALES & JUSTINIANO
NAUTADUTILH
PINHEIRO NETO ADVOGADOS
ROJS, PELJHAN, PRELESNIK & PARTNERS O.P, D.O.O.
RUSSELL McVEAGH
SHARDUL AMARCHAND MANGALDAS & CO
SLAUGHTER AND MAY
T STUDNICKI, K PEESZKA, Z CWIAKALSKI, ] GORSKI SPK.
URIA MENENDEZ

WERKSMANS ATTORNEYS

ii

© 2018 Law Business Research Ltd



CONTENTS

PREFACE ... bbb vii

Jan Putnis

Chapter 1

Chapter 2

Chapter 3

Chapter 4

Chapter 5

Chapter 6

Chapter 7

Chapter 8

Chapter 9

Chapter 10

INTERNATIONAL INITIATIVES. ...

Jan Putnis and Tolek Petch

ARGENTINAL ...t ns

Pablo José Torretta and Ivana Inés Grossi

BARBADOS ...t

Sir Trevor Carmichael QC

BELGIUM ...ociiiiiiiii st

Anne Fontaine and Pierre De Pauw

Tiago A D Themudo Lessa, Rafael José Lopes Gaspar, Gustavo Ferrari Chauffaille

and Vittoria Cervantes de Simoni

CAMBODIA ..o

Bun Youdy

DENMAREK ..ot

Morten Nybom Bethe

EUROPEAN UNION ...cooiiiiiiiiiiinnii s

Jan Putnis, Timothy Fosh and Emily Bradley

FINLAND . ..ot

Janne Lauha, Hannu Huotilainen, Viola Valtanen and Tomi Immonen

Didier Martin, Samuel Pariente, Jessica Chartier, Béna Mara and Gaél Riviére

iii

© 2018 Law Business Research Ltd



Contents

Chapter 11

Chapter 12

Chapter 13

Chapter 14

Chapter 15

Chapter 16

Chapter 17

Chapter 18

Chapter 19

Chapter 20

Chapter 21

Chapter 22

Chapter 23

Chapter 24

GERMANY c..iiiiiiiii s 162
Thomas Paul, Sven H Schneider and Jan L Steffen

HONG KONG ..ottt ettt ettt eaeeaests e te e b e ersesssenbestsesbeesseeasesseeneas 176
Peter Lake
HUNGARY ...ttt ettt ettt ete e ete e ae et e e bs et e esbeeaseessenbeessenseenseensesssennas 196

Péter Kives and Szabolcs Mestydn

Gunjan Shab, Shubbangi Garg and Akshita Agrawal

TRELAND ..ottt ettt et ettt ettt eat et v e ets et e eabeeaseeasenseetsenbeenreeaseeasennas 216
Robert Cain and Sarah Lee

Hirohito Akagami, Wataru Ishii and Honami Sohkawa

LUXEMBOURG .......cciitiiieiiisieisteesietetste st assesessesesessesassesassesessssesessesassesessssessssesessesens 256
Josée Weydert, Jad Nader and Milos Vulevic

MALAYSIA ..o e 278
Rodney Gerard D'Cruz

MEXICO ittt s 301

Federico De Noriega Olea and Juan Enrique Lizardi Becerra

NETHERLANDS ..ottt 312

Mariken van Loopik and Maurits ter Haar

NEW ZEALAND ......coiiiiiiiiii s 329
Guy Lethbridge and Debbie Booth

INORWAY ..ottt 343
Richard Sjoquist, Markus Nilssen and Harald Trosdahl

PANAMA ..ot 355
Mario Adolfo Rognoni

iv

© 2018 Law Business Research Ltd



Contents

Chapter 25

Chapter 26

Chapter 27

Chapter 28

Chapter 29

Chapter 30

Chapter 31

Chapter 32

Chapter 33

Chapter 34

Chapter 35

Chapter 36

Chapter 37

Appendix 1
Appendix 2

PHILIPPINES ..ottt ettt ettt et ese et et et ea st enseseensensereebeeneenen 365
Rafuael A Morales
POLAND ..ottt ettt eaa e s aeebe e b e ebeebeesbesasebeeabesbeeseerseeans 379

Tomasz Gizbert-Studnicki, Tomasz Spyra and Michat Tororiczak

PORTUGAL ...ttt ettt ettt et ese et ess et et e ste st et ensensessensenseneetessens 399
Pedro Ferreira Malaquias and Hélder Frias

SINGAPORE ... 412
Francis Mok and Wong Sook Ping

SLOVENITA. ..ottt 422
Gregor Pajek
SOUTH AFRICA ...ttt 441
Natalie Scott
SPAIN ..ottt 453

Juan Carlos Machuca and Joaquin Garcia-Cazorla

SWEDEN ... .ottt ettt sttt ettt et s r e vt et easere e s eseebeebeeseesesesenseseessensereeteeseeeen 476
Fredrik Wilkens and Henrik Schin

SWITZERLAND ....cooiiiiiiiiiicici s 485
Shelby R du Pasquier, Patrick Hiinerwadel, Marcel Tranchet, Maria Chiriaeva,

Valérie Menoud and Sotirios Kotronis

UNITED ARAB EMIRATES ......cocciviiiiiiiiiiiciics s 509
Amjad Ali Khan, Stuart Walker and Vivek Agrawalla

UNITED KINGDOM ...ttt esasane 518
Jan Putnis, Nick Bonsall and David Shone

UNITED STATES ..ottt 544
Luigi L De Ghenghi and John W Banes

VENEZUELA......coooiiiinc e 596
Luis Ignacio Gil Palacios

ABOUT THE AUTHORS ...t
CONTRIBUTING LAW FIRMS’ CONTACT DETAILS

A%

© 2018 Law Business Research Ltd



PREFACE

Banking regulation is a never-ending quest to balance the three major policy objectives of

financial stability, consumer protection and the needs of developed economies for reliable

services involving the provision and intermediation of finance. It is safe to say that the
relative importance of these factors to policymakers will never be constant. Driven by events

— whether political, economic or financial — governments and regulators will move their

centre of focus from one objective to another as circumstances require, while continuing to

pay lip service to the need to balance all three. For their part, banks have to maintain the right
quantity and quality of resources to react to policy shifts and, hopefully, to ensure that they
can communicate their views clearly to the authorities before those shifts take place.

But what happens when there are developments that leave everyone — governments,
regulators and banks alike — unsure of how to react, or even, in some cases, unsure of
whether or not there are serious concerns to address? That is what we now face with the rise
of technology in banking. Is technology simply an opportunity for banks to improve their
service or does it present threats to customers and ultimately to financial stability? If there are
threats, do these go beyond the much-publicised cyber risks?

Starting with the opportunity, the position is not quite what many new so-called fintech
banks would have you believe. Their orthodox view of the world is that large, established
banks will be supplanted by nimbler upstarts, particularly those new firms that are not
actually banks and are relatively unburdened by regulation (or think they are). Particularly
in the area of payments, those upstarts aim to appropriate banks’ customer relationships,
not by shutting banks out of payment transactions entirely, but by relegating them to mere
infrastructure in payment clearing. I refer to this view as ‘orthodox’ because it ignores at least
four important and fast-developing features of the way that technology is revolutionising
many major, established banks:

a  'The ability of banks to fight back and the vast resources that large, established banks
have to throw at this effort if they are minded to do so and have sufficient strategic
focus to stick to the task.

4 The capacity of technology to cut the costs and improve the efficiency of established
banks.

¢ The strategy (and ability) of some banks to follow an inorganic approach to
acquiring technology and new ideas; while cultural differences and other integration
challenges often mean that banks do not realise the full benefits of acquiring newer
technology-focused firms, if only a small proportion of these acquisitions succeed then
much of the apparent hype around some start-up firms pursuing novel fintech strategies
could evaporate as large, established banks become the principal means by which new
ideas hatched by the founders of start-ups are put into practice.
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Preface

d  Legal and regulatory changes in some parts of the world to open up banking, and
payment services, to increased competition and therefore innovation — particularly
PSD2 in the European Union — are pushing banks to adopt new technologies and are
starting to foster a more creative and entrepreneurial culture in some banks.

Commentators frequently write that banks that fail properly to capitalise on the opportunities
that technologies present will fail. This has become a truism as technologies once thought
to be novel — contactless payments, for example — have become commonplace in many
parts of the world. In other words, new technology has become such a pervasive feature
of both wholesale and retail banking in most of the world that to say that banks have to
use it effectively to survive has become little different from saying that banks will fail if
they don’t run their businesses effectively. That said, a proportion of banks will fail on this
simple ground, and may therefore fail in business terms as others with a better understanding
of the power of technology to improve and expand services and increase efficiency forge
ahead. Many banks have also, so far, failed to create the right sort of creative environment
in which genuinely new business ideas originate. There are a number of reasons for this that
exist to varying degrees in all large banks, including complex and bureaucratic management
structures, which can stifle innovation; a necessary preoccupation with legacy issues and
structural reform; an understandably risk-averse approach to business development; and the
opportunities that exist for talented and creative staff outside the banking sector. It would be
entirely wrong, however, to assume that these issues simply cannot be overcome in any large,
established banks.

So much for the opportunities; what about the threats? Cyber risk remains a very
significant concern for regulators, perhaps the single most important area of bank regulatory
concern worldwide at present. But there is another challenge that banks must face from
technology, which is simply that more will be expected of them by regulators and customers
alike once technology makes banking more transparent. So, from a front office perspective,
technology does not just offer ways of providing better services to customers; it also raises
their expectations, and banks will have to be ready to live up to those expectations, or they
will simply lose customers. From a back-office perspective, technology is beginning to
provide banks with innovative ways of understanding better the risks they have taken and
their relationships with providers of funding, hedging services and other counterparties. For
example, machine learning has now advanced to a level where it can provide real assistance
to banks in understanding very quickly, in a very detailed way, the terms of the agreements
to which they are party, how they interrelate with each other and how they would perform
in a crisis. One of the lessons of the financial crisis was that recovery and resolution planning
is a very resource-intensive exercise when done by means of a manual review of documents.
Machine learning will eventually allow many of these review processes to be done in almost
real time and for banks to verify the application of policies and procedures to documents and
customer relationships as they develop, rather than retrospectively. Once these capabilities are
developed to a usable level, which is likely to be in the next few years, it will not be surprising
if regulators begin to expect banks to apply them. The fact that it might take a bank several
months to review 100,000 documents manually will then no longer be a complete excuse for
not having fairly immediate answers to regulators’ straightforward questions about the nature
of the risks on a bank’s balance sheet; the bank should either know the answers or will be
expected to have the means to find out quickly.

viii
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Preface

Much of this would suggest that the adoption of new technology may ultimately
have more profound effects on large banks than post-crisis structural reform. Apart from
customer services, I would expect these effects to manifest themselves in reductions in staff
numbers, particularly in front-office roles, risk management and compliance. It is apparent
that even the most sophisticated and well-resourced banking regulators around the world are
still behind the curve in realising the true impact of these developments: just as the banks
have an enormous challenge in devising profitable and prudent ways of applying technology,
regulators have an almost equal challenge in understanding the risks as well as the benefits.

Away from technology, the past year has failed to produce the destructive earthquake
in international regulatory initiatives that some commentators predicted following the
election of Donald Trump as President of the United States. Nevertheless, further and deeper
international regulatory cooperation now looks significantly less likely than it did two years
ago and regulators should be trying to work out what this will mean in a future banking
crisis. For their part, the Basel Committee on Banking Supervision and other international
organisations that promulgate bank regulatory reform will no doubt be wary of proposing
ideas that do not receive widespread support from major banking jurisdictions.

In Europe, the preparations that banks are making for the UK’s departure from the
European Union in 2019 continue apace, even as the progress towards a political agreement
and related transitional arrangements remains, at the time of writing, slow and fraught with
difficulty. Almost whatever the nature of this agreement, the legal and regulatory barriers to
cross-border banking and securities business that will be erected between the United Kingdom
and the European Union when, as currently planned, the UK leaves the EU single market,
are expected to make Europe as a whole a more expensive region for global banks. As a result,
many of these banks are reconsidering their participation in certain less profitable business
lines and some geographical markets in Europe. It remains to be seen whether smaller EU
banks with a domestic or a regional focus can capitalise on these developments. Meanwhile,
attempts to strengthen and deepen the eurozone’s banking union continue, albeit very
slowly. The move of some business from London to mainland Europe as a result of Brexit is
unlikely to achieve the natural desire of many European politicians and central bankers for
the eurozone to have its own, genuinely global financial centre.

In Asia it remains, as ever, as foolish as it is difficult to generalise about developments
across such a diverse and fast developing region. However, the continuing growth of wealth
management services is still of great interest to many banks in the region and beyond. It
remains to be seen whether all the most important bank regulators in the region can keep
up with understanding and monitoring the increased risks associated with this development,
from investor protection to money laundering.

In the United States, we saw tangible proposals for regulatory reform during 2017,
although at the time of writing it is not yet clear what the outcome will be.

This ninth edition of 7he Banking Regulation Review contains chapters provided by authors
in 35 countries and territories in March and April 2018, as well as the usual chapters on
International Initiatives and an overview of the European Union.

My thanks go once again to the authors, who thankfully find this subject sufficiently
interesting and profitable both to continue to advise clients on it as well as to write about it
in their spare time. However, I remain conscious of the fact that spare time has been in very
short supply to many of the authors during the past year, and I am therefore very grateful for
their dedication in contributing to this book.
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The team at Law Business Research have continued to tolerate the work schedules of
the authors, and more particularly the editor, with their usual compassion, tolerance and
sympathy, and to apply their usual high standard of professionalism to the production of
this book. I would like to thank them for once again making this process look easy when it
is anything but.

Thank you also to the partners and staff at Slaughter and May in London and Hong
Kong for indulging the project that this book is, and for seeing value in it. Particular thanks
are due this year to Ben Kingsley, Nick Bonsall, Peter Lake, Emily Bradley, Tim Fosh, Emily
Garside, Tolek Petch, Jocelyn Poon, David Shone and Moonar Tsoi.

Jan Putnis
Slaughter and May
London

April 2018
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Chapter 35

UNITED KINGDOM

Jan Putnis, Nick Bonsall and David Shone'

I INTRODUCTION

A decade after the financial crisis, UK banks and their groups continue to operate in a
shifting regulatory and business landscape. Regulatory reforms introduced in response to the
crisis have now largely been implemented, but while the pace of regulatory change may have
slowed, increased competition from challenger banks and financial technology firms, and the
UK’s looming departure from the European Union, mean that UK banks continue to face a
number of challenges.

Since the establishment in 2013 of the Financial Conduct Authority (FCA) and the
Prudential Regulation Authority (PRA), the approaches and priorities of each regulator
are now apparent. The PRA’s judgment-led approach to supervision has led to a significant
focus on governance arrangements and resolution planning in respect of the largest banking
groups. The FCA has pursued a strong enforcement agenda, most notably as regards LIBOR?
and foreign exchange manipulation. A common theme across both regulators is an increased
focus on individual accountability, including measures to increase awareness of accountability
of senior managers in banks.

The implementation of the UK ‘ring-fencing’ regime remains a key area of focus for the
UK’s largest banking groups. The regime will require certain banking groups with significant
retail and small and medium-sized enterprise (SME) banking operations to ‘ring-fence’ in a
separate legal entity certain core deposit-taking activities for retail and SME depositors with
effect from 1 January 2019. Ring-fenced entities will not be permitted to carry on certain
specified wholesale and investment banking activities. Compliance with these requirements
will involve significant business model, operational and legal reorganisations, which will need
to be carried out in the time available (and therefore largely by the end of 2018).

At the same time, UK banks continue to prepare for or adjust to various other significant
reforms, including the EU MiFID II regime (comprising MiFID II® and MiFIR?) and other
key EU legislation (for further information, see the European Union chapter), enhancements
to the recovery and resolution planning arrangements for banking groups (including measures
requiring a minimum amount of total loss-absorbing capital) and the implementation of the
Competition and Markets Authority’s (CMA) ‘Open Banking’ standard.

Ultimately, Brexit remains one of the most significant challenges for UK banks with
operations or customers outside the United Kingdom. Many banks have now moved into

Jan Putnis and Nick Bonsall are partners and David Shone is an associate at Slaughter and May.
The London Interbank Offered Rate.

Directive 2014/65/EU.

Regulation (EU) No. 600/2014.

N S

518
© 2018 Law Business Research Ltd



United Kingdom

the implementation phase of their contingency planning as the UK edges closer towards a
‘hard’ Brexit with an anticipated loss of passporting rights, notwithstanding any temporary
alleviation that may be granted by the agreement of a transitional period between the UK and
the European Union. Much of the regulatory framework applicable to UK banks derives from
EU legislation. While this will initially be incorporated into the UK domestic framework
following Brexit, the direction of travel of UK financial services legislation thereafter remains
to be seen. The terms of any deal between the UK and the EU, and its effects on the regulation
of banks in the UK, also remain uncertain.

The top five UK banking groups by market capitalisation® are HSBC Holdings plc,
Lloyds Banking Group plc, Barclays ple, Standard Chartered plc and Royal Bank of Scotland
Group plc. Other than Standard Chartered plc, these banks, together with Santander UK
plc (the UK subsidiary of the Spanish banking group), dominate the UK personal and
business banking markets, although the market share of smaller ‘challenger’ banks continues
to develop.

I THE REGULATORY REGIME APPLICABLE TO BANKS

i The UK regulatory framework for banks

Regulatory and supervisory responsibility for UK banks is divided principally between the
Bank of England (in its capacity as the PRA) and the FCA. The Bank of England exercises
its role as the PRA through its Prudential Regulation Committee, while its Financial
Policy Committee (FPC) has a macroprudential mandate to identify imbalances, risks and
vulnerabilities in the UK financial system, and can direct the PRA and the FCA to take
certain action to mitigate those risks.

The authority of the PRA and the FCA derives from the Financial Services and Markets
Act 2000 (as amended) (FSMA). The FSMA sets out objectives for each regulator and requires
each regulator to exercise its powers in a manner that will advance those objectives.

The PRA

The PRA is the prudential regulator of all UK banks and building societies, insurance
companies and certain large investment firms. The conduct of business of PRA-authorised
firms is regulated by the FCA and these firms are therefore referred to as ‘dual-regulated’.
Under the FSMA, it is a criminal offence for a person to engage in ‘regulated activities
by way of business in the United Kingdom unless authorised (an ‘authorised person’) or
exempt from the authorisation requirement. Regulated activities are prescribed in secondary
legislation made under the FSMA.® Accepting deposits is a regulated activity where such
deposits are lent to third parties or where any other activity is financed wholly or to a material
extent out of capital or interest on deposits. The regulated activity of ‘accepting deposits’ is
specified for the purposes of the Financial Services and Markets Act 2000 (PRA-Regulated

5 The five largest UK banking groups ranked by market capitalisation as at 7 February 2018.

6 The Financial Services and Markets Act 2000 (Regulated Activities) Order 2001 (as amended) (SI 2001/544)
and the Financial Services and Markets Act 2000 (PRA-Regulated Activities) Order 2013 (as amended)
(812013/556). The latter specifies the regulated activities that, if carried on, bring a firm within the
regulatory purview of the PRA.
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United Kingdom

Activities) Order 2013 (the PRA Order) and, consequently, firms that wish to carry on
deposit-taking activities (i.e., prospective banks and building societies) are required to seek
authorisation to do so from the PRA.

An application to the PRA for authorisation must cover all regulated activities that
the applicant wishes to carry on, regardless of whether those activities are specified in the
PRA Order. The PRA is required to obtain consent from the FCA before granting any
authorisation. The FCA is fully involved in the authorisation process for such firms and may
request information from, or ask questions of, the applicant.

Other regulated activities under the FSMA that may be relevant to banks include
dealing in investments as principal, dealing in investments as agent, advising on investments,
arranging deals in investments, managing investments, certain residential mortgage-lending
activities, safeguarding and administering investments (i.e., custody activities) and certain
consumer credit-related activities. The ‘investments’ to which these activities relate are set out
in secondary legislation and include shares, debentures, public securities, warrants, futures,
options, contracts for differences and units in collective investment schemes.

The PRA’s statutory objectives include promoting the safety and soundness of the firms
it regulates. The PRA is required to advance this objective by seeking to ensure that the
business of PRA-authorised firms is carried on in a way that avoids any adverse effect on the
stability of the UK financial system, and by seeking to minimise the adverse effect that the
failure of a PRA-authorised firm could be expected to have on the stability of the UK financial
system. The second element of this objective reflects the principle that the PRA does not
operate on a ‘zero-failure’ basis: a core aspect of the PRA’s approach to banking supervision
is its focus on the establishment, maintenance and implementation of appropriate recovery
and resolution arrangements.

The PRA has a general power under the FSMA to make rules that apply to the firms
it regulates, and to issue related guidance, with respect to the carrying on by such firms
of regulated activities, and other unregulated business activities carried on by such firms
(e.g., certain business lending activities that fall outside the regulatory perimeter in the
United Kingdom). The PRA may, however, only make such rules as it considers necessary or
expedient for the purpose of advancing any of its objectives.

The PRA has adopted a set of ‘Fundamental Rules’, which are a series of high-level
prudential principles that underpin the PRA’ regulatory approach to the firms it regulates.
These focus on certain matters relating to governance, integrity, resolvability and financial
resources. The Fundamental Rules are drafted as clear statements of principle, and include
statements that ‘a firm must at all time maintain adequate financial resources’ and ‘a firm
must deal with its regulators in an open and cooperative way and must disclose to the PRA
appropriately anything relating to the firm of which the PRA would reasonably expect notice’.

Consistent with its judgment-led approach to supervision, the PRAs supervisory
approach focuses on the most significant risks to its statutory objectives. The PRA draws on
a broad set of information and data in forming supervisory judgments and relies on banks —
and other firms that it regulates — to submit that information and data. Periodically, the PRA
may validate data though on-site inspections conducted either by its own supervisory staff or
by third parties. To support its information gathering and analysis, the PRA requires firms to
participate in meetings with supervisory staff at senior and working levels.
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United Kingdom

The FCA

The FCA is responsible for the regulation of conduct of business at all authorised firms in the
United Kingdom (including banks and other PRA-authorised firms) and conduct of business
in respect of wholesale and retail financial markets and market infrastructure. The FCA is
also responsible for the prudential supervision of firms that are not subject to prudential
regulation by the PRA, which may include banks’ subsidiaries, such as dedicated consumer
credit lenders or investment intermediaries. Firms subject to both prudential and conduct
of business regulation by the FCA are not dual-regulated and therefore only need to seck
authorisation from the FCA to carry on regulated activities.

Under the FSMA, the FCA has a ‘strategic objective’ to ensure that markets for financial
services in the United Kingdom function well. This is supported by three operational objectives:
consumer protection, enhancing the integrity of the market and promoting competition.

When pursuing its consumer protection objective, the FCA must have regard to
consumers’ need for ‘timely’ information and ‘advice that is accurate and fit for purpose’ and
whether firms are providing an ‘appropriate’ level of care to consumers, among other factors.
The FCA has various powers to further its consumer protection objectives, including powers
to introduce product intervention rules (pursuant to which it can ban the sale or distribution
of certain products), to require the withdrawal of misleading financial promotions, and to
publicise the issue of a ‘warning notice’ (a stage in an FCA regulatory investigation prior to
any finding of guilt or wrongdoing).

The FCA uses its supervisory and enforcement work, thematic reviews and market
studies to further its objectives. Market studies are a recent addition to the FCA’s toolkit,
and the FCA has indicated that these will become more commonplace following initial
market studies in the areas of cash savings and competition in the wholesale sector. The
FCA is currently undertaking market reviews into retirement outcomes and retail banking
business models as well as market studies into the mortgages market, investment platforms
and wholesale insurance brokers. The FCA also has competition powers relating to the
financial services sector that are concurrent with those of the CMA. The FCA’s competition
powers permit it to investigate the performance of any market for financial services under the
Enterprise Act 2002, and investigate and enforce against any breach of the Competition Act
1998 in financial services.

The FCA has the power under the FSMA to make rules that apply to all regulated
firms and to issue related guidance with respect to the carrying on of regulated activities and
other unregulated business activities carried on by regulated firms. The FCA may, however,
only make such rules as it considers necessary or expedient for the purpose of advancing
one or more of its operational objectives. Like the PRAs Fundamental Rules, the FCA’s
Principles for Businesses set out high-level requirements that apply to the firms it regulates.
One key principle is that a firm must pay due regard to the interests of its customers and
treat them fairly’.

The FPC

The FPC is a committee of the Bank of England and has a macroprudential objective of
protecting and enhancing financial stability and the resilience of the UK financial system. It
does this by monitoring threats and taking action where necessary to address any perceived or
identified vulnerabilities and imbalances in the UK financial system. The FPC has the power
to issue macroprudential recommendations and directions to the PRA and the FCA. It does
not, however, have the power to exert control over, or issue directions to, individual firms.
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ii Management of banks

The Financial Services (Banking Reform) Act 2013 (Banking Reform Act) introduced
amendments to the FSMA that have established an enhanced regulatory framework for
individuals performing certain functions at UK banks or, in certain circumstances, UK
branches of foreign banks. These reforms were primarily intended to enhance individual
accountability in the banking sector and to address concerns that continuing responsibilities
of senior bankers were inadequately defined. This section provides an overview of this
framework, which includes a ‘senior managers’ regime (which replaced the approved persons
regime for banks), a ‘certification’ regime (applying to other bank staff whose actions pose a
risk of significant harm to the firm or its customers) and a set of conduct rules (which replaced
the previous Statements of Principle and Code of Practice for Approved Persons) enforceable
by either the PRA or the FCA. The senior managers and certification regime, which currently
only applies to UK banks and PRA-designated investment firms, will ultimately be extended
to cover all FCA- and PRA-authorised firms. This is expected to take place with effect from
late 2018 for insurers and from mid- to late 2019 for other firms.

Senior managers regime

Individuals intending to carry on certain specified ‘senior management functions at UK
banks require prior approval by the PRA or the FCA (the regulator granting the approval
depends on the nature of the role). These specified ‘senior management functions’ broadly
cover roles in which persons are responsible for managing one or more aspects of the bank’s
affairs relating to a regulated activity, where the relevant function involves, or might involve,
a risk of serious consequences for the firm or for business or other interests in the United
Kingdom. Senior management functions are specified by either the PRA or the FCA, a
distinction that reflects the difference in scope of each regulator’s objectives.

There are currently 21 specified senior management functions, each of which is labelled
with an ‘SMF number. Of these, the functions that are most relevant to banks are the chief
executive function (SMF1), chief finance function (SMF2), executive director function
(SMEF3), chief risk function (SMF4), head of internal audit function (SMF5), head of key
business area function (SMF6), group entity function (SMF7) and compliance oversight
function (SMF16). In November 2017, the PRA introduced a new chief operations function
(SMF24) which, exceptionally, can be split between more than one individual. Certain
non-executive directors (NEDs) also require pre-approval as senior managers, including the
chair (SMF9), senior independent director (SMF14) and chairs of the risk (SMF10), audit
(SMF11), remuneration (SMF12) and nominations (SMF13) committees. Other NEDs
(termed ‘notified” or ‘standard’ NEDs) fall outside the scope of the senior managers and
certification regime, but are subject to certain FCA conduct rules (see below). The regulators
also retain the ability to prohibit notified NEDs from carrying out their roles.

For senior management functions specified as PRA functions, individuals are
pre-approved by the PRA with the FCA’s consent. For senior management functions specified
as FCA functions, individuals require pre-approval by the FCA only.

There are 30 ‘prescribed responsibilities’ specified by either the PRA or the FCA or both,
which banks mustallocate to individuals holding senior management functions. This is designed
to ensure that there is individual accountability for the fundamental responsibility inherent in a
particular function. Certain prescribed responsibilities are designed to be assigned to executives,
while others reflect non-executive roles. Not all the prescribed responsibilities will be relevant to
all firms — for example, certain prescribed responsibilities apply only in specific circumstances
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(such as where the bank carries out proprietary trading or, once the ring-fencing regime comes
into effect, where the bank is ring-fenced). In general, each prescribed responsibility should
be allocated to one individual, although the regulators have recognised that the sharing of
responsibilities may be necessary in limited circumstances (e.g., where departing and incoming
senior managers work together temporarily as part of a handover).

All applications for individuals to perform a senior management function must be
accompanied by a ‘statement of responsibilities’, a document that sets out the areas of business
for which the individual will be responsible. Banks are also required to produce a ‘responsibilities
map’, a single document that describes the firm’s management and governance arrangements.

Qualifications for approval: fitness and propriety

The regulators will approve an individual only if satisfied that the candidate is a fit and proper
person to perform the senior management function for which approval is sought. The PRA
and the FCA both apply a ‘fitand proper test’, which is concerned largely with the candidate’s
honesty, integrity and reputation, competence and capability and financial soundness.

Both regulators are interested in the qualifications of prospective directors of banks
and expect banks to carry out extensive referencing and due diligence before appointing
new directors and other individuals performing senior management functions, including
assessing suitability for the role, conducting criminal record checks and obtaining references
from previous employers. The PRA and the FCA have, and frequently exercise, the power
to interview prospective directors and other individuals performing senior management
functions at banks.

Duty of responsibility

The senior managers regime is designed to increase individual accountability and is supported
by a duty of responsibility, which allows the PRA or the FCA to bring a misconduct claim
against the accountable senior manager if the authorised firm has contravened a relevant
requirement. Broadly, the PRA or the FCA, or both, must show in any misconduct claim
against an individual that the senior manager with the relevant responsibility did not take
such steps as a person in the senior manager’s position could reasonably have been expected
to take to avoid the contravention occurring. The burden of proof lies on the regulator. Both
regulators have produced guidance on the factors they will consider when addressing the duty
of responsibility. Where the FCA or the PRA finds that a senior manager is in breach, it may
suspend or limit the senior manager’s approval, impose a penalty, impose conditions on the
individual’s approval or publish a statement of misconduct.

Certification regime

The ‘certification’ regime applies to individuals employed in positions where they could pose
a risk of significant harm to the firm or its customers. Neither the PRA nor the FCA
pre-approves these individuals, but banks are required to certify that the individuals are fit
and proper for their roles, both at the point of recruitment and thereafter (at least annually).
If it believes that an individual within the scope of the regime fails to meet the requisite
standards, a bank must refuse to renew that individual’s certificate of fitness and propriety.
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Conduct rules

The FCA and the PRA have each issued updated conduct rules, which replace the previous
rules for approved persons. The FCA’s conduct rules apply to all individuals approved as
senior managers or covered by the certification regime, as well as notified NEDs and all other
employees (other than ancillary staff who perform a role that is not specific to the financial
service business of the firm). The PRA’s conduct rules apply to individuals approved as senior
managers or covered by the certification regime, and to notified NEDs.

The conduct rules are high level and reflect core standards expected of those within their
scope, including requirements relating to integrity, acting with due care, skill and diligence,
observing proper standards of market conduct, and dealing openly and cooperatively
with regulators.

Both the FCA’s and the PRA’s conduct rules are in two tiers: those that apply to all
individuals within the scope of the conduct rules (the ‘individual conduct rules’) and those
that apply only to senior managers (the ‘senior management conduct rules’). The latter include
the requirement to disclose to the regulators any information of which they would reasonably
expect notice and to take reasonable steps to delegate responsibilities and oversee the delegation
of responsibilities to an appropriate individual. In addition to the individual conduct rules,
notified NEDs are subject to the senior management conduct rule requiring them to disclose
to the regulators any information of which they would reasonably expect notice.

Relevant individuals who fail to comply with a conduct rule, or who are knowingly
involved in a contravention by an authorised firm of any requirement imposed on it by or
under the FSMA, or FCA or PRA rules, may be fined or publicly censured, or both. Both
regulators have the power to discipline an approved senior manager who has breached a
conduct rule that it has issued, irrespective of whether it has approved the individual. Both
regulators also have the power to withdraw approval from individuals or to issue a general
or specific prohibition order prohibiting an approved person from carrying on any senior
management function, or both.

Reckless misconduct in the management of a bank

The Banking Reform Act introduced a new criminal offence that applies in respect of
misconduct by a senior manager that leads to the failure of a bank, building society or
PRA-authorised investment firm (‘financial institution’). The offence is relevant where —
upon the failure of a financial institution — it is established that an approved individual:

a made, or agreed to the making of, a decision by or on behalf of the bank or investment
firm as to the way in which the business of the financial institution, or another financial
institution in its group, was to be carried on, or that individual failed to take steps that
he or she could take to prevent such a decision being taken;

6 at the time of the decision, the individual was aware of a risk that the implementation
of the decision could cause the failure of the relevant (group) financial institution;

¢ in all the circumstances, the individual’s conduct in relation to making the decision fell
far below what could reasonably be expected of a person in that individual’s position;
and

d  the implementation of the decision caused the failure of the relevant (group) financial
institution.

The offence has been in force since 7 March 2016 and applies to any decision made on or
after that date that causes a financial institution to fail.
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IIT PRUDENTIAL REGULATION

i Regulatory capital

Many of the detailed rules regarding the application of prudential supervision by competent
authorities and in relation to regulatory capital adequacy are contained within the EU Capital
Requirements Regulation” (CRR) and the Capital Requirements Directive® (CRD), together
referred to as ‘CRD IV’ (for further information, see the European Union chapter). The CRR
is directly applicable in the United Kingdom and, accordingly, the PRA has not made rules
to implement its provisions, except in relation to certain discretions afforded. The CRD is an
EU directive and, as a consequence, requires implementation in the UK (this is due to take
place on a phased basis until 2019). It should be noted that in November 2016, the European
Commission published proposals for a directive and a regulation amending the CRD and the
CRR, commonly referred to as ‘CRD V’. If adopted in the UK in its current form, CRD V
would entail significant changes to the regulatory capital and liquidity requirements that
apply to UK banks.

Under the CRR, UK banks are required to hold capital in respect of credit risk, market
risk and operational risk. Credit risk is, broadly, the risk that a debtor will not repay a loan at
maturity or that a counterparty will not perform an obligation due to the bank. Market risk
measures the risk of a bank suffering losses as a result of changes in market prices where it has
invested in debt or equity securities, or in derivatives or physical commodities. Operational
risk is the risk of loss resulting from inadequate or failed internal processes, people and
systems or from external events.

The rules on market risk apply to trading activity where the bank’s purpose is to make
a profit, or avoid a loss, from short-term changes in market prices (i.e., proprietary trading).
Such trading positions constitute the banks ‘trading book’. A ‘building block’ approach
applies, whereby capital must be held against specific risks (e.g., position risk, counterparty
risk, foreign exchange risk, commodities risk and large exposures risk). Transactions giving
rise to more than one risk category may trigger several different capital charges. Banks can
(with PRA approval) use a market risk internal model to calculate their capital requirements
for market risk.

The credit risk capital charge will depend on the bank’s risk-weighted assets, calculated
using ecither the standardised approach or an ‘internal ratings-based approach’. The
standardised approach sets capital charges for exposure to particular classes of counterparty
(e.g., corporates, interbank, retail, residential mortgages), generally based on external credit
ratings. Internal ratings-based (IRB) approaches, which are based on internal models for
credit risk, can be used only if approval is given by the PRA. The PRA recognises two IRB
approaches: the foundation IRB and the advanced IRB. Under the foundation IRB, banks
are required to determine the probability of default of exposures; the other risk factors are
determined based on supervisory estimates, which are then fed into a formula to determine
the capital charge for such exposures. Under the advanced IRB, the bank determines all the
risk factors based on its own internal estimates.

7 Regulation (EU) No. 575/2013.
8 Directive 2013/36/EU.
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The PRA would typically require a new bank to use the standardised approach and,

if the bank can demonstrate to the PRA that it has sufficiently sophisticated risk-modelling
methods, the PRA may grant permission to apply an IRB approach (although, under the
CRD, this is not allowed within the first three years of the bank’s existence).

The PRA imposes restrictions on large exposures of banks and requires capital

deductions for funding arrangements (including loans and guarantees) entered into with

connected parties where those arrangements are of a capital nature.

ii

Types of capital

Under the CRR, bank regulatory capital is classified according to the scheme promulgated by

the Basel Committee on Banking Supervision. In summary:

a

UK banks are required under the CRR to hold base regulatory capital of at least 8 per
cent of risk-weighted assets plus additional capital in respect of various regulatory capital
buffers (including those deriving from CRD IV, which will be phased in during the
period to 1 January 2019). The capital buffers include the CRD IV combined capital
buffer (which is formed of a capital conservation buffer of 2.5 per cent of risk-weighted
assets, plus a countercyclical buffer that the Bank of England calibrates on advice
from the FPC), certain sector-specific capital buffers calibrated by the FPC, Pillar 2
capital buffers (which the PRA has split into Pillar 2A, a capital buffer to address risks
that are not adequately captured by the CRR capital requirements, and Pillar 2B, an
additional capital buffer to address risks to which the bank may become exposed over
a forward-looking planning horizon) and systemic capital buffers (reflecting the global
or domestic systemic importance of a bank). UK banks will, ultimately, be required to
hold regulatory capital of an amount that is significantly in excess of 10.5 per cent of
risk-weighted assets (being the 8 per cent base requirement plus the 2.5 per cent capital
conservation buffer).

The base capital requirement relating to the highest quality of capital (Common Equity
Tier 1 (CET1) capital, which is broadly ordinary share capital and reserves) is at least
4.5 per cent of risk-weighted assets. Banks are required to satisfy the regulatory capital
buffers referred to in (@) using CET1 capital and will, accordingly, need to maintain a
CET1 capital ratio significantly in excess of 4.5 per cent of risk-weighted assets. The
PRA has the power to restrict the payment of distributions (in the form of dividends
or staff bonuses) by UK banks unless this and certain other capital buffers are satisfied
(further details of these measures are set out in the European Union and International
Initiatives chapters).

Subject to specified limits, banks are permitted to hold other types of capital instrument
to satisfy their total capital requirement, with these instruments categorised as
Additional Tier 1 (broadly, perpetual subordinated debt instruments or preference shares
with no incentive to redeem and that will automatically be written down or converted
into CET1 upon the bank’s CET1 ratio falling below a specified level of at least 7 per
cent) and Tier 2 (broadly, subordinated debt instruments with an original maturity of at
least five years).
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4 Inaddition to the regulatory capital requirements under CRD IV, the Banking Reform
Actintroduced a framework for regulators to impose non-capital primary loss-absorbing
capacity requirements on ring-fenced banks and banks that are systemically important.
This requirement to hold additional loss-absorbing capacity, the amount of which is
calibrated according to the minimum requirement for own funds and eligible liabilities
(MREL) framework under the EU Bank Recovery and Resolution Directive (BRRD)’
and, for UK global systemically important banks (G-SIBs), the Financial Stability
Board’s total loss-absorbing capacity requirement (see subsection vii), will be fully
implemented by 1 January 2022.

iii ~ Group supervision

Regulatory capital requirements apply to individual banks on a stand-alone (solo) basis
and to their groups on a consolidated basis. The PRA also supervises banking groups on a
consolidated basis. The relevant requirements can be complex, but the basic principle is that
banking groups must hold prescribed minimum amounts of capital, on a group-wide basis,
to cover the risk-weighted assets and off-balance sheet liabilities of members of the group,
whether they are regulated or not.

Under the CRR, consolidated supervision generally applies at the level of the
highest parent undertaking incorporated in the European Economic Area (EEA) with its
subsidiary undertakings that are banks or investment firms or that carry on broadly defined
‘financial’ activities. Subsidiary undertakings are required to be consolidated in full, although
proportionate consolidation for non-wholly owned subsidiaries is permitted in certain
circumstances, subject to supervisory permission. Banking groups are permitted, subject to
the satisfaction of certain prescribed conditions and haircuts, to recognise on a consolidated
basis the minority interest that arises in respect of non-wholly owned subsidiaries that are
fully included within the consolidation. Participations are also included within the scope of
consolidated supervision on a proportionate basis. A ‘participation’ is presumed to be held
where there is a holding of 20 per cent or more of the share capital in another undertaking.

iv  Liquidity

The financial crisis demonstrated the importance of both capital and liquidity adequacy for
banks. In response to this, the Financial Services Authority (FSA) (as it then was) introduced
its own rules on liquidity with effect from December 2009. Recognising that imposing strict
new rules on liquidity in an unstable financial market could have had an adverse effect on
banks’ stability, the FSA rules imposed relatively low-level quantitative liquidity standards
that could be increased over a period of several years.

The CRR subsequently introduced a binding liquidity coverage ratio (LCR) in
the European Union; the new standards were phased in between 1 October 2015 and
1 January 2018.

The PRA’s liquidity adequacy regime broadly requires UK banks to be self-sufficient for
liquidity purposes: banks may only rely on other members of their group if they obtain a rule
modification from the PRA and comply with stringent requirements. The PRA is unlikely

9 Directive 2014/59/EU.

527
© 2018 Law Business Research Ltd



United Kingdom

to grant this modification to a UK bank that is seeking to rely on liquidity from non-UK
subsidiaries. The liquidity standards require banks to have adequate liquidity resources in
certain specified stressed scenarios.

The CRR also contemplates the introduction of a ‘net stable funding ratio’ (NSFR)
requirement, measuring liquidity over a longer period of time than the LCR. The European
Commission’s CRD V proposals include the implementation of a binding NSFR requirement.
It is intended that this should take effect from 1 January 2019, although it seems unlikely
that the proposals will be formally adopted until later that year.

v Leverage ratio

Given the number of systemically important banks in the UK and the relative size of the UK
banking system, the FPC directed the PRA in 2015 to introduce a leverage ratio in the UK
ahead of any internationally agreed standard. The PRA has implemented the FPC’s proposals
in relation to UK banks and building societies that have retail deposits equal to or greater
than £50 billion, which include a minimum leverage ratio requirement of 3.25 per cent; a
countercyclical leverage ratio buffer set at 35 per cent of the firm’s countercyclical buffer;
and for UK G-SIBs (and, from 2019, domestic systemically important banks (D-SIBs)), an
institution-specific supplementary leverage ratio buffer.

If implemented in its current form, CRD V will introduce a binding leverage ratio
requirement of 3 per cent of Tier 1 capital that firms must meet in addition to their risk-based
requirements. As with the ‘net stable funding ratio’ discussed above, this is not likely to apply
until at least 2019.

vi  Ring-fencing
The Banking Reform Act introduced the legal framework for the ‘ring-fencing’ of core banking
services that are critical to retail and small enterprise clients. This requirement will result in
the core deposit-taking business of UK banks being carried out through entities that are
legally and financially independent of other banking services that carry on various wholesale
or investment banking activities. Key details on the scope of the ring-fencing requirements
and the restrictions applying to ring-fenced entities are set out in a combination of relevant
secondary legislation'® and regulatory rules. Affected banks must organise themselves to
comply with the requirements by 1 January 2019 at the latest.

Broadly speaking, the ring-fencing requirements will apply to banks that carry out
the activity of accepting ‘core deposits’. For these purposes, ‘core deposits’ will include all
deposits except those:

a  madeby large organisations (undertakings that are not SMEs) and their group members;

b made by ‘relevant financial institutions’;

c made by certified, consenting high net worth individuals and closely related persons;
and

d  taken by branches of an affected UK bank outside the EEA.

10 The Financial Services and Markets Act 2000 (Ring-fenced Bodies and Core Activities) Order 2014
(ST 2014/1960) (as amended), the Financial Services and Markets Act 2000 (Excluded Activities and
Prohibitions) Order 2014 (SI 2014/2080) (as amended) and the Financial Services and Markets Act 2000
(Banking Reform) (Pensions) Regulations 2015 (SI 2015/547).
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Banks whose core deposits do not exceed £25 billion will be exempt from the ring-fencing
requirements. This threshold will be calculated taking into account all UK banks in a group.
Building societies, insurance firms, credit unions, cooperative societies, community benefit
societies and Northern Ireland industrial and provident societies will also be exempt.

Ring-fenced banks will be subject to significant restrictions on their banking activities,
including a prohibition (subject to exceptions) on exposures to ‘relevant financial institutions’
(e.g., non-ring-fenced banks, global systemically important insurers and investment firms)
and limitations on the types of financial products and services that ring-fenced banks may
provide. Ring-fenced banks will also be prohibited from having branches outside the EEA
and, subject to exceptions, participating interests (presumed to remain at a holding of 20 per
cent or more of issued share capital) in undertakings incorporated or formed under the law
of a jurisdiction outside the EEA.

A fundamental principle of the regime is that ring-fenced banks may not deal in
investments as principal, except where narrowly drawn exceptions apply relating to matters
including risk management, debt-for-equity swaps, securitisation of assets originated by the
ring-fenced bank, certain simple derivative products, security over shares or other investments
and entering into transactions with central banks.

The role of the PRA

The Banking Reform Act will amend the PRA’s statutory objectives under the FSMA to
include an objective of ensuring the ‘continuity of the provision in the United Kingdom of
core services when acting in relation to ring-fencing matters or ring-fenced bodies. These
‘core services’ are broader than the core activity of accepting deposits and extend to facilities
for making payments from, and overdrafts in connection with, deposit accounts.

The PRA rules on ring-fenced banks are designed to ensure that:

a core activities of ring-fenced banks are not adversely affected by other group members;
6 ring-fenced banks make commercially independent decisions;
¢ ring-fenced banks are not unduly reliant on resources from other group members that

would not be available if those members failed; and
d  ring-fenced banks are sufficiently resilient, including upon failure of a group member.

The Banking Reform Act also provides the PRA with new powers to require the restructuring
or break-up of a group that, in the PRA’s view, is failing to meet the ring-fencing objectives.

vii Recovery and resolution regime

The PRA requires UK banks to produce and maintain a recovery plan, describing actions that
could be taken by the bank to ensure the continuity of all or part of its (or of a group member’s)
business in prescribed stress scenarios; and a resolution pack containing information and
analysis that would assist the regulator with any action it needs to take in the event that the
bank is likely to, or does in fact, fail. The PRA has issued supervisory statements prescribing
the information and analysis that must be set out in recovery plans and resolution packs,
which take into account the requirements of the BRRD.

The Banking Act 2009 introduced a ‘special resolution regime’ for UK banks, which is
intended to facilitate the orderly ‘resolution’ of banks in financial difficulties. The Banking
Act 2009 also established two new insolvency proceedings for banks that are available in
respect of failed banks or residual parts of banks that are in wind-down (referred to as the
‘modified insolvency processes). ‘Failure” for these purposes includes insolvency, bankruptcy
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or administration of the bank concerned or the exercise of resolution powers under Part I
of the Banking Act 2009 (the latter are referred to as ‘the stabilisation options’) in relation
to that bank. The ‘stabilisation options’ comprise methods for addressing the situation if a
bank has encountered or is likely to encounter financial difficulties and can be summarised as
(1) the transfer of all or part of the business of the bank to a private sector purchaser, a ‘bridge
bank’ wholly owned by the Bank of England or an asset management vehicle; (2) the ‘bail-in’
option (see below); and (3) taking the bank into temporary public ownership.

Exercise of the stabilisation options is subject to certain strict conditions prescribed
under the Banking Act 2009. The PRA (having consulted with the Bank of England) must be
satisfied that the relevant bank is failing, or is likely to fail, and the Bank of England (having
consulted with HM Treasury, the PRA and the FCA) must be satisfied that, having regard
to timing and other relevant circumstances, it is not reasonably likely that (aside from the
stabilisation options) actions will be taken by or in respect of the bank that will enable the
bank to cease to be failing or likely to fail. The Bank of England must have regard to certain
‘special resolution objectives’ and must be satisfied that the stabilisation option is necessary
having regard to the public interest in the advancement of one or more of these objectives;
and that one or more of the objectives would not be met to the same extent by the winding
up of the bank. Each stabilisation option is subject to additional specific controls to ensure
it is used only where the relevant authority considers it necessary having regard to relevant
circumstances, such as the public interest in the stability of the UK financial system.

The Banking Reform Act amended the Banking Act 2009 to introduce bail-in as a
stabilisation option, which came into effect on 1 January 2015. Broadly speaking, the bail-in
tool enables the Bank of England, during a stabilisation period of a failing bank, to impose
losses on shareholders and, subject to limited exceptions, unsecured creditors of a bank as if
that bank were insolvent, through write-down or conversion into different forms of liability
(e.g., equity). The bail-in tool, as implemented, is intended to reflect the powers required
under the BRRD and its use would be subject to a ‘no creditor worse off principle’ (i.c.,
affected creditors must not be left worse off under bail-in than they would otherwise have
been under ordinary insolvency proceedings).

Certain liabilities (such as deposits protected under the Financial Services Compensation
Scheme (FSCS), the UK deposit guarantee scheme) are excluded from the scope of the
bail-in tool.

As the UK resolution authority under the BRRD, the Bank of England is also required
to set the MREL for UK banks, building societies and investment firms within the scope of
the BRRD. The MREL supports the bail-in tool and is intended to ensure that firms within
the scope of the BRRD have sufficient own funds and other eligible liabilities to facilitate
the effective application of bail-in on resolution. The Bank of England sets the MREL on an
institution-specific basis and according to the preferred resolution strategy applicable to that
institution. For UK G-SIBs, the Bank of England also sets MREL as necessary to implement
the Financial Stability Board’s total loss-absorbing capacity (TLAC) standard.

Institutions that have adopted a modified insolvency process as their preferred resolution
strategy will be required to meet an MREL equal to their regulatory capital requirements;
no separate requirement will apply. For institutions that have adopted the bail-in or partial
transfer resolution strategies, the Bank of England intends to phase in the MREL requirement
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from 1 January 2020 (1 January 2019 for G-SIBs with a resolution entity incorporated in the

UK) and currently expects that such institutions will be required to meet an end-state MREL

from 1 January 2022, as follows:

a From 1 January 2019, G-SIBs with a resolution entity incorporated in the UK will be
required to meet an MREL equal to the TLAC standard, being the higher of 16 per
cent of risk weighted assets or 6 per cent of leverage exposures.

4 From 1 January 2020, G-SIBs and D-SIBs with a resolution entity incorporated in the
UK will be required to meet an MREL equal to the higher of (1) two times their Pillar
1 capital requirement plus their Pillar 2A capital requirement, or (2) two times the
leverage requirement (to the extent applicable). Other institutions subject to bail-in or
partial transfer resolution strategies will be required to meet an MREL of 18 per cent
of their risk-weighted assets.

¢ From 1 January 2022, institutions that have adopted the bail-in or partial transfer
resolution strategies will be subject to an MREL equivalent to the higher of (1) two
times their regulatory capital requirement (plus any relevant buffers), (2) two times
the leverage requirement (to the extent applicable), or (3) in the case of G-SIBs only,
6.75 per cent of leverage exposures.

The Bank of England intends to review its calibration of MREL by the end of 2020 before
setting the end-state MRELs that will apply to institutions from 1 January 2022.

The Bank of England has also recently consulted on its proposed approach to setting
MREL within groups (internal MREL). Under the proposals, the Bank of England would
calibrate internal MREL for a material subsidiary at 75 to 90 per cent of the external MREL,
which would apply to that entity if it were itself a UK resolution entity. The Bank of England
has stated that it intends to consult further on this issue once there is greater clarity on the
CRD V package of reforms.

viii FSCS
Certain deposits held at UK-authorised banks are covered by the FSCS. The FSCS is managed
and administered by the Financial Services Compensation Scheme Limited, a limited
company established under the FSMA. This body is accountable to the PRA and the FCA for
the effective operation of the FSCS, but is independent from those regulators. Pursuant to the
FSMA, the PRA and the FCA are jointly responsible for ensuring that the FSCS is capable of
discharging its functions.

The FSCS, which is funded by levies on regulated firms imposed on different sectors
(and is therefore free to consumers), protects certain retail deposits (primarily those of
private individuals and small businesses), and claims relating to certain investment products
and certain types of insurance policies. The maximum current level of protection for bank
deposits is £85,000 per depositor in respect of all the depositor’s accounts held at a bank.

Deposits protected by the FSCS are regarded as ‘preferential debts’ in the event of a UK
bank’s insolvency and therefore rank ahead of the claims of most other unsecured creditors.
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IV CONDUCT OF BUSINESS

The FCA is responsible for conduct of business regulation and supervision of banks in the
United Kingdom. There are certain overarching legal and regulatory principles that UK banks
must consider in the conduct of their business, such as the FCA’s Principles for Businesses,
which include a principle that firms must treat their customers fairly (the TCF principle).
The TCF principle applies to services provided to retail and professional clients, although it
is recognised that these client types require different levels of protection, and extends beyond
the direct treatment of those customers to all the activities of regulated firms that affect
customer outcomes.

UK banks must also be aware that UK consumer protection legislation will render
certain unfair or unreasonable terms in consumer and certain other contracts as void or
unenforceable. There are also restrictions in the FCA’s rules that effectively prevent regulated
firms from seeking to exclude or restrict, or to rely on any exclusion or restriction of, certain
duties or liabilities that they may otherwise have to customers.

Further, the FCA’s Banking Conduct of Business Sourcebook contains a set of reasonably
high-level FCA rules that apply in relation to deposit-taking activities, and relate to matters
such as communications with customers, financial promotions, post-sale requirements and
cancellation rights in relation to banking products.

The Financial Ombudsman Service operates an independent alternative dispute
resolution service for certain customers of PRA and FCA authorised firms.

i Mortgage regulation
The Mortgage and Home Finance Conduct of Business Sourcebook (MCOB) contains
FCA rules in respect of activities associated with regulated mortgage contracts. These rules
apply to banks and other entities that carry on regulated activities associated with mortgages,
including entering into regulated mortgage contracts as lender, and administering, arranging
and advising on such contracts. A regulated mortgage contract is, broadly, a loan secured by a
mortgage on land in the EEA where at least 40 per cent of that land is used, or intended to be
used, as or in connection with a dwelling by the borrower where the borrower is an individual
or a trustee (‘regulated mortgage contracts’). MCOB sets out regulatory requirements
relating to (among others) advising and selling standards, disclosure obligations (both at the
pre-application and offer stages of the negotiation of a regulated mortgage contract), arrears
and repossessions, and equity release products.

The EU Mortgage Credit Directive'! was implemented in the United Kingdom on
21 March 2016. This moved the regulation of second charge mortgages from the FCA’s
consumer credit regime to its regulated mortgage regime (bringing second charge mortgages
within the scope of the provisions in MCOB) and granted the FCA additional supervisory
powers in respect of certain categories of buy-to-let mortgages.

ii  Consumer credit
The FCA has been responsible for the regulation of consumer credit activities since
1 April 2014, when it assumed this role from the (now defunct) Office of Fair Trading. The

regulatory framework is complex and is split between requirements of the Consumer Credit
Act 1974 (as amended) (CCA) and the FCA’s own consumer credit rules. As a result of the

11 Directive 2014/17/EU.
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transfer of regulatory responsibility to the FCA, activities regulated under the CCA (which
include consumer lending, credit brokerage and debt collection) are now regulated activities
under the FSMA. Firms carrying out consumer credit activities are subject to various parts of
the FCA Handbook (such as the FCA’s Principles for Businesses). During the coming year,
the FCA is due to review the conduct requirements under the retained provisions of the CCA
and adopt rule-based alternatives where possible.

iii Investment business

The performance of investment business in the United Kingdom is a regulated activity
under the FSMA. ‘Investment business, in this context, includes activities such as dealing
in investments (both as principal and as agent), managing investments and providing
investment advice. If a bank, or another entity within its group, intends to carry on these
regulated activities, it must be appropriately authorised by the FCA or PRA (as applicable).
These activities are subject to their own detailed conduct of business rules, including the rules
in the Conduct of Business Sourcebook and the Principles for Businesses referred to above.

The provision of various investment services and activities in relation to certain financial
instruments also falls under the ambit of the EU MiFID II regime, which came into force
on 3 January 2018. The MiFID II regime has been implemented in the United Kingdom
through various legislation and rules of the PRA and FCA. The regime imposes various
additional organisational and conduct of business requirements on investment firms. (For
more information about MiFID 1I, see the European Union chapter.)

iv. Payment services

The revised EU Payment Services Directive'? (PSD2), which came into effect on
13 January 2018, has been implemented in the United Kingdom by the Payment Services
Regulations 2017 (PSRs).

PSD2 has widened the scope of the previous Payment Services Directive, in part to
address the significant technological developments in retail payment services, but also to
increase competition by creating a regulatory framework for the provision of new types of
payment service, such as account information services and payment initiation services. (For
more information, see Section VIII.)

The PSRs set out an authorisation and prudential supervisory regime for payment
service providers that are not banks, building societies or e-money issuers (each of which
are required to be authorised under separate legislation); these businesses are known as
‘authorised payment institutions’ or ‘authorised PIs’, and are able to passport their payment
services to other EEA Member States. The FCA is the ‘competent authority’ for the conduct
of business aspects of the PSRs in relation to all payment service providers (including banks),
and for the prudential aspects of the PSRs in relation to authorised payment institutions.

12 Directive 2015/2366/EU.
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V  FUNDING

UK banks raise funding from a number of different sources. In addition to deposits, interbank
lending and wholesale funding, receipts from securitisations are gradually becoming more
important as the securitisation market continues to recover.

The ability of UK banks to rely on sources of funding from within their group to meet
liquidity requirements is limited under the PRA rules, as noted in Section III.

The Bank of England also makes available certain liquidity facilities to UK banks, in
particular through its discount window facilities and open market operations.

VI CONTROL OF BANKS AND TRANSFERS OF BANKING BUSINESS

i Acquisitions of control: the FSMA regime
Outline of the UK regime

Under the UK change in control framework, which is set out under the FSMA and reflects
requirements originally introduced through the EU Acquisitions Directive’ (and now set
out in CRD and other sectoral directives), any person who decides to acquire or increase
control of a UK-authorised person must first obtain the approval of the appropriate regulator
(i.e., for banks, the PRA).

Where the PRA is the appropriate regulator, it is required to consult the FCA before
finalising its determination in respect of the change of control, and the FCA is permitted
to make representations to the PRA in respect of matters including the suitability of the
proposed controller and the financial soundness of the acquisition; the likely influence that
the proposed controller would have on the UK-authorised person; and whether there are
reasonable grounds to suspect, or suspect an increased risk of, money laundering or terrorist
financing in relation to the proposed change in control.

The PRA has an ‘assessment period’ of 60 working days to make its determination,
commencing on the date on which it acknowledges receipt of a complete change in control
application. The PRA may, no later than the 50th working day of the assessment period,
request further information to complete its assessment and can interrupt the assessment
period once for up to 20 working days while this information is provided (30 working days
if the notice-giver is situated or regulated outside the EEA, or is not subject to supervision
under certain EU financial services directives). The process can be completed well within the
maximum time allowed, but it can never be assumed that this will be possible.

Completion of such an acquisition without prior approval from the appropriate
regulator is a criminal offence and may result in the acquirer’s shareholding rights being
restricted or a court ordering the sale of the shares.

An existing controller of a UK-authorised person that decides to reduce its control over
that person is required to give notice of that intention to the appropriate regulator (although
no formal consent is required for such a reduction).

Every UK bank is required to take reasonable steps to keep itself informed about the
identity of its controllers and to notify the PRA as soon as it becomes aware that any person
has decided to acquire control or to increase or reduce control of the bank.

13 Directive 2007/44/EC (no longer in force).
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Meaning of ‘control’

The term ‘control’ is broadly defined, such that a person (A) will have ‘control’” over a UK
bank (B) for the purposes of the regime if A holds 10 per cent or more of the shares or voting
power in B or a parent undertaking (P) of B; or holds shares or voting power in B or P as a
result of which A is able to exercise significant influence over the management of B.

A will be treated as increasing its control over B, and requiring further approval from
the PRA (or the FCA, as appropriate), if the level of shareholding or voting power in B or P,
as the case may be, increases through any threshold step. In addition to 10 per cent, threshold
steps occur at 20, 30 and 50 per cent and upon becoming a parent undertaking.'*

For these purposes, a controller’s (or proposed controller’s) shareholdings or voting
power are aggregated with those of any person with whom it is ‘acting in concert’. There
is no statutory definition of ‘acting in concert for these purposes, although the European
Union and the United Kingdom have issued guidance indicating, broadly, that persons will
be acting in concert when each of them decides to exercise his or her rights linked to shares
acquired in accordance with an explicit or implicit agreement made between them.

The UK regulatory approach to change in control of a bank

The PRA’s assessment of a change in control application must take into account the suitability
of the acquirer and the financial soundness of the acquisition to ensure the sound and prudent
management of the UK bank. The assessment should have regard to the likely influence that
the acquirer will have on the UK bank, but must disregard the economic needs of the market.

The PRA may object to an acquisition of a bank only if there are reasonable grounds for
doing so on the basis of prescribed assessment criteria or if the information provided by the
applicant is incomplete. Broadly speaking, the assessment criteria include:

a  the reputation and experience of the acquirer and persons who effectively run the
business of the acquirer;

4 the financial soundness of the acquirer;

¢ the expected ability of the UK-authorised person to comply with prudential requirements

following the acquisition of control;

d  whether the acquisition could adversely affect the PRA’s ability to perform effective
supervision of the UK-authorised person; and

e whether there are reasonable grounds to suspect financial crime.

The PRA may impose conditions on its approval where it would otherwise object to the
acquisition, but may not impose conditions requiring a particular level of holding to be
acquired. The FCA can, where it has reasonable grounds to suspect financial crime, direct
the PRA to object to an acquisition of control, or not to approve an application for the
acquisition of control unless it does so subject to conditions that the FCA specified.

14 Certain shareholdings may be disregarded to a specified extent, including those held by a UCITS
management company (or its parent), a custodian or its nominee or, subject to certain conditions, an

underwriter of a securities offering (in each case acting in its capacity as such).

535
© 2018 Law Business Research Ltd



United Kingdom

ii Transfers of banking business

Itis possible to transfer a banking business in the United Kingdom by way of a court-sanctioned
banking business transfer scheme under Part VII of the FSMA (Part VII transfer). This does
not, however, prevent the use of other mechanisms for the transfer or assumption of assets and
liabilities relating to banking businesses by other means, such as assignments or novations.

Part VII transfers

A Part VII transfer of banking business, referred to as a ‘banking business transfer scheme’
in Part VII of the FSMA is, broadly speaking, a scheme whereby the whole or part of the
business carried on by a UK bank is transferred to another entity and where the whole or part
of the transferred business includes deposits.

In relation to the second condition, deposits must form an integral part of the business
to be transferred under a banking business transfer scheme but need not be the sole or
predominant business carried on.

A banking business transfer scheme takes effect without the consent of the depositors
or other counterparties, although any person who alleges that he or she would be adversely
affected by the carrying out of the scheme may be heard in the court proceedings required
to sanction the scheme. The court may require assurance that those persons have been fairly
treated. Both the PRA and the FCA are entitled to be heard in the proceedings.

Implementation procedure

A prescribed procedure exists for the implementation of Part VII transfers. This can be

summarised as follows:

a High Court application: an application to the Court can be made by the transferor, the
transferee or both. The court procedure involves two hearings;

6 preliminary hearing: the Court is requested to grant a preliminary order sanctioning
the publication of notices (see below) and setting a date for the final hearing. Once
this order is granted, notices (approved by the PRA) regarding the scheme must be
published in the London, Edinburgh and Belfast Gazettes, as well as in two national
newspapers in the United Kingdom;

c scheme document: the terms of the Part VII transfer are documented in a scheme
document, which must be lodged in support of the application to the Court. The
scheme document must include specific details of the transfer and provisions regarding
particular categories of asset or liability being transferred;

d  scheme statement: a statement explaining and setting out the terms of the scheme
document must be prepared and be given free of charge to anyone who requests it.
A copy of the court application and the statement must be provided to the PRA, which
will share the documents with the FCA;

e regulatory approval: although not a legal requirement, as a practical matter the approval
(or confirmation of no objection) of both the PRA and the FCA should be sought
before the final hearing; and

f  final hearing: the Court is requested to sanction the scheme at the final hearing. Any
person who alleges that he or she would be adversely affected by the carrying out of the
scheme has the right to object. If the Court is so minded, the scheme will be sanctioned
by a final court order. The PRA and the FCA have the right to attend the final hearing,
and representatives from at least one of them would usually be expected to do so.
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The Court may sanction the scheme if:

a the PRA certifies that the transferee possesses (or will possess before the Part VII transfer
takes effect) adequate financial resources, taking the Part VII transfer into account;

6 the transferee has the necessary authorisation to carry on the business being transferred
in the United Kingdom;

¢ at least 21 days have elapsed since the PRA was given copies of the application and the

statement; and
d  the Court is satisfied that, in all the circumstances of the case, it is appropriate to
sanction the Part VII transfer.

The Court has wide-ranging powers to make the scheme effective, including providing for the
transfer to the transferee of the whole or any part of the undertaking concerned, and of any
right, property or liability of the transferor (whether the transferor has the capacity to effect
the transfer in question or not). If any property or liability included in the order is governed
by the law of a country or territory outside the United Kingdom, the final court order may
require the transferor, if the transferee so requires, to take all necessary steps for securing
that the transfer of that property or liability is fully effective under the law of that country
or territory. The Part VII transfer takes effect as provided in the scheme document, and this
normally happens shortly after the final court order is made.

Ring-fencing transfer schemes

The Banking Reform Act amended the FSMA to introduce a modified version of the banking
business transfer scheme specifically for ring-fencing purposes, referred to as a ‘ring-fencing
transfer scheme’. Broadly, a scheme carried out by a UK banking group will be a ring-fencing
transfer scheme where:

a the whole or part of the business to be transferred is carried on by a UK authorised
person, or by a ‘qualifying body’ (a body incorporated in the United Kingdom that is
in the group of a UK authorised person but that is not itself authorised); and

6 the purpose of the scheme is either to enable the person transferring the business, or
the person to whom it is transferred, to carry on ‘core activities’ in compliance with the
FSMA and the PRA’s ring-fencing rules; or to assist in the corporate restructuring of a
group, which includes the transferor or the transferee, to enable one or more members
of the group to become ring-fenced banks, while one or more other members of the
group remain as non-ring-fenced banks.

Ring-fencing transfer schemes do not require the transfer of deposit-taking business.
Accordingly, a ring-fencing transfer scheme could be used, for example, to transfer activities
that cannot legally be carried on by a ring-fenced bank (e.g., certain derivatives or traded
commodities positions) to a third party.

Ring-fencing transfer schemes require additional administrative steps to banking business
transfer schemes, including a requirement for a report from an independent expert whom
the PRA must approve as having the necessary skills to provide a report on the scheme. The
purpose of the report is to set out whether persons other than the transferor are likely to be
adversely affected by the scheme, and if so, whether the adverse effect is likely to be greater
than reasonably necessary to achieve the purpose of the scheme.
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A court application relating to a ring-fencing transfer scheme may be made only with
the consent of the PRA and the PRA must have regard to the scheme report when deciding
whether to give consent.

VII REMUNERATION

On 1 July 2015, the FCA and the PRA introduced five new remuneration codes primarily
aimed at strengthening the alignment of long-term risk and reward. The new remuneration
codes apply to more than 3,000 banks, building societies and investment firms in the United
Kingdom. Banks are subject to two of these codes, namely the PRAs CRR Remuneration
Code and the FCA’s Dual-Regulated Firms Remuneration Code. These are supplemented by
guidance and opinions from the PRA and the FCA and, since 1 January 2017, guidelines
issued by the European Banking Authority (EBA) under CRD IV. The provisions of the
two remuneration codes affect certain senior and risk-taking individuals in UK banks, staff
engaged in control functions, and those earning in the same remuneration bracket as senior
management and risk-takers. In addition, UK banks are required to apply the provisions of
the remuneration codes to their subsidiaries and other members of their consolidation group,
including such entities that are established in countries or territories outside the EEA.

A central focus of the remuneration codes is the amount and nature of variable
remuneration payments, such as bonuses. In general, firms must have a clear distinction
between their criteria for setting basic fixed remuneration (which should reflect relevant
experience and responsibility) and variable remuneration (defined as remuneration reflecting a
‘sustainable and risk-adjusted performance as well as performance in excess of that required to
fulfil the employee’s job description as part of the terms of employment’). The EBA’s guidelines
emphasise that fixed pay should provide a stable source of income whereas variable pay should
incentivise prudent risk-taking and sound risk management.

'The rules provide, inter alia, that:

a guaranteed variable remuneration is not consistent with sound risk management and is
accordingly prohibited, except in exceptional circumstances when hiring new staff, and
should not be part of prospective remuneration plans;

6 the variable remuneration component must not exceed 100 per cent of the fixed
component (i.e., the ratio is capped at 1:1) unless shareholder approval above a
prescribed threshold is given to extend it. This approval may not extend the ratio
above 2:1;

¢ a discount rate (up to 25 per cent) may be applied to total variable remuneration,
provided that it is paid in instruments that are deferred for a period of not less than
five years;

d  at least 50 per cent of variable remuneration must consist of shares or equivalent
interests in the relevant firm or (where appropriate) capital instruments that reflect that
firm’s credit quality;

e at least 40 per cent of variable remuneration must be deferred for between three and
five years, rising to 60 per cent if the variable remuneration exceeds £500,000 or is paid
to a director;
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f  the proportion of variable remuneration to be paid in shares or equivalent instruments
mentioned above applies to both the deferred and non-deferred aspects of variable
remuneration; and

g the variable remuneration component must be subject to malus or clawback
arrangements, which must cover specific criteria for application (such as a failure to
meet appropriate standards of fitness and propriety).

These rules will not generally apply, however, if an individual’s variable remuneration is
33 per cent or less of his or her total remuneration and his or her total remuneration is not
more than £500,000.

Additional remuneration rules apply in relation to senior managers, including a
mandatory deferral of bonus payments for at least seven years (for senior managers), five
years (for risk managers) or three years (for other material risk-takers). The clawback period
for bonuses paid to senior managers can also be extended to 10 years if, at the end of the
seven-year period, there are outstanding investigations that could lead to clawback.

The banks board of directors must adopt and periodically review the bank’s
remuneration policy, and is responsible for its implementation. The remuneration policy
should be subject to central and independent internal review for compliance. A bank that
is ‘significant in terms of its size, internal organisation or activities’ (essentially, all large UK
banks and investment firms that engage in proprietary trading) must establish a remuneration
committee for this purpose.

Certain smaller banks, building societies and investment firms are not subject to the
full range of restrictions in the remuneration codes; for example, smaller investment firms
and asset managers may disapply the requirement to maintain ratios between fixed and
variable remuneration.

In the event of a breach of the remuneration codes, the PRA or the FCA, or both,
may (depending on the provision breached) prohibit a firm from remunerating its staff in a
certain way; make void any provision of an agreement that contravenes such a prohibition;
and provide for the recovery of payments made, or property transferred, in pursuance of such
a void provision.

VIII THE YEAR IN REVIEW

The regulatory agenda for the past year has been dominated by two now-familiar themes:
regulatory change and Brexit. The former continues to preoccupy UK banks and their
advisers as the United Kingdom moves towards its anticipated departure from the European
Union in March 2019 without any clear view of the settlement that might emerge or the
regulatory framework that lies ahead. The latter has seen banks and their groups, but also UK
and EU regulators, implement the requirements of new and incoming EU legislation, with a
particular focus on the MiFID II package of reforms.

i Brexit

While the date for the UK’s departure from the European Union is now expected to be
29 March 2019 (subject to any possible transitional period), this has brought little certainty
to the Brexit process. The implications for the banking sector remain unclear, while it is
impossible to predict precisely what regulatory framework will apply to UK banks in the
medium to long term following Brexit.
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At the time of writing, the European Union (Withdrawal) Bill (EU Withdrawal Bill)
had completed its passage through the House of Commons and moved to the House of
Lords, which is expected to conclude its consideration of the Bill by May 2018. If adopted
in its current form, the EU Withdrawal Bill would repeal the European Communities Act
1972, meaning that EU law would no longer have supremacy over domestic law from the
date of the UK’s departure from the European Union. The Bill would, however, preserve all
pre-existing EU-derived domestic legislation, directly applicable EU legislation and certain
directly effective EU rights and obligations in UK law. In principle, therefore, the regulatory
regime that applies to UK banks immediately following Brexit should be identical to that
in effect immediately prior to the UK’s departure from the European Union. In practice,
however, there are a number of practical and legal obstacles to achieving this and a number
of policy decisions to be made.

Another key area of uncertainty is the continued application of so-called ‘passporting’
rights under CRD IV, MiFID II and other sectoral EU directives post-Brexit. These rights
currently permit UK banks to provide cross-border services or establish branches in EU
Member States without the need for separate authorisation there (and vice versa). At the time
of writing in March 2018, no position had yet been reached on the continued application
of passporting rights to UK banks post-Brexit, although recent announcements from both
sides of the negotiations, as well as UK and EU regulators, suggest that UK banks should
assume that they will lose the benefit of such rights post-Brexit, subject to any agreed
transitional period.

As a result, many UK banks and other financial institutions are now moving to
implement contingency plans designed to mitigate the effects of an anticipated ‘hard’ Brexit,
in which they will lose passporting rights entirely. These plans focus on the design of new
operating and booking models for EU business and in many cases include the incorporation
of EU subsidiaries or upsizing of existing EU operations.

While a settlement on financial services should be a key priority for the United Kingdom
in its negotiations with the European Union, there is as yet little evidence that the issue is being
addressed with the urgency it deserves. Ultimately, the importance of financial services to the
UK economy, and the benefits that will accrue to EU Member States that can successfully
lure some of that business away from the UK, means that any final settlement will be highly
political and is therefore likely to be contingent on agreement in other key areas.

ii ~ Regulatory change

With an array of EU financial services legislation taking effect in January 2018, regulatory
change remained a key area of focus for UK banks in 2017. Most notably, banks have been
rushing to prepare for and adjust to the implementation of the MiFID II regime, which
took effect on 3 January 2018. At the time of writing in March 2018, many banks and other
financial services firms were yet to implement the requirements of the new regime in full.
While the FCA has to date adopted a pragmatic and somewhat sympathetic approach to
this, acknowledging in part the inadequacy of preparations at EU level, it is likely that the
regulator’s approach will harden as the new requirements settle. It is therefore likely that there
will be increased supervisory and enforcement activity in this area during 2018.
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More generally, the introduction of MiFID II requirements relating to pre- and
post-trade transparency, conduct of business and over-the-counter trading in financial
instruments are likely to have a significant impact on UK banks, particularly those with large
trading operations. (For further details on the changes introduced by the MiFID II regime,
see the European Union chapter.)

UK banks have also been grappling with the implementation of the EU Benchmarks
Regulation® and PSD2, both of which came into force in January 2018. Looking forward,
the EU General Data Protection Regulation,'® which comes into force in May 2018, remains
a key focus for UK banks and their groups. PSD2 is also considered in more detail below.

iii ~ Ring-fencing regime

Banking groups subject to the ring-fencing regime have now moved into the implementation
phase of their ring-fencing plans and the relevant changes are due to take effect before the
implementation deadline of 1 January 2019.

iv  Innovation

Whether driven by new regulation or by market forces, UK banks are under considerable
business and regulatory pressure to innovate in their provision of services to customers.

PSD2, implemented in the United Kingdom by the PSRs, creates two new payment
services: account information services (whereby a payment service provider accesses customer
data relating to a payment account held with another payment service provider and displays it
to the customer in a consolidated form); and payment initiation services (whereby a payment
service provider allows a customer to initiate payments drawn on an account held with
another payment service provider). This, with the CMA’s Open Banking standard (described
in more detail below), is spurring innovation in the sector, with a raft of new firms emerging
to take advantage of the opportunities created by the changes.

Despite these changes, and the growing number of challenger banks and innovative
financial technology companies that have emerged in the UK in recent years, new market
entrants are yet to have a truly disruptive effect on the UK banking market. UK banks
are nevertheless having to adapt to an increasingly innovative and agile marketplace and to
customers who are increasingly engaged with their personal finances.

Perhaps for that reason, the FCA and the PRA continue to be enthusiastic about the
potential for innovation in the sector. The FCA, in particular, has recognised the benefit
of new technologies in overcoming regulatory challenges in financial services, while
its regulatory ‘sandbox’, which allows firms to test innovative products and services in a
controlled environment, remains the most advanced programme of its kind in the European
Union, if not globally, having now accepted three cohorts of firms.

v Remuneration

The issue of bankers’ remuneration, and in particular bankers” bonuses, has been a politically
charged issue in recent years.

15 Regulation (EU) 2016/1011.
16 Regulation (EU) 2016/679.
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As the regulatory emphasis shifts towards the accountability of senior management
for conduct and culture, senior managers at UK banks will increasingly be at risk of bonus
cancellations and clawback claims. Prior to this, banks may have been reluctant to seek to
recover the bonuses of employees who have been dismissed. However, the new rules mean
that banks will be under greater regulatory and reputational pressure to claw back bonuses
than previously.

vi  Conduct investigations

The impetus for banking reform in recent years has been fuelled by a number of controversies
affecting the banking sector.

The criminal trial of six individuals accused of manipulating EURIBOR continues,
with the defendants pleading not guilty plea in February 2017.

In March 2017, the FCA published final rules and guidance on the handling of
payment protection insurance (PPI) complaints. Among other things, the final rules impose
a deadline of 29 August 2019 on consumer complaints relating to PPI policies sold before
29 August 2017. The FCA has now launched a communications campaign designed to
inform consumers of this deadline. While the deadline is intended to draw a line under the
PPI scandal, it may cause a short-term increase in complaints or otherwise require banks to
revise their estimated PPI losses.

vii Competition

The FCA has in recent years initiated a number of market studies in the financial services
sector. In October 2016, it published the final findings of a market study in the investment
and corporate banking sector identifying possible conflicts of interest in that sector as well
as competition issues relating to the transparency of information and the bundling or
cross-selling of services. The FCA subsequently updated its conduct of business rules to
include restrictions on the use of clauses that restrict a client’s choice of future providers of
primary market services (defined as debt capital market services, equity capital market services
and merger and acquisition services). The amended rules came into force on 3 January 2018,
and will ultimately affect how investment banks price their services and draft certain of their
customer engagement terms.

The CMA completed a market investigation into the retail banking sector in the United
Kingdom in August 2016. The final report identified features of the relevant markets that are
having an adverse effect on competition in the retail banking sector and, in February 2017, the
CMA published an order implementing certain remedies intended to address these adverse
effects. This included the development and implementation of the ‘Open Banking’ standard,
which requires the nine largest banks in the UK to develop an application programming
interface to allow read/write access to bank account data.
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VIII OUTLOOK AND CONCLUSIONS

The continuing reform of the financial regulatory framework through the phased
implementation of various reform initiatives will continue to present challenges for regulated
firms, and particularly banks, in the United Kingdom. Banks are required to understand and
comply with the rules of a more fragmented and ever-evolving regulatory regime. They are
likely to find challenges in the interventionist role played by the PRA in its close scrutiny of
banks’ systems, controls and governance, and by the FCA as it strives to intervene at an earlier
stage in product life cycles to prevent and combat perceived consumer detriment.

Given this supervisory environment, and taking into account the focus of the largest
UK banking groups on ring-fencing reorganisations, the extent of mergers and acquisitions
involving or creating systemically important UK banking groups is likely to be limited.
When these banking groups are involved in mergers or acquisitions, it is to be expected
that regulators will require compelling evidence that adequate due diligence has been carried
out, and will apply close scrutiny to the proposed arrangements. Together with competition
concerns, these points are likely to have an all-but-fatal effect on any immediate prospects
for major domestic consolidation or acquisition activity in the UK banking sector. Indeed,
recent government policy has been directed at encouraging competition from new market
entrants and ‘challenger banks’.

While Brexit remains the most significant development likely to shape the UK banking
sector in future years, the implementation of the ring-fencing requirements for the largest
UK retail banking groups will also have a substantial impact on the sector. The intense
focus and debate on the design and implementation of the ring-fencing regime has died
down, however, as banks move towards the implementation of their proposals for legal and
operating structures under the new regime. The ring-fencing regime nevertheless presents a
fundamental challenge to the universal banking model, and it is not yet clear what effect this
may have on the competitiveness of the UK banking groups to which the regime will apply.

During the coming year, all this will develop against the backdrop of perennial banking
sector issues, including the remuneration paid to senior bankers. There seems little prospect
of the banking sector stepping out of the political and media spotlight in the near future.
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