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As another year begins, compliance professionals might be forgiven for thinking it is Groundhog Day. 2013 was due to be 
the year of change management, with the expectation that alongside the implementation of a raft of post-financial crisis 
rules, a return to work resembling “business as usual” would be possible. this has not been the case. compliance staff 
still operate in a changing environment, where political pressures and cultural inertia mean it is hard to pause for breath. 

2014 will still be a year of implementation in a world that in some respects has not changed much since 2007. regulators 
promised stricter scrutiny of conduct and governance, but the bad behavior that politicians have tried to stamp out is 
still all-too prevalent, as evidenced by a slew of mis-selling cases and inappropriate conduct by senior bankers, much of 
which has occurred post-crisis.

A number of serious challenges will have to be tackled in 2014. they range from the international reach of the 
u.S. Foreign Account tax compliance Act, the Volcker rule and cross-border derivatives regulations, to the minute 
complexities of the european market infrastructure regulation. of the latter, compliance officers might muse on former 
British Prime minister lord Palmerston’s thoughts during a 19th century diplomatic crisis. “only three people ... have ever 
really understood the Schleswig-holstein business: the Prince consort, who is dead; a German professor, who has gone 
mad; and i, who have forgotten all about it.”

At least in europe there has been agreement on the revised markets in Financial instruments Directive: a three-way 
deal between the european commission, european Parliament and the member states was reached as this report went 
to press. it will now be the job of the european Securities and markets Authority to flesh this basic agreement out by 
proposing detailed rules, known as technical standards.

in the uK, senior individuals at firms not covered by the proposed new Senior Persons regime, and therefore remaining 
subject to the existing authorization rules for top managers, will nevertheless face significantly stricter requirements. 
Additional rules will draw more junior staff into a regulatory net cast far more widely than present and demanding 
potentially thousands of man-hours. 

Banks and some investment firms will also have to begin preparing for the complex task of running their own internal 
licensing schemes, in effect becoming mini-regulators. the regulators meanwhile themselves still seem incapable of 
taking effective action against individuals even when firms demonstrate arrogance and behavior that warrants fines 
which run into billions of pounds and dollars.
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VolcKer rule: 
DAuNtiNG iN comPleXity; uNcertAiN iN BeNeFitS

the final version of the Volcker rule 
presents a web of complexity and 
required documentation that will 
drive the costs of compliance spiraling 
upwards as financial firms begin to 
address it in the coming year. the 
question is whether such fine-tuned 
oversight will offset the risks associated 
with proprietary trading or simply 
drive legitimate activities into different 
corners of the financial universe.

the 978-page document is daunting 
in the sweep of new procedures, 
documentation, recordkeeping, 
metrics, reporting, compensation 
agreements, independent testing, and 
finally, senior management attestation, 
that banks will have to provide to 
regulators. the rule will come into 
force in July 2015, a late postponement 
that many greeted with relief. But tasks 
for banks, particularly the largest, 
between now and then will require 
significant investment and effort.

At a financial conference after the rule 
was approved by five federal regulatory 
agencies, JPmorgan’s ceo, Jamie 
Dimon, said the bank would spend 
$2 billion in 2014 on compliance and 
controls, up from $1 billion this year. he 
attributed part of the increase to the 
Volcker rule.

this report will highlight some areas of 
greatest concern, and where banks will 
need to expend considerable resources 
to meet the July 2015 effective date. it 
will also attempt a preliminary glimpse 

of how regulators might seek to 
enforce the new rules, a challenge that 
observers say goes beyond anything 
the various agencies have yet faced.

PROPRiETARY TRAdiNG 
vERSUS MARkET MAkiNG:  
THE METRiCS
the distinction between proprietary 
trading and market making was always 
one of the thorniest issues facing 
regulators. Former Federal reserve 
chairman Paul Volcker, the conceptual 
architect of the rule, borrowed Justice 
Potter Stewart’s maxim on obscenity — 
“you know when you see it” — to argue 
that proprietary trading was something 
every banker could identify easily. But 
the deep-seated concern across the 
five agencies charged with devising 
the final rule was that banks would 
find ingenious ways to circumvent 
or game the system, and sneak in 
proprietary bets under the guise of  
serving their customers.

“The regulators and industry 
are just going to have work 
together as the industry comes 
into compliance,” said Michael 
Wiseman, a partner at Sullivan 
& Cromwell. “it’s going to take 
a while to get this all to work 
because of the complexity of 
the rule and the system.”

REUTERS/ luKe mAcGreGor
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in the end, the regulators stuck closely 
to their initial proposal, and argued 
that banks could engage in market-
making activities, provided they did  
not exceed, “on an ongoing basis, 
the reasonably expected near term 
demands” of their customers. 

how should one determine what 
is reasonable? the final rule states 
reasonableness should be based on:

1)  the liquidity, maturity, and depth of 
the market for the relevant types of 
financial instruments; and 

2)  Demonstrable analysis of historical 
customer demand, current 
inventory of financial instruments, 
and market and other factors 
regarding the amount, types, 
and risks, of or associated with 
financial instruments in which 
the trading desk makes a market, 
including through block trades. 

to that end, after intense industry 
pressure to reduce the initial 17 
reportable metrics that banks would 
need to provide, the agencies agreed 
on seven measures that must be 
tracked daily and reported monthly, 
if a bank is above a certain size. they 
are:

•  Risk and position limits and usage

•  Risk factor sensitivities

• Value-at-Risk and stress (VaR) 

•  Comprehensive profit-and-loss 
attribution

• Inventory turnover

• Inventory aging

• Customer-facing trade ratio 

the agencies also agreed to a staggered 
schedule for banks to test against the 
metrics. the largest institutions with at 
least $50 billion in assets will go first 
starting on June 30, 2014. 

“the metrics are designed to be a 
tool for triggering further scrutiny by 
banking entities and examiners in 

whether a banking entity is engaging 
in prohibited proprietary trading, 
engaging in high-risk trading strategies 
or maintaining exposure to high-risk 
assets. the final rule does not propose 
specific thresholds or other bright lines 
that the individual metrics may not 
breach,” said Sean campbell, deputy 
associate director at the Federal 
reserve Board.

the largest banks already have most 
of these measures at hand, but there 
will nonetheless have to be an intense 
period of technology programming to 
capture the data on a daily basis.

“Firms will have to do a very careful 
assessment of their business to see 
what they need to change,” said a 
senior partner at a large New york law 
firm. “the programming to capture that 
data will be the first order of businesses, 
and an assessment of current activities 
lined up against the rule.”

more attention will also have to be 
paid to how the metrics are presented, 
given that they were initially designed 
primarily for internal consumption and 
will now be shared with regulators.

“i think there is going to be some re-
tooling and more resources thrown at 
this,” said Jonathan macey, an expert 
on corporate and securities law at 
yale university. “But i also think it’s 
important to understand that once 
these things get to be regulatory 
requirements, the numbers — it means 
you will study them more closely in 
order to pass the test.”

PORTFOLiO HEdGiNG:  
THE “LONdON WHALE” EFFECT
the requirements related to hedging 
were clearly influenced by JPmorgan’s 
$6 billion “london Whale” trading 
losses in a unit established to 
hedge risks. While not naming the 
institution specifically, one can see 
JPmorgan’s imprint in the following 
regulatory language:

“these limits and requirements are 
designed to prevent the type of activity 
conducted by banking entities in the 
past that involved taking large positions 
using novel strategies to attempt to 
profit from potential effects of general 
economic or market developments and 
thereby potentially offset the general 
effects of those events on the revenues 
or profits of the banking entity.”

in one sense, the requirements on 
hedging were less onerous than some 
had feared. there had been concern, 
for example, that each individual hedge 
by a trader across a range of positions 
and portfolios would need to be 
justified and monitored. the agencies 
adopting the rule accepted that such 
a “best hedge” approach would  
be impractical:

“the agencies believe that the 
complexity of positions, market 
conditions at the time of a transaction, 
availability of hedging transactions, 
costs of hedging, and other 
circumstances at the time of the 
transaction make a requirement that a 
banking entity always adopt the ‘best 
hedge’ impractical, unworkable, and 
subjective,” the regulators said.

But what is defined as portfolio 
hedging remains foggy in the final 
rule, an ambiguity that was noted in 
comments by Scott Alvarez, general 
counsel of the Federal reserve:

“to be a risk-mitigating hedge, it has 
to be related to identifiable risks of 
identified positions at the organization, 
not to general revenues or general 
expectations of losses, which some 
consider to be portfolio hedging. the 
rule allows aggregated positions to be 
hedged. that may fit some people’s 
opinions of portfolio hedging, but that 
is a narrower thing than the general 
view people have of portfolio hedging,” 
Alvarez said at the open meeting of the 
Fed to discuss the final rule.

VolcKer rule: DAuNtiNG iN comPleXity; uNcertAiN iN BeNeFitS
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CONTEMPORANEOUS HEdGiNG
Where banks could face added 
complexity and work in meeting 
the hedging rules is in the area 
of “contemporaneous hedging,” 
essentially ensuring that once a hedge 
is in place the hedge is monitored 
continuously and new hedges are put 
in place should the initial position 
begin to lose money.

“requiring a contemporaneous hedge 
of any significant new risk that arises at 
the inception of a hedge is appropriate 
because a transaction that creates 
significant new risk exposure that is not 
itself hedged at the same time would 
appear to be indicative of prohibited 
proprietary trading,” the regulators 
said in adopting the rule.

Focusing on the “london Whale” 
episode, macey at yale university 
said what the event demonstrated 
was that senior managers lacked a 
clear understanding of the losses that 
were incurred early in the process of 
establishing the hedge. moreover, 
the final rule will prompt fear among 
bankers that any hedges that begin to 
lose money must be closed out instead 
of hoping for an eventual rebound in 
market prices.

“By far the greatest burden is that 
the rules will force companies to get 
their hands around what the risks are 
of their own portfolios,” macey said. 
“the fear is going to be that if you have 
a losing position you will find you will 
have violated the Volcker rule.”

ENFORCEMENT: HOW TOUGH 
WiLL THE REGULATORS bE?
the question of enforcement, which 
might seem premature to some, is 
already being debated among industry 
experts and former legislators. 
Some, such as former Democratic 
congressman Barney Frank, suggested 
that regulators might take a more 
consultative approach initially, given 
the rule’s complexity.

“the first time someone breaks the 
rule, the regulator should say: ‘Don’t 
do that again. No penalty,’” Frank said 
in November. “the principle will get 
more meaning over time,” he said.

Kathy Dick, a managing director 
at Promontory Financial Group, a 
consultancy in Washington D.c., 
said: “Generally with a new rule 
as complicated as this one, there 
is a necessity for examiners and 
supervisors to make judgments 
regarding noncompliance.” 

A board member of one of the 
largest u.S. banks put it bluntly: 
“Notwithstanding what (the regulators) 
have said, they are not much in the 
mind of consultative engagement right 
now. they are in the mind of shoot first 
and ask later.”

Questioning the ability of regulators to 
ascertain whether banks are indeed in 
compliance with the myriad new rules, 
the director added: “this is an area 
where their ability to render judgments 
is not that great. the regulatory 
oversight and scrutiny of every detail of 
business is astounding to me.”

the Volcker rule has already been 
revised in response to industry 
resistance and more challenges are 
possible. After a trade group filed suit 
on behalf of smaller banks, regulators 
modified a portion of the rule so 
community banks could keep their 
holdings in what are known as trust 
preferred securities.  

Another area under scrutiny is 
investments in collateralized loan 

obligations (CLOs). The Volcker rule 
requires banks to divest their holdings 
of clo notes because they include 
rights to replace managers of the 
deals from which they originate. 
Bankers argue that such investments 
do not amount to prohibited equity 
investments and have asked regulators 
for clarification.

bENEFiTS WiLL REMAiN 
ELUSivE FOR SOME TiME

in one sense, the Volcker rule 
accomplished what it set out to do 
very early in the process. most of the 
largest banks, such as morgan Stanley 
and Goldman Sachs, quickly shed 
their proprietary trading operations, 
knowing that these units would be 
eventually outlawed. one might then 
ask, what is left?

many industry officials have argued 
that market making is a central 
component of risk taking, and that if 
the final rules create an environment 
where institutions become risk-averse, 
the benefits of the regulation will 
have consequences that weaken the 
efficiencies of u.S. markets. Such an 
outcome remains to be seen, but in 
the process, there are expectations 
that what could have been more easily 
achieved through a re-constituted 
Glass-Steagall Act will now come 
about through a slow and evolutionary 
process of bank restructuring, one 
that shifts activities into different 
corners of the industry. the easiest 
way to comply might simply be to  
exit certain businesses.

“my own theory is that many activities 
will move into the non-banking world, 
and these less regulated sectors will pick 
up business,” one senior banker said.

others were less certain 
there would be any sort of a 
grace period. one New York 
legal expert said: “i think if 
somebody were intentionally 
non-compliant (the regulators) 
will enforce the law rigorously.”

VolcKer rule: DAuNtiNG iN comPleXity; uNcertAiN iN BeNeFitS
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DeriVAtiVeS, VolcKer rule DomiNAte u.S. 
mArKet reGulAtioN

it wasn’t supposed to be this way. 

Five years after the financial crisis, 
u.S. regulators are still writing rules 
that would make the financial system 
safer. By now, they were expected 
to have implemented reforms that 
would reduce the potential risks to 
the financial system, make big banks 
hold more capital, and force the 
opaque derivatives market to be more 
transparent. that process was slowed 
by a combination of fierce resistance 
from the financial industry and a 
drawn-out rulemaking process.

therefore, the major market regulators’ 
agenda for 2014 includes chipping away 
at the backlog of rules from the 2010 
Dodd-Frank Act, including major rules 
governing derivatives and banking. 
however, a new generation of leaders 
at both the Securities and exchange 
Commission (SEC) and the Commodity 
Futures Trading Commission (CFTC) 
will be putting their own stamp on 
the agencies and the regulations they 
oversee. 

Former federal prosecutor mary Jo 
White has been sharpening the Sec’s 
enforcement teeth since assuming the 
post of commission chair last year, and 
former u.S. treasury staffer timothy 
massad is poised to head a cFtc 
whose power and authority have grown 
substantially in Dodd-Frank’s wake. 
massad can be counted on to advance 

the obama administration’s economic 
priorities, industry lobbyists said.

dERivATivES WRANGLiNG
During his time as head of the cFtc, 
Gary Gensler led reforms that saw 
firms register as swap dealers, brought 
swaps trading onto electronic trading 
platforms, and helped introduce 
mandatory clearing to derivatives 
trading. the cFtc’s jurisdiction 
extends over an estimated $320 trillion 
in swaps activity. 

But Gensler also raised tensions  
among foreign regulators with 
his uncompromising approach to 
regulating cross-border swaps trades. 

one of massad’s challenges in 
succeeding Gensler will be reaching 
a consensus with foreign partners on 
how to regulate cross-border swaps 
trades while making sure that foreign 
swaps rules are as effective as those in 
the Dodd-Frank Act. the cFtc made 
that process harder in December when 
it found many foreign jurisdictions 
failed to meet its standards for u.S. 
“substituted compliance” recognition 
of their regulation of cross-border 
derivatives trades.  

the agency had been negotiating with 
regulators from Japan, Switzerland, 
canada, Australia, and the european 
union on how to determine which 
categories of the swaps rules should 

qualify for substituted compliance. 

the cFtc granted exemptions in the 
area of how banks manage risk, but 
said banks will largely need to comply 
with the cross-border rules for data 
reporting, swaps trading, and for 
clearing trades. it said, however, that it 
could still make changes in the future, 
if asked. 

if regulators take a granular approach 
to determining whose rules are 
comparable, the process could be 
“painful” for u.S. firms, said luke 
Zubrod, a partner at chatham 
Financial, a financial risk management 
advisory firm. 

“the possibility of being subject to 
multiple regulatory regimes and having 
to comply with multiple regulatory 
requirements is somewhat distressing,” 
he said. “this is really important from 
my perspective because it gets at 
how much of a burden it will be for 
end-users to enter transactions in the 
derivatives market, particularly when 
they’re facing dealers across multiple 
jurisdictions.”

Wall Street lobbyists have already 
challenged the legality of the cross-
border rules, setting the stage for a 
drawn out struggle and confusing 
compliance obligations. 

Three trade groups (the Securities 
industry and Financial markets 
Association, the international Swaps 
and Derivatives Association and the 
institute of international Bankers) sued 
the cFtc in December claiming the 
agency violated the Administrative 
Procedures Act setting rulemaking 
standards for regulatory agencies.

Firms that are regulated by the cFtc 
will also have to contend with a 
pending block-trading rule that would 
set minimum sizes for large futures 
traders, as well as the Volcker rule, 
adopted in December, to limit risky 
trading by banks.

REUTERS/ lucAS JAcKSoN
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DeriVAtiVeS, VolcKer rule DomiNAte u.S. mArKet reGulAtioN

SECURiTiES ANd THE  
vOLCkER RULE
one of the biggest challenges for the 
Sec in 2014 will be dealing with the 
fallout of the Volcker rule that federal 
regulators including the Sec adopted 
in December. the Volcker rule bans 
banks from making bets with their 
own money and making investments in 
hedge funds and private equity funds. 
it also says that chief executive officers 
of the affected banks must attest that 
their firm’s compliance programs is 
reasonable designed to comply with 
the rule. 

the Volcker rule came after two years 
of negotiations among regulators and 
thousands of comment letters from the 
financial industry. But Wall Street banks 
have said is too hard to differentiate 
between proprietary trading and 
hedging, and that proprietary trading 
did not cause the financial crisis.

A bank industry trade group has already 
sued to challenge one provision of the 
role, and other challenges are possible. 
A common argument is that regulators 
failed to analyze fully the costs and 
benefits of the rule.

the Sec will share the responsibility of 
examining banks for the Volcker rule 
with the Federal reserve. industry 
insiders say it is unclear however 
which regulator will take the leading 
role in ensuring that firms comply 
with the rule. one industry lawyer 
said it was too early to advise his 
clients on how to prepare for the 
Volcker rule because of the confusion 
over how the Fed and the Sec will  
share their responsibilities. 

“it was not clearly mandated by the 
Dodd-Frank Act in the way it was in the 
Gramm leach-Bliley Act. the allocation 
of responsibility is an emerging issue 
that has yet to be sorted out,” the 
lawyer said. 

he said that regulators may yet put out 
guidance about complying with Volcker 
rule. “that is hopefully something that 
will come soon that will add clarity 

to the question of who is going to be 
responsible for [examining banks on 
the rule].”

Another contentious issue is reforms 
for the $2.6 trillion money market  
fund industry. 

the Sec has been concerned about 
the stability of the industry since 
the reserve Primary Fund “broke 
the buck” during the financial crisis. 
the firm’s net asset value fell below 
$1, causing institutional investors 
to flee the fund and the federal  
government had to step in to guarantee 
the firm’s funds.

the Sec has suggested two approaches 
for reforming the industry: require 
institutional money market funds to 
move from the current $1 per share 
stable net asset value to a floating one,  
or allow funds to maintain a stable 
net asset value but charge investors 
fees for redemptions that fall below a 
certain threshold. 

the Sec could also put out a proposal 
on a fiduciary duty standard for 
broker dealers, a rule which would 
force brokers to put their customers’ 
interests ahead of their own. the 
agency has struggled over how to 
tackle the different standards of care 
that advisers and brokers owe to their 
customers. Advisers have to put their 
customers’ interests ahead of their own 
while brokers are only required to make 
investment recommendations that are 
“suitable” for their customers.

Brokers say they support a fiduciary 
duty standard as long as they can 
continue selling investment products, 
but advisers are concerned that an Sec 
rule would water down the fiduciary 
duty standard for advisers. 

A final rule on crowdfunding, which 
is required by the JOBS (Jumpstart 
our Business Startups) Act, is also a 
top priority for the Sec in 2014. the 
proposal includes an exemption that 
would allow some issuers to raise 
$1 million over a 12-month period 
registering under the Securities Act, 

but the Sec also wants to protect 
investors from possible fraud. 

White said she plans to place a priority 
on market stability and integrity. this 
will include pushing to adopt a strong 
“regulation Sci,” initially proposed 
in march, after technology failures at 
NASDAQ and high-frequency trading 
firms sent the public markets into 
freefall. Sci targets exchanges and 
private trading venues by requiring 
them to report major systems 
disruptions and conduct regular tests 
on their backup systems. 

RECORd FiNES, STRONG PiPELiNE
in enforcement, White has said the 
Sec will be using more of its resources 
to investigate accounting fraud and 
compliance failures at stock exchanges 
and alternative trading platforms. 

the Sec levied a record a record $3.4 
billion in fines against wrongdoers 
in 2013, and started insisting that 
firms accused of egregious faults 
acknowledge wrongdoing when 
settling enforcement cases. Andrew 
ceresney, co-director of the Sec’s 
enforcement division, said there was 
a “robust pipeline of investigations 
they’ve developed for the year ahead.”

Peter henning, a former federal 
prosecutor and enforcement lawyer at 
the Sec, said it was inevitable that the 
Sec will be looking for bigger fines in 
enforcement actions in 2014. 

“they certainly want to have higher 
and higher penalties ... they want 
the biggest headline. When you 
see JPmorgan paying more than $2 
billion in fines to the Department of 
Justice, that gets a lot of attention,”  
henning said. 

Financial firms should set the standard 
for compliance in the boardroom, 
he said. “you’ve got to make sure 
compliance is not just viewed as an 
impediment. that really does start at 
the top.” 
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BroKer-DeAlerS FAce 
touGher eXAmS, NeW ruleS 
From u.S. reGulAtor FiNrA

u.S. broker-dealers will face a new 
exam process from the Financial 
industry regulatory Authority in 2014, 
with more intrusive oversight to verify 
that firms are acting in customers’ 
best interests and avoiding conflicts 
of interests. New rules are likely 
for equity-market infrastructure 
controls, compensation disclosure, 
and discipline of representatives. New 
sectors involve crowdfunding portals, 
investment advisers and fiduciary 
standards for broker dealers.

the overarching theme of FiNrA’s 
new exam procedures and compliance 
priority issues is to improve operational 
and risk management controls. it 
signals a move away from a check-the-
box exam approach to one based more 
on data and face-to-face time with 
management. Focal points include 
suitability, complex products, conflicts 
of interest, compensation and market-
access controls.

A new “compliance Automated risk 

Data System” (or CARDS) will be 
proposed in 2014. this will require 
firms to be able to pull-down stock-
level data on a regular basis, for 
FiNrA to identify who is trading 
which products. the system aims to 
give FiNrA specific information to 
identify activities of concern before 
the exam starts, and give a basis for  
seeking more-tailored information.

CONFLiCTS, COMPENSATiON ANd 
SUiTAbiLiTY
conflicts of interest grew in priority for 
FiNrA following a recent exam report 
that highlighted a need for firms to have 
an enterprise-wide conflicts framework 
based on their size and complexity and 
for support from management. code-
of-conduct standards and training 
should focus on customers’ best 
interests, and firms need to show a 
willingness to avoid severe conflicts, 
even if it means foregoing attractive 
business opportunities.

CONSUMER FiNANCiAL 
PROTECTiON bUREAU 
enforcement is likely to be the big 
issue for the consumer Financial 
Protection Bureau this year, after 
the agency ramped up its efforts by 
fining firms for predatory tactics and 
refunding hundreds of millions of  
dollars to consumers. 

the cFPB will be free to move ahead 
with its regulatory agenda in the New 
year. the agency’s enforcement efforts 
are expected to focus on abusive 
practices in the marketing and sales 
of consumer financial products. the 
bureau will also focus on how firms 
comply with the “qualified mortgage 
rule, which was adopted to prevent 
the risky loan features that harmed 
borrowers during the financial crisis.

richard riese, a senior vice president for 
the center for regulatory compliance 
at the American Bankers Association, 
said the cFPB’s exam approach focuses 
on reviewing specific industry practices 
on a given issue. the bureau considers 
how a practice harms the market then 
it decides whether to take enforcement 
action. 

“their exam approach has proven 
to be much more product-focused 
than compliance-program focused,”  
riese said. 

“What we know is they ask a lot of 
questions and probably demand 
more documentation than prudential 
regulators. But they also probably do 
more comprehensive evaluation of an 
institution than prudential regulators 
have in the past.” 

riese said compliance and operations 
staff should get familiar with their 
firm’s approach to sales and marketing. 
if they are knowledgeable about 
the business model used for selling 
consumer financial products, they can 
help the firm to ward off the threat of 
enforcement action. riese also said 
that compliance officers should keep 
an eye on the firm’s risk management 
practices for third party vendors.

REUTERS/ ShANNoN StAPletoN

DeriVAtiVeS, VolcKer rule 
DomiNAte u.S. mArKet 
reGulAtioN



          THE STATE OF REGULATORY REFORM 2014 - A SpEciAL REpORT10

A rule on disclosing compensation 
paid to a representative recruited from 
another firm is expected to become 
final in 2014. it would require that a firm 
disclose to the broker’s prior customers 
how much it is paying the broker over 
$100,000, and how this is calculated, 
e.g. by commission or assets. the firm 
should also disclose to customers the 
costs of transferring their assets to the 
recruiting firm. For exam-planning, 
FiNrA seeks reports of payments when 
higher than $100,000 or 25 percent of 
a representative’s prior-year pay.

in late September, FiNrA issued exam 
findings on compliance with recent 
suitability rules. their practice is to ask 
firms how firms comply, assess their 
approach, and ask follow-up questions 
to identify necessary procedural 
improvements. FiNrA chief executive 
rick Ketchum said in November that 
firms should talk to customers on 
concentrated positions in interest-
sensitive products, due to volatility in 
rates. the conversation would explain 
a risk of loss to the customer in the 
event that interest rates were to rise 
suddenly, and customers be informed 
of their chance to adjust their position 
if required. Ketchum advised look-
backs at new products six months 
after launch to review issues including 
customer complaints or unusual 
differences in sales among branches.

in 2014, FiNrA plans to look at conflicts 
within their regular cycle exams, rather 
than under a focused-review strategy 
as in 2013.

mike rufino, head of the sales practice 
unit in FiNrA’s member regulation 
division, described the risk-based 
changes to exam content as “narrative-
driven.” FiNrA will no longer prescribe 
questions for staff to ask firms; rather, 
individual examiners will determine 
which areas are of concern and merit 
investigation. “We have moved away 
from writing-up firms for technical 
issues where there are no investor-

protection concerns,” said rufino, citing 
as examples inadequate procedures or 
late filings.

the regulator plans to visit more 
branch offices to review compliance 
practices closer to the point of sale, 
rather than concentrating on head 
offices. FiNrA visited 900 branches in 
2013, double the amount of a few years 
ago. this will continue into 2014, and 
aims to identify the highest-risk brokers 
for prioritization, 

FiNrA has also advised firms to have 
better knowledge of whom they are 
hiring as representatives, by checking 
the candidate’s history for customer 
complaints and arbitration awards 
made against them. they should know 
where the person worked previously, 
particularly if it is a firm with a poor 
reputation. FiNrA plans to ask firms 
if they are conducting heightened 
supervision of any such representatives.

“JObS” FOR REGULATORS
FiNrA will be regulating the new 
“crowdfunding” portals established 
under the JoBS Act for emerging-
company capital raising. it has 
proposed a self-funding mechanism 
to pay for it. the rules proposed for 
crowdfunding portals by FiNrA are 
similar to those for broker dealers 
but streamlined to take into account 
the limited activity of portals in areas 
such as conduct and communication. 
Portals will require a compliance 
system to supervise staff, procedures 
for their associated persons, a written 
anti-money laundering program, 
reporting forms and specialized level 
of fees.

bROkERCHECk diSCLOSURE  
OF CiviL ACTiONS 
in November, FiNrA proposed 
expanding disclosures on Brokercheck 
of civil and judicial actions on ex-
associates of firms. the system now 
provides public information about 

current associates of a firm, and any 
person associated with it in the last 10 
years. information on ex-associates is 
kept permanently if they are subject to 
a final regulatory action or convicted 
of a crime; if they are a subject of a 
civil injunction or court finding, or a 
defendant in an arbitration or civil 
litigation on a sales practice violation 
where an award is made against them. 

the rule would require new categories 
of civil judicial disclosures to be kept 
permanently on Brokercheck for 
former associates registered after 1999. 
it will also have information on former 
associates who had an investment-
related civil action from a state or 
foreign regulator that is later dismissed 
in a settlement. Such action may 
involve major events or undertakings 
by an individual who is still involved in 
an aspect of the investment business.

SPECiALizEd ExAMiNERS
Brokers will face more scrutiny over their 
anti-money laundering compliance 
programs. FiNrA announced plans 
to expand a new specialized Aml 
examinations team to eight people 
from five, and said it continues to find 
problems with brokers’ Aml programs 
more than 12 years after the uSA 
PAtriot Act added more surveillance 
and reporting requirements for them 
to follow.

the Aml team examines firms for 
issues such as whether they monitor 
the flow of money into and out of 
domestic accounts linked to foreign 
accounts, and if they investigate 
suspicious activity. it reviews firms 
that pose the highest risks, such as 
those that trade heavily in very small 
company “micro stocks”. those exams 
often result in enforcement cases by 
FiNrA, said Susan Axelrod, head of 
FiNrA’s regulatory operations.

“having a specific money laundering 
group will bring more oversight into 
the examination,” said Aaron Kahler, 

BroKer-DeAlerS FAce touGher eXAmS, NeW ruleS From u.S. reGulAtor FiNrA
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director of anti-money laundering 
compliance services at consultant 
capgemini in New york. that will 
motivate chief compliance officers and 
chief risk officers to look more carefully 
at their Aml programs, something they 
should be doing anyway, Kahler said.

the anti-money laundering group, 
along with a team devoted to 
compliance issues involving municipal 
bond sales practices, marks FiNrA’s 
move into specialized examinations. 
the specialized examination teams 
are another change in FiNrA’s efforts 
during recent years to improve its 
program for examining brokerage 
firms, with a goal of spotlighting 
brokers that may pose the greatest 
risks to investors, and more efficiently 
using FiNrA’s examination resources.

MARkET TECHNOLOGY  
ANd ACCESS
FiNrA and exchanges will install 
controls on infrastructure in response 
to a request by Sec chair mary Jo White, 
after a Nasdaq trade interruption and 
other technology errors damaged 
confidence in markets. in a draft 
response, FiNrA recommends 

principles for when a halt on trading 
occurs, how it is communicated, 
and new rules for the unwinding (or 
breaking) of clearly erroneous trades 
that are conducted during the halt. 

exchanges suggested improving 
controls on Securities information 
Processors (SIPs), the failure of which 
caused the Nasdaq disruption. SiPs 
hold key equity market data, such 
as best bids, offers, and last sale 
prices, which also comprise a source 
of revenue. the installation of “kill 
switches” at exchanges and firms 
could be used to stop any further 
trading in the event that a problem  
has already occurred. 

FiNrA exams will check for compliance 
with the Sec market-access rule. 
concerns include a lack of supervisory 
procedures, with some firms merely 
citing the rule text rather than 
specifying procedures. there are also 
gaps in monitoring credit thresholds 
and limits, and use of third party 
vendors without due diligence.

the Sec’s 2012 rule for a consolidated 
Audit Trail (CAT) system requires the 
exchanges and FiNrA to develop a 

BroKer-DeAlerS FAce touGher eXAmS, NeW ruleS From u.S. reGulAtor FiNrA

joint system plan. the plan is for a 
system to collect trade orders and 
revisions by customer, and should also 
include governance, implementation 
and maintenance of a cAt and a 
central repository. the deadline to 
respond had already been extended 
to December 6, 2013, and was  
missed again.

in December, the Sec extended the 
cAt filing date for exchanges and 
FiNrA to September 2014. this was in 
response to the solicitation of bids to 
build and operate the cAt. thirty-one 
firms, including four self-regulatory 
organizations (SROs), have indicated 
their plans to submit a bid, but wanted 
to better understand the process by 
which the Sros will determine the 
winning bid.

industry trade group SiFmA urged 
the Sec do a broader review of SiP 
transparency and governance. they 
claim this is needed due to conflicts of 
interest in SiP operations. “in particular, 
SiPs are operated by exchanges 
that also offer competing data 
products,” said randy Snook, SiFmA’s 
executive vice president. SiFmA 
wants industry to be given a more 
proactive role in developing proposals,  
such as market infrastructures.

“We should commence — in short 
order — a comprehensive, multi-year 
equity market structure review,” Sec 
commissioner michael Piwowar said 
after the SiFmA letter. Among the 
subjects it should cover are market 
infrastructure, treatment of different 
types of market participants, off-
exchange trading, a look at the 
implication of regulation NmS on 
fragmentation, and self-regulatory 
organization powers of oversight.

Nick Paraskeva is principal of Reg-Room 
which provides consultancy services that 
include tailored regulatory content, policies 
and training materials to the banking, 
broker dealer, adviser and hedge fund 
industry. He is a frequent contributor to 
Thomson Reuters Accelus.

REUTERS/ lucAS JAcKSoN
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much of the u.S. bank regulators’ rule-
making on capital — except the rule for 
supplementary leverage ratio currently 
in proposed form — was completed in 
last June, effectively addressing market 
participants’ uncertainties on capital 
risk. u.S. regulators have recently 
shifted their attention to the other side 
of the coin from capital risk — liquidity 
risk, with a proposal of standards 
on liquidity coverage ratio (LCR) in 
october. the rule is to be finalized in 
early 2014.

the regulators also intend to bring 
other liquidity-related issues, such as 

short-term wholesale funding, and 
long-term debt requirements at the 
bank holding company level, into 
the regulatory fold. this emphasis 
on liquidity is likely to be sustained 
through 2014. 

capital and liquidity risks were the 
major, intertwined factors in the 
financial crisis of 2007-09. Just as 
the asset-backed commercial paper 
market suffered from a run because 
the conduits had insufficient capital 
and their underlying triple-A rated 
assets fell below par value, short-term 
wholesale funding — mostly in the 

form of repurchase agreements and 
commercial paper — dried up amid 
worries over major broker-dealers’ 
ability to honor their obligations. 

the importance of liquidity risk 
and its management has hardly  
diminished since. 

respondents to an ey survey 
indicated two distinct liquidity risk-
related concerns, namely, definition 
of liquid assets and intraday liquidity, 
in a list of 10 otherwise separate 
key challenges in implementing  
Basel iii regulations. 

liQuiDity to Be A mAiN reGulAtory 
chAlleNGe For BANKS iN 2014
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LiqUid ASSETS

in the united States, the Federal 
reserve, the office of the comptroller 
of the Currency (OCC), and the Federal 
Deposit Insurance Corporation (FDIC) 
issued an lcr proposal in october 
2013 that would require all banks 
except community banks to maintain 
a statutory minimum amount of 
highly liquid and unencumbered 
assets enough to withstand a 30-day 
standardized supervisory liquidity 
stress scenario. the proposal is part of 
the regulators’ efforts to meet Basel iii 
liquidity standards.

Previously, the regulators had 
proposed qualitative guidelines on 
corporate governance and on liquidity 
requirements, covering matters such as 
quarterly reviews, contingency funding 
plans, cash-flow projections, liquidity 
buffers, and internal liquidity stress 
testing. But the lcr ratio provides a 
quantitative yardstick: it measures a 
banking organization’s high-quality 
liquid assets (HQLA) against its total 
net cash outflows. 

the proposed rule is based on 
a standard agreed by the Basel 
committee on Banking Supervision. 
in the words of Fed Governor Daniel 
tarullo, however, its more stringent 
criteria make it “super-equivalent” to 
the Basel standards. the u.S. rule’s 
hQlA omits the covered bonds or 
private mortgage-backed securities 
(MBS) allowed under Basel, for 
instance. it also hands down a hefty 50 
percent haircut for instruments such as 
corporate debt and equities issued by 
non-financial companies, and caps the 
overall percentage of these types of 
instruments to 15 percent of the total 
hQlA standard. 

this may be problematic for banks. 
Janet yellen, confirmed in January to 
head the Federal reserve, expressed 
concern about a possible shortage in 
hQlA that may set banks scrambling. 
Fed officials estimate that banks are 

about $200 billion short in meeting 
the new requirements for hQlA. 

TOUGHER CASH OUTFLOW

the net cash outflow calculation as 
stipulated by this rule is also tougher, 
especially given that the BiS outflow 
assumptions for several sources were 
reduced in its final document in early 
2013. the u.S. proposal considers the 
largest net cumulative cash outflow 
day within the 30-day stress period as 
the average outflow. this differs from 
the Basel average calculation, which is 
based on the total cumulative amount 
of the timeframe.

A recent clearing house analysis on 
data collected from 11 large u.S. banks, 
with more than half of the banking 
industry’s total assets, has found that 
u.S. commercial banks have indeed 
decreased their reliance on wholesale 
funding by 3.6 percent and net short-
term funding by 4.6 percent, while 
increasing demand deposits by 2.1 
percent since 2010.

in line with the requirements of the 
Dodd-Frank Act, there will be no 
reliance on external credit ratings. 

instead, the stringent criteria provided 
for the hQlA will be used for much of 
the requirements of the lcr rule. the 
only limited wiggle room banks may 
find will be in the choice of assets in the 
last bucket of hQlA that receive the 
highest haircut. that bucket, however, 
is limited to 15 percent of the total 
hQlA assets.

lastly, implementation of timeline for 
the lcr rule is also on a fast-track: two 
years ahead of Basel’s, and one year 
ahead of the timelines under the eu’s 
capital requirements Directive iV.

the lcr’s two-year phase-in period 
will start in 2015 but the work is 
beginning. “u.S. banks will already be 
wrestling with a number of strategic 
and operational challenges (from) 2014 
onwards, as they have to build out their 
liquidity measurement, management, 
and governance capabilities at both 
group and legal entity levels and invest 
heavily in supporting management 
information systems,” said Stefan 
Walter, a principal and the global bank 
supervisory and regulatory policy 
leader at ey, and the former Secretary 
General of the Basel committee on 
Banking Supervision (BCBS). 

in future, u.S. banks will have to 
segregate their hQlA portfolios, 
maintain and implement appropriate 
procedures that determine the 
composition of these portfolios on a 
daily basis, and include the amount 
of cash outflows resulting from a 
termination of a specific hedging 
transaction where an asset in these 
portfolios is used. 

Similar operational challenges related 
to liquidity will be in the areas of 
data aggregation, collecting data on 
contractual cash flows, and collateral 
tracking. Banks are also looking to 
create more funding sources across a 
wider range of markets in the world, 
but feel constrained as they have less 
capability to flow their liquidity resources 
because of different regulations. this 

“We may see banks providing 
the regulators with more data 
on u.S.-centric products such 
as retail brokered deposits, 
submitting comment letters 
seeking adjustments to the 
outflow rates in the u.S. 
LCr proposal,” said Kathy 
dick, a managing director at 
Promontory Financial Group. 
“otherwise banks will simply 
have to continue with their 
strategy of changing the 
composition of their investment 
portfolios, replacing securities 
like MbS (mortgage-backed 
securities) with treasuries, and 
possibly dip into more stable 
sources of deposits.” 

liQuiDity to Be A mAiN reGulAtory chAlleNGe For BANKS iN 2014
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task is made even more difficult as 
the u.S. regulators do not look kindly 
on a banking organization holding a 
disproportionate amount of its hQlA 
outside the united States.

MORE RESERvES ANd dEPOSiTS

one way would be to introduce 
some form of liquidity-linked capital 
surcharge for banks that substantially 
rely on short-term wholesale funding. 
this would encourage more stable 
sources of funding and increase the 
loss-absorbing capacity of banks.

the other alternative would be to apply 
a higher, and generally applicable, 
capital charge to securities financing 
transactions (such as repos, securities 
lending, and securities margin lending). 
this would alleviate the liquidity 
problem that an intermediary, even 
with a perfectly matched repo book, 
may face if its access to wholesale 
funding dries up.

tarullo also spoke about the need 
to establish, within the framework of 
enhanced prudential standards under 
Dodd-Frank, minimum long-term 
debt requirements at the bank holding 
company level that can be convertible 
to equity when needed. they would be 
similar in nature to hQlA.

these rules would serve an orderly 
liquidation regime for a failed 
institution’s recapitalization by 
tapping into its resources for a creditor 
“bail-in” rather that would make 
unnecessary a taxpayer funded bail-
out. hQlA-type of assets, however, 
would still be critical in defining  
banks’ liquidity profiles. 

With the rulemaking on capital drawing 
to a close, regulators now look poised 
to turn their attention to liquidity in 
2014. Banks will be closely watching 
for new rules affecting their funding 
and market liquidity strategies, and 
their liquidity risk management overall. 

liQuiDity to Be A mAiN 
reGulAtory chAlleNGe For 
BANKS iN 2014

iNVeStmeNt ADViSerS 
FAce NeW mArKetiNG 
eNViroNmeNt AS GeNerAl-
SolicitAtioN tAKeS holD
Financial firms became able to 
advertise or publicize their unregistered 
securities offerings when a three-
decade ban on the use of general 
solicitation was lifted as of october 
2013. With this new avenue for raising 
funds, many compliance departments 
are now considering 2014 marketing 
plans that include general advertising 
for private funds managed by the firm. 
look for the Securities and exchange 
Commission (SEC) this year to 
carefully scrutinize general solicitation 
campaigns and work to refine its 
general solicitation oversight.

the notion of advertising a private 
fund may be new and exciting to firms. 
the change could open the door to 
big-budget, Super Bowl ads for a 
hedge fund or private fund. it also 
offers options for more traditional and 
cheaper avenues of promotion, such 
as ads on magazines, newspapers, 
web sites, talk show appearances, 
or even something as simple as an 
email campaign. But there are serious 
compliance considerations as firms and 
their regulators adjust to the new rules. 

to advertise a private fund, an 
investment adviser must take into 
consideration investor-qualification 
and other requirements imposed 
by the new Sec rule, the existing 
and unchanged Sec advertising 
rules, and the rules or exemptions 
of other regulators including 
the commodity Futures trading 
commission - not to mention the  
increased regulatory attention. 

the Sec will be considering follow-up 
issues including an extension of federal 
laws on misleading or fraudulent 
sales literature to private funds, 

content restrictions on performance 
advertising, and accredited investor 
definitions. it will also study practice 
trends and risks emerging from its 
examinations of general-solicitation 
programs at firms. 

bACkGROUNd

in July of 2013, the Sec voted to 
lift the ban on general solicitation 
and advertising by private funds as 
mandated by congress in the Jumpstart 
Our Business Startups (JOBS) Act. The 
new rule, 506(c), permits many hedge 
funds, private equity funds and venture 
capital funds to use general advertising 
and solicitation when attracting  
new investors. 

the prior regulatory regime only 
allowed private funds to communicate 
with potential investors that have 
a pre-existing or tangible business 
relationship with the fund. under the 
new rule, a firm can generally solicit 
with certain stipulations. they include:

•   The fund must have strictly 
accredited investors. in certain 
funds, up to 35 non-accredited 
investors may participate if a 
manager has a pre-existing 
relationship. if a firm decides 
to solicit generally, a firm will 
relinquish that option. only verified, 
accredited investors are permitted 
to invest in private companies that 
are generally soliciting.

•  A firm that generally solicits can 
only take funds from accredited 
investors. Accredited investors are, 
most typically, individuals with a 
net worth greater than $1 million 
excluding their primary residence or 
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individuals with incomes in excess 
of $200,000 in the last two years 
with the expectation of the same in 
the current year, or $300,000 with 
spouse.

•  The firm must take reasonable 
steps to verify the accredited 
investor status of the investor. the 
reasonable steps of verification 
may require the collection and 
evaluation of sensitive and 
confidential financial information 
from the investor, including tax 
returns, credit reports, and bank 
and brokerage statements, as well 
as assessments of liabilities. the 
verification can be done in-house 
or by a third-party verification 
service. An adviser can no longer 

rely on a check-the-box, one-page 
certification.

•  A firm that has indicated plans to 
conduct a general solicitation for 
a specific offering and changes 
its mind or no longer wants to 
comply with the requirements of 
the new Sec rule may be subject 
to a waiting period or be required 
to offer the fund differently to avoid 
penalties. 

SEC AdvERTiSiNG RULES 

embracing general-solicitation and the 
advertising of a private fund requires 
knowledge of the Sec’s advertising 
rules and employing effective policies 
and procedures concerning the use. 
the Sec’s advertising rules and 

requirements are sometimes difficult 
to comply with. there is little specific 
guidance, no pre-clearance filing 
requirement, and the no-action letters 
that help guide firms are relatively old. 

the Sec catch-all advertising rule, 
Rule 206(4)-1, prohibits advisers 
from employing advertising that 
“contains any untrue statement of a 
material fact, or which is otherwise  
false or misleading.” 

there are however some specific 
prohibitions against the use of 
testimonials concerning the adviser 
or its services, the use of past specific 
recommendations without certain 
conditions, representations that could 
be used to make trading decisions 
without prominently disclosing any 

iNVeStmeNt ADViSerS FAce NeW mArKetiNG eNViroNmeNt AS GeNerAl-SolicitAtioN tAKeS holD
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limitations and lastly, a prohibition 
against any advertisement that 
contains a statement to the effect that 
any report, analysis or report is free 
unless it genuinely is.

With the rule awareness, a private fund 
that chooses to advertise must have 
policies and procedures that address 
the supervision, record retention and 
approval process of each piece of 
material. this is especially important 
if the adviser decides to present 
performance information. 

Presenting adviser performance in 
a compliant manner is challenging. 
the challenge lies in producing 
performance data in an approach 
that is effective as marketing while 
providing proper and concise 
disclosure of material facts. Failure 
to disclose material facts could be 
considered misleading according to 
existing regulations.

CFTC ExEMPTiON 

A number of private fund managers 
rely on an exemption in order to be 
free from cFtc registration. the 
exemptions allow a commodity-pool 
operator or a commodity-trading 
adviser to be exempt from registration 
based on trading a de minimis amount 
of commodities. 

For example, a hedge fund that invests 
in commodity futures would, in many 
cases, require cFtc registration. 
however if the fund stays within the 
trading threshold set by the cFtc 
exemption, the fund would not have 
to register. in this case, the fund is 
barred from having more than 5 
percent of the fund’s portfolio in 
aggregate comprised of initial margin 
and premiums on commodity interest 
positions, or an aggregate net notional 
value of commodity interest positions 
not exceeding 100 percent of the 
liquidation value of the pool.

the exemption requires that the fund 
not be marketed to the public, and 
therefore the Sec’s new rule could not 

be used without fully registering with 
the cFtc. A harmonization of the cFtc 
and new Sec rule will be required for 
many private fund managers to use the 
general-solicitation provisions of new 
Rule 506(c). 

iNCREASEd REGULATORY ACTiviTY

on the same day that the Sec 
adopted its rule allowing general 
solicitation, it proposed amendments 
requiring more information about  
solicitation practices. 

in the proposal, when a firm declares 
an exempt offering of securities under 
the general solicitation rule, the Sec 
will require a From D filing no later than 
15 calendar days in advance of the first 
use of general solicitation. in addition, 
any written solicitation materials must 
be submitted directly to the Sec no 
later than the date of first use.

the proposed amendment also 
requires expanded information in so-
called Form D (that is, methods used 
to verify accredited investor status), 
an inclusion of certain legends in any 
written communications, and the filing 
of a closing amendment to the form 
after the termination of any exempt 
offering. in addition, the proposal 
would disqualify an issuer from future 
exempt offerings (whether or not using 
general solicitation) for one year if the 
issuer, or any predecessor or affiliate 
of the issuer, did not comply, within 
the past five years, with the filing 
requirements of an exempt offering.

A September speech by Norm champ, 
Director of the Sec’s investment 
management division gave context 
around some of the additional 
measures in the proposal. they include:

•  Extending guidance contained in 
rule 156 under the Securities Act of 
1933, currently applicable to regis-
tered funds, on when information 
in sales literature could be fraudu-
lent or misleading for purposes of 
the federal securities laws. champ 

noted that this guidance would 
apply to all private funds whether 
or not they are engaged in general 
solicitation activities.

•  The addition of further content 
standards and restrictions on 
private fund solicitation materials. 
in particular, the Sec is interested 
in hearing the firms’ thoughts on 
content restrictions on performance 
advertising generally, and content 
standards specific to certain types 
of performance advertising, such as 
model or hypothetical performance

An inter-division group has been 
created within the Sec to review the 
new market and the practices that 
develop, champ said. the working 
group will, among other things, 
evaluate the range of accredited 
investor verification practices used 
by issuers and other participants 
in these offerings, and endeavor 
to identify trends in this market, 
including in regard to potentially  
fraudulent behavior. 

champ said he has instructed the 
investment management division’s 
rulemaking and examination staff to 
pay particular attention to the use of 
performance claims in the marketing 
of private fund interests. in particular, 
this review will endeavor to identify 
potentially fraudulent behavior and 
to assess compliance with the federal 
securities laws, including appropriate 
investment Advisers Act provisions.

Separately, the Sec also stated that it 
has begun its review of the definition 
of “accredited investor” and asked 
commentators to respond to several 
questions about these issues.

it is safe to assume there has been 
no rush to advertise on a grand 
scale for many managers of private 
funds due to these compliance 
concerns; however, if they are properly 
addressed, a firm can be successful in 
having a more public existence while  
attracting new investors.

iNVeStmeNt ADViSerS FAce NeW mArKetiNG eNViroNmeNt AS GeNerAl-SolicitAtioN tAKeS holD
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DelAyeD FAtcA rollout GiVeS FirmS more 
time to PrePAre For u.S. tAX collectioN

A law designed to identify tax evaders 
and collect unpaid taxes by withholding 
some of the u.S. income of banks that 
fail to cooperate in the effort has been 
delayed. Firms now have until July 2014 
to get their systems ready. 

the Foreign Account tax compliance 
Act, or FAtcA, requires foreign financial 
institutions, or FFis, to report to the 
internal revenue Service accounts 
owned by u.S. taxpayers — including 
entities in which u.S. taxpayers have 
a substantial ownership interest — 
holding $50,000 or more in assets. 
rolling out FAtcA was delayed 
because of concerns from industry 
groups, non-u.S. regulators and 

potentially affected FFis that there 
was too little time to develop and test 
systems and controls, and implement 
training and supervisory functions.

But the irS itself was unprepared 
to register an estimated 200,000 to 
400,000 foreign banks, investment 
funds and insurers to comply with 
FAtcA, because of its own systems-
development mishaps, an internal 
review has reported.

“the irS is underfunded and 
understaffed … that said, i expect 
it will be ready for FAtcA’s full 
implementation with withholding 
beginning mid-2014,” tax professor 
linda Beale, of Wayne State law School 

in Detroit, told thomson reuters 
Accelus. the irS disputed some of 
the findings of the internal review, but 
an internal irS report in December 
recommended a further compliance 
deadline extension, to January 2015.

regardless of who contributed more 
to the delay, regulatory professionals 
at potentially affected FFis can use 
the time to help their firm avoid a 
withholding tax of up to 30 percent of 
its u.S.-sourced income — whether or 
not the recipient is a u.S. taxpayer — by 
ensuring compliance with FAtcA. 

compliance has been complicated 
and delayed because the details 
depend on whether an FFi’s home 

REUTERS
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regulator, which will provide oversight, 
signed one of two types of iGAs, or 
intergovernmental agreements, with 
the united States. the agreements 
allow foreign institutions to report to 
their home-country regulator rather 
than the united States, but they still 
must register to obtain a u.S. irS 
identification number and report the 
u.S.-sourced income of their clients to 
the u.S. irS. Firms in countries that lack 
an agreement with the united States 
have to make their own compliance 
arrangements with the irS.

Denmark, France, Germany, ireland, 
mexico, Norway, Spain and the uK 
have signed the model 1 iGA, and Japan 
and Switzerland have signed model 
2, which protects FFis from violating 
local privacy laws but requires them to 
report to the irS. 

costa rica and the cayman islands 
in late November separately signed 
iGAs. costa rica signed a model 
1A agreement, in which the united 
States reciprocally agreed to provide 
tax information to the costa rican 
government on costa rican individuals 
with accounts in the u.S. the caymans 
signed a model 1B iGA, which requires 
its FFis to report tax information 
on u.S. account holders directly to 
the cayman islands tax information 
Authority, which will relay the  
information to the irS. 

Six more jurisdictions signed iGAs 
in mid-December. Bermuda signed 
a model 2 iGA, and malta, the 
Netherlands and the uK crown 
Dependencies of Jersey, Guernsey and 
the isle of man each signed model 
1 iGAs. eighteen jurisdictions have 
agreed to participate in FAtcA, 11 
were close to signing iGAs and many 
more were in the negotiation process, 
treasury said in announcing the six.

the league of jurisdictions in or nearing 
iGAs is rapidly growing, creating a 
diminishing list of countries without 

iGAs, whose FFis must comply with 
FAtcA rules and deal with the irS on 
their own.

those firms must enter into an irS 
agreement requiring that it:

• obtain sufficient information on 
every account holder to identify u.S. 
accounts, and comply with verifica-
tion and due diligence procedures in 
identifying these accounts.

• annually report certain information 
on u.S. accounts and comply with 
additional irS requests; and

•  deduct and withhold 30 percent 
from the withholdable portion 
of any “pass-thru” taxable u.S. 
source payment that is made to 
a non-participating FFi or to a 
“recalcitrant” account holder who 
fails to comply with FFi requests 
for information to confirm identity, 
or fails to provide a waiver allow-
ing disclosure of information to the 
irS if the disclosure is barred by a 
foreign privacy law.

A pass-thru is any withholdable 
payment — a u.S. source dividend, 
interest or other periodic payment; 
the gross proceeds from the sale of 
property that can produce u.S. source 
income; or deposit interest paid by 
foreign branches of u.S. banks — or any 
payment to the extent it is “attributable 
to” a payment.

As a result of these requirements, 
participating FFis face another 
compliance challenge: they must 
ensure that their “know your customer” 
policies provide for due diligence in 
checking the identity, background and 
source of wealth of their potential and 
existing clients and customers.

Participating FFis must also ensure 
that their withholding and reporting 
systems can identify affected payments 
and withhold them by taking account of 
balance, dividends and interest and the 

aggregate value of multiple holdings, 
as well as account holder information 
such as their u.S. status.

Foreign financial firms in countries with 
iGAs will generally not be required to 
make the 30 percent withholding, but 
withholding by other firms is to begin 
on income payments in 2016 and on 
gross proceeds in 2017. these FFis 
will, however, need to understand the 
local requirements in terms of the 
withholding process.

Also, FFis must sign agreements and 
register with the irS by April 25, 2014 
in order to obtain their GiiN — or “global 
intermediary identification number” — 
and to be included on a safe harbor list 
that will identify which institutions are 
presumptively compliant with FAtcA. 
this is regardless of whether the firm is 
covered by an iGA.

the irS has established a web portal 
with forms and guidance for FFi 
registration and reporting, and will 
publish monthly a searchable list of 
registered and approved firms and 
their identification numbers. that is 
intended to make it easier for potential 
customers and counterparties to 
help assess the risk of doing business 
with an FFi. the direct and collateral 
costs of failure to comply with FAtcA 
are designed to force FFis to identify 
the potential evasion of u.S. and, 
for countries with reciprocal model 1 
iGAs, home-state tax laws. But the 
account holders should also deal with 
potentially problematic account issues 
sooner rather than later.

“taxpayers who have accounts with 
FFis should get their own … reporting 
in order through voluntary compliance 
rather than waiting for the irS to come 
to them,” Wayne State’s Beale said. 

the irS maintains a limited amnesty 
program for tax evaders to come clean, 
but the financial benefits of coming 
forward have decreased with every 

DelAyeD FAtcA rollout GiVeS FirmS more time to PrePAre For u.S. tAX collectioN
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new version, and the irS can end the 
program at any time. At the same 
time, the likelihood of eventually being 
discovered is increasingly becoming 
inevitable, or at least becoming more 
difficult and involving the taxpayer with 
more dubious financial firms in less-
stable jurisdictions.

For example, one argument for 
imposing “haircuts” on certain 
accounts in cyprus-based FFis was the 
assumption that many of the accounts 
held the proceeds of corruption or 
crime, including tax evasion.

“Given the number of accounts that 
have already been disclosed, and 

the requirements for participants in 
the voluntary disclosure program to 
identify all who have aided them in 
establishing and maintaining their 
foreign accounts (lawyers, bankers, 
brokers, etc.), there will be very few 
accounts that won’t eventually be 
found by the irS,” Beale said.

“Account holders who have not come 
forth voluntarily will inevitably pay 
steeply for their failure to report. 
the irS has had several voluntary 
disclosure programs. each one has 
had a slightly steeper penalty even 
for those coming forward. though 
uncertain, one would expect that the 

potential for such relief would cease 
once FAtcA is fully implemented with 
its FFi registration, withholding and 
reporting mechanisms,” Beale said.

Another tool that has been approved 
by federal judges is the use of “John 
Doe” subpoenas on u.S.-based 
correspondent banks to obtain 
information on a foreign firm’s u.S. 
clients. the subpoena authority is 
conditional on the existence of evidence 
the firm conspired with its clients 
to evade u.S taxes. this will likely 
push more stragglers into becoming  
FAtcA compliant.

DelAyeD FAtcA rollout GiVeS FirmS more time to PrePAre For u.S. tAX collectioN

moVeS toWArD NAtioNAl reGulAtioN hiGh 
oN cANADiAN AGeNDA 
Steps toward national oversight 
of financial markets will underlie 
canada’s regulatory agenda for 
2014, but firms will also need to 
stay on top of developments in 
derivatives regulation, crowdfunding, 
market access, disclosure and  
corporate governance. 

Preparations for launching canada’s 
new cooperative capital markets 
Regulator (CCMR) will proceed toward 
a goal of being fully operational by 
July 2015. the federal government 
launched the initiative in partnership 
with the securities commissions in the 
provinces with the two largest markets, 
ontario and British columbia, who 
agreed to form a unified jurisdiction. 

the parties hope to create a truly 
national authority by including the 
rest of canada’s 13 independent, 
provincial securities regulators. 
Alberta and Quebec, however, have 
voiced strenuous opposition to the 
initiative, saying that it would impinge 

on their constitutionally guaranteed 
sovereignty. 

the scheduled milestones for 
establishing the ccmr are:

•  Executing agreements that estab-
lish the terms and conditions of the 
cooperative system between the 
federal government and each par-
ticipating province (before February 
2014).

•  Publishing for comment the initial 
draft regulations governing the 
cooperative legislation (before April 
2014). 

•  Formally agreeing on the terms 
and conditions for integrating the 
securities commissions into one 
cooperative regulator (before June 
2014).

•  Enacting related federal and pro-
vincial legislation (before January 
2015).

CROWdFUNdiNG ANd OTHER 
PROSPECTUS ExEMPTiONS

the ontario Securities commission 
(OSC), which presides over Canada’s 
largest capital markets, is considering 
new prospectus exemptions to 
facilitate capital-raising among smaller 
issuers that cannot afford to go public. 
of particular interest is an exemption 
for crowdfunding that would allow 
companies to raise capital from the 
internet. the oSc is expected to issue a 
proposal in early-2014, which will likely 
restrict crowdfunding-transaction sizes 
and require issuers to produce certain 
disclosure documents. the move is also 
likely to subject online funding portals 
to a registration framework that could 
include due diligence requirements. 

other exemption initiatives under 
consideration by the oSc would allow 
companies to sell shares to friends, 
family, business associates, and existing 
shareholders, without requiring a 
full prospectus. Additionally, the 
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canadian Securities Administrators 
(CSA), the national standard-setter 
for the provincial market regulators, 
is planning to allow issuers listed on 
the TSX Venture Exchange (TSX-V) 
to distribute securities to existing 
shareholders, without providing 
new disclosure documents. these 
proposals could gain traction and yield 
new rules during the year. 

OSC PROSPECTUS REviEW

the oSc will conduct more rigorous 
prospectus reviews in 2014, to promote 
clear, accurate, and understandable 
disclosures, while discouraging 
boilerplate language. the reviews will 
focus primarily on disclosure quality in 
the following areas: 

•  Fees and expenses, particularly the 
clarity and completeness of issuers’ 
descriptions, so that investors can 
easily determine whether there is 

duplication and whether the overall 
fund cost is comparable to similar 
investments.

•  Investment objectives and 
strategies, which will be tested 
to ensure that funds provide 
meaningful information to 
investors, including a clear and 
accurate picture of the fund and 
its targeted asset classes, plus 
identification of all material risks, 
and sufficient differentiation so that 
investors can distinguish between 
multiple funds.

•  Conflicts of interest, including 
the identification of all related 
parties associated with the fund’s 
operation, as well as information 
regarding the fund manager’s 
controls, policies, and procedures 
for addressing and mitigating  
all conflicts.

HARMONizEd OTC dERivATivES RULES

on January 1, 2014, harmonized otc 
derivative rules will take effect in 
ontario, Quebec, and manitoba. the 
rules cover derivative data reporting 
requirements, the regulation of 
trade repositories, and the types 
of derivatives subject to reporting 
requirements. For the most part, the 
regime targets interest rate swaps, 
credit default swaps, and foreign  
exchange forward contracts. 

Some elements of the framework will 
be implemented in a staggered fashion, 
throughout 2014. For derivative 
dealers, reporting obligations will begin 
July 2, 2014, while all other parties 
must begin reporting by September 
30, 2014. Pre-existing derivatives 
transactions must be reported to the 
trade repository by December 31, 2014. 
While only three provincial jurisdictions 
have finalized their otc derivative 

moVeS toWArD NAtioNAl reGulAtioN hiGh oN cANADiAN AGeNDA 
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rules, their frameworks are based 
on a national model prepared by the 
canadian Securities Administrators 
(CSA), the national umbrella group 
that sets regulatory standards across 
the country. Accordingly, the other 
provincial securities commissions 
are expected to issue final  
rules during 2014. 

NEW diRECT ELECTRONiC ACCESS RULES

New rules governing the provision and 
use of direct electronic access (DEA) to 
canadian marketplaces will come into 
effect on march 1, 2014. the new cSA 
and iiroc gatekeeper framework will 
make participant dealers responsible 
and accountable for all trading activity 
that occurs under their marketplace 
participant identifications (MPIDs), 
including erroneous trades, regardless 
of whether that activity is carried out 
by the dealers themselves or third 
parties. Dealers will, therefore, be 
required to maintain appropriate 
oversight policies and controls to 
manage the financial and regulatory 
risks associated with third-party 
access.

more specifically, participant 
dealers will have to enter into 
written agreements with DeA 
clients and ensure that those 
clients have reasonable knowledge 
of applicable marketplace and 
regulatory requirements. Additionally, 
participant dealers must assign 
unique identification codes to their 
DeA clients.

NEW MUTUAL FUNd diSCLOSURE 
REqUiREMENTS

A new package of mutual fund point-
of-sale disclosure reforms by the cSA 
will require all funds to file amended 
“Fund Facts” reports, which comply 
with updated disclosure requirements, 
by may 13, 2014. As of January 
13, 2014, mutual funds that file a 
preliminary simplified prospectus must 
concurrently file a Fund Facts sheet for 
each class or series. they must also 
post the document online. Dealers will 

be required to deliver the Fund Facts to 
investors within two days of purchasing 
the mutual fund. 

Designed to make it easier for investors 
to find and use key information, the 
changes made to the Fund Facts 
content include: 

•  Adding a “volatility” definition in 
the risk section to explain the risk 
scale.

•  Removing the requirement to 
include a list of main risks to the 
mutual fund.

•  Removing comparisons to the 
mutual fund’s performance with 
one-year Guaranteed investment 
Certificates (GICs).

•  Adding the best and worst three-
month returns to the performance 
section.

•  Refining the disclosure about 
potential conflicts arising from 
the payment of commissions so 
that it refers to investments in 
general, rather than mutual funds 
in particular.  

REviSEd CORPORATE GOvERNANCE 
GUidELiNES

canadian banks and other federally 
regulated financial institutions (FRFIs) 
must finalise their implementation 
of revised corporate governance 
guidelines by January 31, 2014. issued 
by the office of the Superintendent 
of Financial Institutions (OSFI), the 
amended guidelines introduce new 
regulatory expectations related to 
board effectiveness, risk governance, 
and the roles of the chief risk officer 
(CRO) and the audit committee. 
the updated guidelines reflect new 
governance criteria established by 
the Basel committee on Banking 
Supervision (BCBS). 

the guidelines express the following 
new oSFi expectations:

•  Institutions must have a formal risk 
appetite framework to guide their 
risk-taking activities.

•  Boards and their committees 
should have appropriate financial 
industry and risk expertise.

•  The roles of the chair and chief 
executive should be separated, 
in order to maintain the board’s 
independence, as well as its ability 
to execute its mandate effectively.

•  Firms should regularly conduct 
self-assessments to evaluate 
the effectiveness of their board 
and board committee practices, 
occasionally with the assistance of 
independent, external advisors.

•  Large and/or complex institutions 
should establish a dedicated, 
board-level risk committee to 
oversee enterprise-wide risk 
management. the boards of 
smaller and/or simpler firms should 
ensure they have the collective 
skills, time, and adequate reporting 
to effectively manage risk across 
the organisation. 

•  The audit committee, not 
senior managers, should make 
recommendations to shareholders 
regarding the appointment, 
reappointment, removal, and 
remuneration of the external 
auditor. it should also agree to 
the scope and terms of the audit 
engagement and approve the 
engagement letter.

•  Boards should appoint a senior 
officer who has responsibility for 
the oversight of all relevant risks 
across the firm, such as a chief 
risk officer. the cro should have 
sufficient stature, authority, and 
independence from operational 
management. 

Additionally, the officer must have 
unfettered access and a direct 
reporting line to the board or its risk 
committee.

moVeS toWArD NAtioNAl reGulAtioN hiGh oN cANADiAN AGeNDA 
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uK AND euroPe 
A SeA chANGe iN reGulAtioN oF WholeSAle 
coNDuct iN the uK

Attempts to rig the london interbank 
offered rate and other benchmarks 
that indirectly affect retail borrowing 
and saving rates have been a game-
changer in the debate about a clear 
division between retail and wholesale 
regulation. “libor has demonstrated 
that market confidence can quickly be 
eroded by poor wholesale conduct, 
and that the impact of poor conduct, in 
and outside our regulatory perimeter, 
is far-reaching,” David lawton, 
the Financial conduct Authority’s 
director of markets, said recently. 
“While professional counterparties 
may be capable of looking after their 
own interests ... we certainly cannot 
assume that the cumulative result of 
caveat emptor adds up to appropriate 
standards of wholesale conduct.” 

WHOLESALE STRATEGY REviEW

later this year the FcA will launch a 
“wholesale strategy review” into all 
aspects of how it intends to regulate 
wholesale markets, and lawton 
spent much of 2013 explaining the 
FcA’s evolving approach to wholesale 

conduct. in June, he told a gathering 
of investor relations professionals that 
the FcA recognized that wholesale 
consumers were more sophisticated, 
and that they did not need the same 
protection as retail consumers, but he 
insisted that there was a “continuum” 
between wholesale and retail conduct. 
he said the FcA would take into 
account how easily poor behavior in one 
area of conduct “can bleed into other 
areas and become pervasive through 
the financial system”, while also 
recognizing the differences between 
non-financial firms hedging risk, 
financial firms opting for certain levels 
of protection in non-retail transactions 
and “the larger, more sophisticated 
financial services firms”.

in November, lawton told a conference 
on markets that the regulator itself 
had reorganized: “We recognize that 
the wholesale markets are different to 
the retail markets, and they need to be 
regulated as wholesale markets. But 
they do need to be regulated.” 

During the legislative process to replace 

the old one-stop Financial Services 
Authority with a twin-peaks structure, 
in which the Bank of england effectively 
took over prudential regulation and the 
new FcA concentrated on regulating 
conduct, members of the British 
parliament and others warned against 
lumping together market participants 
of all kinds and levels of sophistication 
in a very broad legal definition of 
“consumers” which, leading consumer 
champion christine Farnish told mPs, 
seemed to include “everything from 
my mum to a hedge fund manager, 
and that seems ... very odd”.

the mPs scrutinizing the draft 
legislation agreed, saying that the 
definition of consumer was so broad 
“that it leaves a lack of clarity as to the 
relative approach that the FcA should 
take to different types of consumer”. 
When it became law, however, the 
Financial Services Act 2012 kept intact 
the notion of a “wholesale consumer”.

“there isn’t a bright line between 
wholesale and retail markets,” lawton 
told the FcA’s November conference. 

REUTERS/ DAViD loh
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“While our approach to wholesale 
supervision is differentiated from retail 
supervision, the behavior in wholesale 
markets impacts the behavior we see in 
retail markets.” 

For the compliance departments 
of banks and investment firms, an 
important result of the FcA’s new 
approach to the wholesale space, which 
includes earlier and more proactive 
regulatory intervention, as well as 
requiring a “comply-with-the-spirit-of-
the-rules” attitude throughout firms, is 
that the regulator’s supervisory focus 
will, at least to some extent, shift away 
from compliance to desk heads and 
other front-line business managers.

Will Amos, the FcA’s director of 
wholesale banking and investment 
management, told the same 
conference in November that the 
recent benchmark-rigging and mis-
selling scandals at banks had not been 
the result of compliance failings but 
of front-line misconduct. “So that’s 
why we need to think more about the 
business, and we’ll be spending more 
of our time talking to business people,” 
Amos said, adding that the regulator 
would in future be scrutinizing business 
decisions, such as which wholesale 
and professional clients were taken 
on and how new wholesale products 
were being developed, as well as how 
wholesale transactions were executed.

COMMiSSiON bUNdLiNG 

lawton highlighted the way the FcA 
is already examining and reviewing 
“agency” risks in the relationship 
between wholesale market participants 
and their retail clients, including how 
brokers meet their best execution 
requirements under the markets 
in Financial instruments Directive 
(MiFID), and the bundling into brokers’ 
commissions of less-than-transparent 
non-dealing charges to asset 
managers and other buy-side firms, 
such as paying for sell-side investment 
research and “data services”.

richard Sutcliffe, the regulator’s head 
of client assets and wholesale conduct, 
told the November conference that the 
regulator saw “an unwelcome degree 
of ambiguity” in the current bundled 
commission rules, which it believed 
had led to the definition of research 
undergoing gradual change so that “we 
think sometimes now, the outcomes 
we see really don’t bear scrutiny”. the 
current research funding model lacked 
a transparent connection between 
remuneration and consumption 
of research, Sutcliffe said, and he 
warned that the FcA had become 
skeptical about how sophisticated 
a firm’s calculations in attributing 
cost to individual services could  
actually be in practice.

Sutcliffe said that in relation to the 
issue of commission bundling, but also 
more widely across its whole refocused 
wholesale product strategy, the FcA 
was willing to challenge current market 
practices, and payment structures, 
if it believed these were failing 
participants by damaging trust and the  
integrity of markets.

At the end of November, shortly 
after lawton and his team spoke at 
the regulator’s markets conference, 
the FcA launched a consultation on 
clarifying and toughening up the 
commission-bundling rules in its 
handbook. the regulator estimated 
only around half the £3 billion of clients’ 
money that the buy-side pays the sell-
side annually was for executing trades, 
with the other half going to pay for 
data services not directly related to the 
trade involved, “corporate access” to 
the management of issuing companies, 
or to obtain preferential treatment to 
primary offerings. 

in other words, asset managers were 
using their clients’ money to pay their 
core business costs. the changes 
the FcA proposed to its rules on 
commission bundling were, however, 
little more than a holding operation 
to tide the uK regime over until the 

implementation of the miFiD ii package 
— which includes both a revised 
directive and a brand-new and directly-
applicable European regulation (MiFIR) 
— brings in a europe-wide regime in 
around three years’ time.

Speaking at the FcA’s asset 
management conference in october, 
the regulator’s chief executive martin 
Wheatley launched a debate, “driven 
by strong industry representation 
and informed by its expertise”, on 
reforming the uK domestic dealing 
regime, while simultaneously engaging 
in the process of negotiating the details 
of miFiD ii implementation.

“in principle, we support an approach 
that applies across europe, so if the 
end destination becomes unbundling,  
for example, then this would apply 
unilaterally across asset management 
in europe,” Wheatley told the asset 
managers. “the advantage of 
progressing this at european level is 
that it will ensure a level playing field 
and allow firms to adapt their business 
models, as implementation is unlikely 
to occur before 2016. We see this as an 
essential long-term solution to remedy 
this issue, which isn’t by any means a 
uK-specific problem.”

Will Dennis, managing director, 
compliance, at the Association for 
Financial Markets in Europe (AFME), 
told thomson reuters Accelus that 
the new British conduct regulator had 
focused very successfully on business 
integrity and conduct in the nine 
months since its inception. he said that 
Wheatley and his team had made huge 
efforts to make their agenda clearer to 
everyone in the industry, and to consult 
with industry and consumers.

“there is still, however, a degree of 
unclarity as to what the FcA means by 
a ‘wholesale consumer’, and what the 
appropriate requirements would be,” 
Dennis said. “regulators should avoid 
imposing inappropriate consumer rules 
on counterparties that do not need — 
or want — that kind of protection; so, 

A SeA chANGe iN reGulAtioN oF WholeSAle coNDuct iN the uK
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A SeA chANGe iN reGulAtioN oF 
WholeSAle coNDuct iN the uK

for example, it would be a waste of 
regulatory resources to apply the same 
consumer protection to a major bank 
trading with another major bank, as to 
a major bank trading with an inexpert 
individual.”

RULES HARMONizATiON

AFme, which represents the largest 
banks and firms in europe’s wholesale 
markets, supports harmonized rules 
across the region, but also wants them 
harmonized globally if possible. the 
trade body believes this means that the 
“level 2” implementation negotiations 
on miFiD ii, and also on the new market 
Abuse regulation, need to be carefully 
managed rather than rushed through 
against artificial deadlines.

“otherwise we will get unclear 
regulation and the situation where 
some member states disagree and do 
not apply the regulations,” Dennis said. 
When the european Securities and 
markets Authority issued guidelines 
on the european regulation on short 
selling, a number of member states, 
including the uK, declined to apply 
them, saying that they went further 
than the regulation and imposed 
inappropriate additional conditions on 
market participants.

For the same reason AFme believes 
that super-equivalence, or “gold-
plating”, where the regulator of one 
or more national regulators imposes 
tougher rules than others, should be 
avoided.

“the u.S. and eu regulators discussing 
such matters as extraterritoriality of 
regulation need to put narrow national 
self-interest to one side, and to focus 
on soundly based common standards, 
if we are to come out with a regulatory 
system that benefits both european 
and American consumers, and assists 
in financing growth,” Dennis said.

culture — reGulAtory 
eVolutioN or reVolutioN?

regulators around the world are 
moving away from a supervisory 
framework based solely on compliance 
with a detailed rulebook. A vast web of 
complex international and domestic 
rules for financial services firms failed 
to prevent the recent financial crisis, nor 
did it stop firms from behaving badly 
toward their customers. regulators 
are not abandoning their rulebooks 
but rather seeking to supplement them 
with a series of regulatory expectations 
around culture, tone from the top and 
conduct risk. individual regulators 
have begun a series of initiatives which 
are now being pulled together in a 
supranational approach led by the 
Financial Stability Board. 

the FSB, which operates under the 
aegis of the G20, started its own 
work with a series of policy measures 
designed to reduce the risks posed 
by systemically important financial 
institutions (SIFIs); in other words, 
seeking to minimize the “too-big-to-
fail” problem which caused so many 
issues as part of the crisis, including 
the widespread use of taxpayers’ 
money to bail out failing banks. 
the FSB’s policies aim to achieve 
consistent rule changes and a common 
supervisory approach globally, 
and also encompass the actions of 
firms themselves. it is encouraging 
regulators to take a more intense and 
effective approach to oversight which 
will deliver pre-emptive, rather than 
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reactive, outcomes-based supervision. 

RiSk CULTURE

outcomes-based supervision involves 
actively assessing the decisions of 
a firm based on its strategic vision, 
business model and risk appetite 
framework. critically, the FSB has 
made it clear that it considers the 
supervisory approach of the future 
to be about ensuring compliance not 
only with the letter of the rules but 
also with their spirit. At the crux of the 
enhanced new supervisory approach 
is an understanding, by both the firm 
and the supervisor, of the institution’s 
risk culture, and in particular whether 
it supports appropriate behavior 
and judgments within a strong risk 
governance framework. 

 

A firm’s risk culture is considered to 
play an important role in influencing 
the actions and decisions taken by 
individuals and in shaping the firm’s 
attitude toward its stakeholders, 
including its supervisors. Specifically, a 
risk culture that promotes prudent risk-
taking will be conducive to ensuring that 
emerging risks likely to have a material 
impact on a firm, and any risk-taking 
activities beyond the institution’s risk 
appetite, are not only recognized but 
also assessed, escalated and addressed 
as necessary. equally, weaknesses in 
the risk management framework, as 
well as in decision-making processes 
and in assigning clear accountability 

for identifying and addressing behavior 
which is unsupportive of sound risk 
management, can enable particular 
risks to take root and grow. 

the FSB’s proposed guidance sets out 
the main elements which contribute to 
a sound risk culture within a firm. it also 
identifies core practices and attitudes 
which could be used as indicators 
of a firm’s risk culture, together with 
criteria for assessing the strength 
and effectiveness of a firm’s culture in 
managing risks. 

iNdiCATORS OF A SOUNd RiSk CULTURE

the foundation elements of a 
sound risk culture have already 
been articulated by the FSB in its 
publications on risk governance, risk 
appetite and compensation. the FSB 
has broken down the indicators of a 
sound risk culture into four parts which 
need to be considered collectively, 
and as mutually reinforcing. the FSB 
has made it clear that looking at each 
indicator in isolation would be to ignore 
the multi-faceted nature of risk culture. 
the four parts are: 

•  Tone from the top — the board of 
directors and senior managers are 
the starting point for setting the 
firm’s core values and risk culture, 
and their behavior must reflect the 
values being espoused. As such, 
the leadership of the firm should 
systematically develop, monitor and 
assess the culture of the institution. 

•  Accountability — successful risk 
management requires employees 
at all levels to understand the core 
values of the firm’s risk culture and 
its approach to risk, be capable of 
performing their prescribed roles 
and be aware that they are held 
accountable for their actions in 
relation to the institution’s risk-
taking behavior. Staff acceptance 
of risk-related goals and related 

values is seen as essential. 

•  Effective challenge — a sound risk 
culture promotes an environment 
of effective challenge in which 
decision-making processes 
promote a range of views, allow 
for testing of current practices 
and stimulate a positive, critical 
attitude among employees and 
an environment of open and 
constructive engagement. 

•  Incentives — performance and 
talent management should 
encourage and reinforce 
maintenance of the firm’s desired 
risk management behavior. 
Financial and non-financial 
incentives should support the core 
values and risk culture at all levels 
of the firm. 

the recommended guidance then 
breaks out each of the four indicators 
and highlights identifying factors and 
behavior for supervisors to consider 
when assessing the strength and 
effectiveness of a firm’s culture in 
managing risk. one overarching 
recommendation is for all regulators 
to assess how the board and senior 
managers systematically consider and 
review the culture of their firm, the 
quality and rigor of the documentation 
of the findings and how any deficiencies 
in risk culture are then addressed. 
critically, the firm’s willingness to 
document sufficiently the elements 
supporting its risk culture is highlighted 
as being a key part of the regulator’s 
overall assessment.

CHALLENGES

the proposals from the FSB and the 
approaches already being developed 
by regulators are likely to be 
challenging for supervisors and firms 
alike. Black and white compliance or 
non-compliance with a rulebook has 
been supplemented by the need to 
define, measure and provide evidence 

culture — reGulAtory eVolutioN or reVolutioN?

“Failures in risk culture are often 
considered a root cause of the 
global financial crisis as well as 
headline risk and compliance 
events (e.g., the London Whale, 
Libor manipulation).” 

Financial Stability Board 
consultative Document, “Guidance 
on Supervisory interaction with 
Financial institutions on risk 
culture”, November 2013. 
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of the qualitative measures around 
culture, good customer outcomes and 
conduct risk. the uK regulator, the 
Financial Conduct Authority (FCA), 
has already set out its stall with a 
series of speeches in 2013 which have 
made it clear that, over and above 
even demonstrably good customer 
outcomes, it will seek to assess firms 
on the quality of their culture. 

the FcA has embedded culture in the 
new supervisory model which came 
into effect, along with the regulator 
itself, on April 1, 2013. the FcA 
supervision model is based on three 
pillars. the first two pillars are: event-
driven work looking at issues that are 
emerging or that have happened and 
were unforeseen; and, secondly, issues 
and product work, which will largely be 
driven by the FcA’s sector analysis. 

the bringing of culture specifically 
into the regulatory mix is in the third 
supervisory pillar of the firm systematic 
framework (FSF), which is designed to 
answer the question: “Are the interests 
of customers and market integrity at 
the heart of how the firm is run?” the 
FcA intends to seek the response 
to this question in two main ways, 
through:

•  analyzing a firm’s business models 
and strategies so that the regulator 
is able to form a view of the 
sustainability of the business from 
a conduct perspective and where 
future risks might lie; and 

•  assessing the extent to which the 
fair treatment of customers and 
the need to ensure market integrity 
is embedded in the way in which 
the firm runs its business, from the 
“tone from the top” through to how 
culture is embedded across the 
firm, to how the firm manages and 
controls its risks.

the FcA intends to use the assessment 
of culture, good or bad, as part of its 

FSF and will seek to draw conclusions 
about a firm’s culture and reflect that 
back to the firm as part of the risk 
assessment process. Firms operating 
in the uK need to be aware that they 
can and will face enforcement action 
for having a poor culture. one of the 
many challenges with culture is that it 
is unique to each firm. 

in the same way that effective 
corporate governance or successful 
risk governance needs to be tailored to 
an individual firm, what “good” looks 
like for culture needs to be agreed by 
senior managers on a firm-by-firm 
basis, and then a wide-ranging plan 
needs to be implemented. 

As well as each and every firm having 
to define for itself, in a fair level of 
granular detail, what good culture 
looks like for its activities, it will also 
need to be able to provide evidence of 
its current, hopefully positive, culture in 
action. Without a clear, well-informed 
line of sight to the firm’s current cultural 
position, senior managers will neither 
be able to assess whether or not it is 
good or bad, nor be able to highlight 
where remedial actions are required. 

EvOLUTiON OR REvOLUTiON?

the focus on culture and the creation 
of a “rulebook plus” approach to 
the regulation of financial services 
has prompted a number of firms to 
stand back and assess holistically the 
standards to which they should hold 
themselves, rather than simply seeking 
to comply with individual rulebooks 
and jurisdiction-specific regulatory 

expectations. hSBc, Goldman Sachs 
and Barclays are three big names 
which have sought publicly to create 
their own approaches. By doing so, 
these firms are beginning to lead a 
possible revolution in creating for 
themselves the operating framework 
in which they undertake their business 
activities. compliance with a detailed 
rulebook is the base plate on top of 
which firm-specific approaches to risk 
culture and conduct risk management 
are being built. 

in a sense, the firms setting their 
own cultural benchmarks are taking 
ownership of their regulatory futures. 
it is not, however, an approach without 
its dangers. A firm holding itself to 
a publicly high ethical and cultural 
standard will not only need to be able 
to live up to those standards but will 
also have to be seen to live up to them. 
it is entirely possible that a breach 
of a firm’s own standards (rather 
than a breach of jurisdiction-specific 
regulatory expectations) could in future 
become the subject of enforcement 
action: the firm being hoist with its 
own, well-meaning, petard. 

that said, in practical terms the only 
way for a firm to deal with the new 
cultural regulatory expectations is to 
define for itself exactly what “good” 
looks like in terms of its own internal 
practices, policies and procedures. 
once “good culture” has been defined, 
documented and implemented, and 
reporting infrastructures built, the 
firm should discuss and, if need be, 
champion, its planned approach with 
all relevant regulators.

the challenge, opportunity and indeed 
revolution of a culture-based regulatory 
approach is there to be grasped. For all 
that culture is a regulatory expectation 
without a rulebook, the shifting 
approach does give a risk-aware firm a 
golden opportunity to define for itself 
how it will operate.

culture — reGulAtory eVolutioN or reVolutioN?

“but whatever a firm’s corporate 
culture looks like, the fair treatment 
of customers and market integrity 
should be central — and it should 
not be undermined by people or 
business practices.” 

linda Woodall, director of 
mortgages and consumer lending 
at the FcA, November 2013.
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NeW SeNior PerSoNS reGime BecomeS lAW
the Parliamentary commission on 
Banking Standards (PCBS) reforms, 
published in June 2013, and enshrined 
in the Financial Services (Banking 
reform) Act 2013, made their way to 
the statute book; the Act was given 
royal assent on December 18. the 
Financial conduct Authority and the 
Prudential regulation Authority have 
both provided responses to the PcBS 
reforms and these, together with the 
Act, have given the clearest indication 

to date as to the structure of the new 
regime that will govern the behavior of 
those working in banks, which is likely 
to come into force in 2015. A “bank” 
for these purposes is a uK institution 
(i.e., a firm which is incorporated in or 
formed under the laws of any part of 
the uK) that has permission to accept 
deposits (but is not an insurer).

the changes are myriad and have far-
reaching consequences not only for 
senior approved persons in banks but 

also for all bank employees, who will 
in future be bound by a new set of 
Banking Standards rules. Prison will be 
a possibility for reckless senior bankers 
should their firms become insolvent or 
subject to special resolution measures 
and the regulators will find it much 
easier to hold managers to account in 
enforcement cases due to the “reverse 
burden of proof” provisions.

the changes are summarized in this 
diagram.

Senior Persons 
Regime, administered 
by regulators as APER 

currently is

Licensing Regime: 
administered by firms, 
overseen by regulators

Reverse burden of proof: where failure leads 
to successful enforcement action against a 
firm, there will be a requirement on relevant 

Senior Persons to demonstrate that they took 
all reasonable steps to prevent or mitigate the 

effects of a specified failing. 

Criminal offense of reckless 
misconduct in management 

of a bank

New criminal  offense

New Banking Standards Rules 

Approvals of senior persons 
can be subject to conditions 

or time limits

New regulatory powers

Extension of time limit for 
commencing disciplinary 

action, from 3 years

New enforcement  powers

New enforcement  powers

Enhanced 
Register

Containing details 
of foreign 

misconduct

New professional banking body to 
be established, funded by industry 

– which may assume a more 
formal regulatory role in time.

Regulator prior 
approval required

Regulator prior 
approval NOT 

required

KEY ELEMENTS OF THE ACCEPTED PROPOSALS FOR A NEW REGULATORY 
SYSTEM GOVERNING INDIVIDUALS IN BANKS (which might be extended to all those in 

financial services)

Regulators can take 
disciplinary action for breaches 

of BSRs and for being 
‘knowingly concerned’ in other 

regulatory breach.

NO reverse 
burden for 
licensees

NO criminal 
offense for 
licensees

Includes far more individuals than 
current regime:staff whose actions or 
behaviour could seriously harm the 
bank, its reputation or its customers

Includes fewer individuals than current 
SIF regime: significant decision makers 

(board members and head of key 
functions and units)

Potential claw 
back of 

remuneration



          THE STATE OF REGULATORY REFORM 2014 - A SpEciAL REpORT28

iNdividUAL RESPONSibiLiTY ANd THE 
NEW SENiOR PERSONS REGiME

the senior persons regime will only 
include the most senior individuals 
within deposit-taking institutions, and 
the existing approved persons regime 
will continue to apply to all non-
deposit-taking entities. Senior persons 
will be those who occupy a “senior 
management function” in a bank, 
which is a function that (in relation to 
the carrying on of a regulated activity 
by a firm): 

•  requires the person performing it to 
be responsible for managing one or 
more aspects of the firm’s affairs, as 
they relate to the activity; and

•  those aspects involve, or 
might involve, a risk of serious 
consequences for the firm, or for the 
firm’s business or other interests in 
the united Kingdom.

the FcA said that the regime would 
have the following features:

•  Pre-approval Senior persons will be 
approved by the regulators before 
taking up a new post. Approvals 
may be subject to conditions, 
for example, where it is felt that 
individuals need to acquire a 
specific skill to carry out the job 
well.

•  Key responsibilities Senior persons 
will be required to accept formally a 
written statement of responsibilities 
which sets out their role. this will 
allow deposit-taking institutions 
and regulators to ensure that a 
named individual is accountable 
for each key risk in their businesses, 
and will help regulators hold these 
individuals to account in the event 
of failure.

•  Handover certificates Senior 
persons must prepare a handover 
certificate when leaving a role 
or passing on duties. this will 
describe how they have met their 

responsibilities under the regime, 
and any issues the person taking on 
those responsibilities should know 
about.

the FcA has said that it intends to 
embed the senior persons regime 
approach across its authorization, 
supervision and enforcement 
functions, and that it will work to 
ensure that senior persons have 
clear roles and responsibilities, not 
only at authorization stage but also 
throughout their careers.

the FcA has also confirmed that it 
will continue with its requirement that 
individuals must “attest” that remedial 
actions have been completed, or that 
other controls are fit for purpose, and 
this “individual attestation” will be 
an important part of its approach to 
senior persons.

the FcA will consult on whether 
aspects of the new regime should 
be incorporated into the existing 
framework and hence be extended in 
application to cover approved persons 
in other firms (not only banks). The most 
obvious candidates are the requirement 
for a “statement of responsibilities” and 
“handover certificates”, as well as the 
power of the FcA to impose conditions 
and time limits on approvals. 

this new dual system, which is now 
certain to come into force, may make 
for a very complicated division of 
responsibilities at the top levels of 
banking groups. the FcA has said that 
individuals holding posts that oversee 
both deposit-taking and non-deposit-
taking institutions within a banking 
group may be subject to both the new 
senior persons regime and the existing 
approved persons regime. it has also 
said that there may be people who 
perform the same role in different 
institutions, but are subject to different 
regimes depending on the permissions 
of their employer. compliance, hr and 
the senior persons themselves will 
need to work very closely to ensure 
a smooth and coherent approach to 

all of this; getting the right person in 
the right post, and subject to the right 
regulatory requirements will not be 
straightforward.

REvERSE bURdEN PROviSiONS

the FcA has lent its support to the 
provisions relating to the creation of 
a reverse burden of proof, whereby a 
senior person will have to prove that 
he took all reasonable steps to prevent 
a contravention occurring, within his 
area of responsibility, otherwise he 
will be guilty of misconduct. Although 
the PcBS has recommended that 
the FcA should also take action 
against the institution, this has not 
been incorporated into the Financial 
Services (Banking Reform) Act; a 
position the FcA is in favor of given that 
a requirement to take action against 
an institution could add unnecessary 
delay and confusion and could be 
unfair to individuals. 

LiCENSiNG REGiME FOR bANk STAFF

the FcA has also supported the 
creation of a licensing regime to capture 
a wider population of employees, 
beyond senior persons in banks, the 
elements of which, as detailed in the 
Financial Services (Banking Reform) 
Act, are: 

•  A set of “individual standards 
rules”. these will be applicable 
to senior persons and a wider 
population of employees. the FcA 
will consider the extent to which 
the existing standards for approved 
persons should be adapted to 
reflect those applicable to this 
wider population. the FcA will 
develop individual standards rules 
and consult in 2014. the aim will be 
to provide a clear set of behavioral 
standards for individuals within the 
banking sector.

•  Use of the full range of enforcement 
powers against a broader range of 
bank employees.

NeW SeNior PerSoNS reGime BecomeS lAW
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•  No pre-approval by the regulator 
for individuals solely covered by 
the individual standards rules. 
the FcA has agreed with the 
PcBS recommendation that 
banks themselves must take more 
responsibility for the conduct of 
a wider range of their staff. Pre-
approval will be introduced for 
senior persons, and will remain for 
Approved Persons, but will not be 
extended to the wider population 
of employees covered by the new 
conduct rules. individual banks 
will have to administer and operate 
their own scheme to ensure 
compliance with the conduct rules, 
and it is this scheme that will be 
subject to regulatory scrutiny. this 
is likely to have significant resource 
implications for banks.

GOvERNANCE ANd CULTURE

the FcA had agreed with the PcBS 
that banks require effective and 
independent risk, compliance and 
internal audit functions, and that the 
chairman and non-executive directors 
require access to independent 
advice and expertise if they are to 
provide effective challenge to the 

executive. the regulator has said, 
however, that it is not in favor of 
overly prescriptive regulation, which 
it feels may encourage a “tick-box” 
approach to governance, and so will 
consider whether to prescribe specific 
requirements for these functions as 
part of the consultation on the senior 
persons regime.

the regulators will also consult 
on whistle-blowing, and whether 
additional rules are needed to set 
minimum standards for whistle-
blowing and, if so, how prescriptive 
these should be. this consultation will 
include the proposal that a member 
of a firm’s senior management is 
made personally accountable for 
whistle-blowing procedures, which 
might herald the creation of another 
controlled function. the FcA is not 
in favor of paying whistleblowers, as 
happens in the u.S., and will conduct 
further research into this area. 

PACE OF REGULATORY CHANGE SHOWS 
NO SiGN OF SLOWiNG dOWN

hot on the heels of the redesign of the 
uK’s regulatory architecture, which 
came into effect on April 1, 2013, have 
come these far-reaching proposals 
which will shake up key planks of the 

regulatory regime, particularly as it 
applies to individuals. the impact of 
these changes on those working in 
banks in particular will be significant. 
Banks will have to become far more 
involved in the regulation of their staff’s 
behavior than has previously been the 
case. instances of non-compliance 
with individual standards rules on the 
part of staff are liable to lay banks 
open to the risk of enforcement action, 
and failure to implement these rules 
effectively may lead to action against 
the banks themselves. 

the world of stringent individual 
accountability for those occupying 
senior roles in banks is also about 
to arrive, and with it detailed 
requirements on statements of duties 
and responsibilities which will surely 
lead to a greater level of bureaucracy. 
many other issues will be thrown up 
by the detailed consultation process 
which is likely to begin early next year. 
In the meantime, banks (at the very 
least) must ensure that they have 
appropriate allocations in their budget 
forecasts to enable them to devote 
appropriate resources to what is likely 
to be an expensive and complicated 
period of change. 

NeW SeNior PerSoNS reGime BecomeS lAW
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uK reGulAtorS SeeK toP ScAlPS

one of the more complex challenges 
the Financial Conduct Authority (FCA) 
will face at the turn of the year centers 
on its high-profile market abuse  
case featuring city high-flyer ian 
hannam, which many see as an 
acid test of the regulator’s ability to 
punish wrongdoing. the regulator is 
attempting to impose a £450,000 
penalty on the 57-year-old former 
JPmorgan investment banker 
following two emails he sent on  
behalf of his client, heritage oil, in 
2008. the regulator believes the 
messages contained price-sensitive 
information and hannam should not 
have sent them to the company. the 
case will have important ramifications 
for the way the regulator can 
discipline senior managers, and will  
also affect the way firms handle  
price-sensitive information.

hannam, a well-known city figure, is 
resisting the fine and is using the very 
public hearing as a way of restoring his 
previously stellar reputation, although 
the regulator has not questioned 
the former soldier’s honesty and 
integrity, or taken away his approved 
status. With the verdict due to be 
announced in early 2014, it is still too 
early to draw any firm conclusions 

from the case, but it is evident that 
firms have considered the potential 
implications. the FcA believes that 
hannam’s behavior was unacceptable 
for someone of his standing. crucially, 
under uK regulations a person can still 
be accused of insider dealing even if 
the release of the information does not 
result in actual share dealing. 

the regulator has said that the banker’s 
handling of information smacked of 
practices long frowned upon in the 
city. “the reputation of london’s 
financial markets would be seriously 
jeopardized if it was generally thought 
that those who know the right people 
have access to the inside track, or if it 
was thought that casual disclosure of 
inside information was not regarded as 
a serious matter,” it said. 

Whatever the decision arrived at by the 
three-man panel, the FcA appears to 
be relaxed about its outcome. Although 
the regulator will not want to lose, it 
might well be happy that the message 
about fast and loose handling of price-
sensitive important market information 
is now out in the public domain. one 
FcA source has suggested that even 
if hannam appealed successfully the 
decision the regulator would still win, 

in the sense that its stance on inside 
information would no longer be in 
doubt. the case also demonstrates 
that the regulator has come good on 
its determination to strike at senior 
individuals, something which its 
predecessor, the Financial Services 
Authority, was much-criticized for not 
doing. Whether the regulator has gone 
too far in this case remains to be seen, 
but for firms the perils of failing to have 
appropriate controls in place to govern 
inside information have been made all 
too clear.

the regulator will also face a tough test 
in the operation tabernula case, which 
concerns an alleged wide-ranging £3 
million insider dealing conspiracy. Six 
men, including martyn Dodgson, a 
former managing director at Deutsche 
Bank, face charges in a trial which 
is expected to begin in September 
2014. the regulator launched its 
investigation in march 2010 with the 
high-profile arrests of seven men. Paul 
milsom, a 45-year-old former equities 
trader at legal & General, has already 
been jailed for two years as a result of 
the probe. the case represents a major 
milestone in the regulator’s attempts 
to smash organized insider trading 
rings involving senior city figures.

REUTERS/ eVe criSP
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2014 will be the year in which the 
Financial Conduct Authority (FCA) 
broadens its regulation of the uK’s 
retail financial services. the regulator 
will put more focus on vulnerable 
customers, and regulate new areas 
such as consumer credit. in applying 
its competition agenda, the regulator 
will continue its review of savings 
accounts and teaser rates, and will also 
continue to show an interest in such 
issues as insurance companies’ use  
of private detectives. 

the FcA does not work alone and it will 
continue to have a close relationship 
with the Financial ombudsman Service 
(FOS) as it reviews complaints handling, 
making it incumbent on firms to 
examine causes in depth. the FoS will 
add substantially to its own published 
decisions, which it encourages firms 
to read. the avalanche of complaints 
to the FoS about payment protection 
insurance (PPI) remains relentless, but 
other areas of complaint are now rising, 
including insurance sold as an add-on.

in coping with the regulatory pressure, 
firms will continue to assess what 
business remains profitable for them. 
the advice gap left by the retail 
Distribution Review (RDR) means that 
some retail customers are not well-
served, with the result they are turning 
to non-advisory outlets, including 
insurance price comparison web sites, 
which are under FcA review. Some 
high-profile enforcement action last 
year, such as the FcA’s £1.8 million 
fine of AXA for investment sales 
advice failings, drew attention to the 
risks of giving advice in the post-rDr 
environment. the FcA is still assessing 
the impact of the rDr, and will take 
into account firms’ comments. Advisers 
will be interested in the results of the 
Keydata test case court action in 2014, 
which will bring some clarity to the 
due diligence required of advisers 
in dealing with their FcA-regulated 
product providers.

As an outcomes-based regulator, 
the FcA is concerned that firms 

take into account the low interest 
rate environment, and as part of 
the mortgage market review, to be 
implemented from April, it will require 
firms to do a test on whether those 
who buy mortgages currently in a 
low-interest environment will be able 
to continue to afford them after five 
years. the FcA will be publishing a 
paper on its annuities review, and it will 
be watching for any lapse in consumer 
protection from providers of self-
invested personal pensions, especially 
given the plethora of fraudulent 
pension liberation schemes to which 
SiPPs are exposed. 

the FcA will continue to encourage 
banks involved in interest rate swap 
redress schemes to take a lead from 
those that have already accelerated the 
process. the onus remains generally on 
retail financial services firms to tighten 
up their cultures and put the customer 
first, and one incentive is that more 
and more “skilled persons” reports are 
being requested by the FcA.

FcA to FocuS oN VulNerABle cuStomerS

REUTERS/ Pichi chuANG 
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uK reGulAtor Set to tAKe coNSumer 
creDit role

the uK FcA will take over the 
regulation of consumer credit from the 
office of Fair trading on April 1, 2014. 
the FcA’s overarching objective will be 
to ensure better consumer protection 
in the consumer credit market, which 
it recognizes as fulfilling an important 
need in the uK economy. Firms affected 
include hire purchase providers, credit 
card issuers, payday loan companies, 
pawnbrokers, debt management and 
collection firms and providers of debt 
advice. many of these firms, of which 
there are approximately 80,000, will 
be new to FcA regulation, which will 
be stricter and more actively enforced 
than the oFt regime. 

it is possible that some firms will not 
survive the higher level of scrutiny to 
which they will be subjected, and that 
the market will contract, although 
the FcA is mindful of its competition 
objective, and of its consumer 
protection objective. the FcA-
commissioned research (set out in an 
Appendix to Consultation Paper 13/10) 
said that compliance costs, additional 
fees and the exit of secondary credit 
brokers distributing their lending 
were all expected to drive significant 
market exit among small non-bank 
lenders in the consumer credit market. 
Specifically, it has been estimated 

that between 15 and 20 percent of 
small non-bank lenders will leave the 
market due to the change in regime. 
As these firms tend to have a marginal 
business in consumer credit and do 
not represent a large market share, 
however, no significant reduction in the 
overall volume of lending is anticipated. 

the FcA has divided up consumer 
credit activities into high-risk and 
lower-risk, and a lighter regime applies 
to the latter category, which can apply 
for limited permission instead of full 
authorization. examples of lower-
risk activities include consumer hire 
(hiring goods to consumers, e.g., 
tools, cars), and not-for-profit debt 
counseling and debt adjusting. higher-
risk activities include consumer credit 
lending (personal loans, credit cards, 
overdrafts, pawn broking) and peer-to-
peer lending (a new regulated activity 
proposed by the government). 

the FcA intends to focus most of its 
resource on the areas of the consumer 
credit market that present the highest 
risk to consumer fairness, namely, debt 
management and payday lending (a 
type of “high-risk, short-term loan” in 
the FcA’s definition). in particular, the 
FcA has found that some firms do 
not properly assess the affordability 
of a loan before making an advance, 

and may use continuous payment 
authorities to withdraw money directly 
from customers’ bank accounts, when 
the customers cannot afford for them 
to do so. rollover loans are also an 
area that will be targeted, to ensure 
that the individual circumstances of 
each customer are taken into account. 

the FcA rules will be contained in the 
Consumer Credit Sourcebook (CONC), 
part of the FcA handbook, and will 
apply from April 1, 2014, although firms 
holding an oFt license can apply for 
interim permission before that date. 
A six-month transitional period will 
operate, meaning that the FcA will 
not take enforcement action against 
a firm where it can demonstrate that 
it has acted in accordance with old 
consumer credit Act requirements 
and oFt guidance, where these 
rules are substantially the same as  
the new rules. 

the transfer of the consumer credit 
regime to the FcA will bring this area 
of the retail financial services industry, 
which has a significant impact on 
consumers, under the FcA’s umbrella, 
and it will sit coherently with all other 
activities regulated by the FcA. the 
impact on firms which are not subject 
to FcA regulation will be severe; they 
will have to meet the FcA’s threshold 
conditions, may need to apply for 
approval for one or more senior persons 
(perhaps more, depending on the type 
of business they are running), and 
comply with the coNc sourcebook. 

the intended end result is a consumer 
credit market that is fairer to the 
consumer, and a reduction in the 
exploitation of vulnerable people 
by unscrupulous lenders, many of 
whom may find their business plans 
unsustainable under the payday 
lending cap proposals contained in the 
Financial Services (Banking Reform) 
Act 2013. 

REUTERS/ Amir coheN
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Vickers, Volcker and liikanen: three 
names representing the uK, u.S. 
and eu plans for banking structural 
reform. they all have similar intentions 
of making banking, specifically retail 
banking, safer following the lessons 
learned in the financial crisis. 

A key thread is the agreed need to 
remove the “too-big-to-fail” concern 
by making banks hold more capital, 
be more transparent and, should the 
worst happen, allow for an orderly 
resolution and wind-up without the 

need for taxpayer support or the risk 
of crisis-inducing contagion. changes 
to the prudential requirements for 
banks are seeking to cover the greater 
capital and liquidity buffers required 
as well as the increased levels of 
transparency for regulators to facilitate 
outcomes-based supervision. the 
structural reform of banking seeks, in 
very general terms, to split apart retail 
banking from other, potentially more 
risky, activities. Specifically, the reform 
of permitted banking structures is 
designed to facilitate and enable the 

orderly resolution of a bank without an 
interruption to the provision of retail 
banking services. 

LiikANEN

A high-level expert group (HLEG), 
chaired by erkki liikanen, Governor 
of the Bank of Finland, was convened 
in February 2012 by michel Barnier, 
internal market and services 
commissioner, to assess whether 
additional reforms directly targeted 
at the structure of individual banks 
would further reduce the probability 
and impact of failure, ensure the 
continuation of vital economic 
functions upon failure and better 
protect vulnerable retail clients. in the 
autumn of 2012 hleG came up with a 
number of proposals, the cornerstone 
of which was that proprietary trading 
and other significant trading activities 
should be assigned to a separate legal 
entity if the activities to be separated 
amount to a significant share of a 
bank’s business. the aim would be to 
ensure that trading activities beyond 
the threshold are carried out on a 
stand-alone basis and separate from 
the deposit-taking part of a bank. 

other proposals covered the need 
for banks to draw up and maintain 
effective and realistic recovery and 
resolution plans; the use of designated 

“Structural constraints on banks 
proposed by a number of countries 
aim to address the too-important-
to-fail problem by reducing the 
risk that these institutions will fail 
and by simplifying their resolution 
if they do fail.” 

international monetary Fund Staff 
Discussion Note, “creating a Safer 
Financial System: Will the Volcker, 
Vickers, and liikanen Structural 
measures help?”, may 2013.

REUTERS
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bail-in instruments; the application 
of more effective risk weights in the 
determination of minimum capital 
standards and more consistent 
treatment of risk in internal models; 
and, last but certainly not least, 
to augment existing corporate 
governance reforms. 

the liikanen report was welcomed 
by the commission but in may 2013 it 
published a wide and open consultation 
reopening many of the debates on 
a range of options regarding the 
activities to be separated and the 
strength of any separation. the policy 
options being considered start with 
the default option of taking no policy 
action on structural bank reform at the 
eu level. the “no policy action” option 
is the baseline against which the effect 
of any actions taken will be assessed. 

the scope of potential reforms covered 
decisions on: 

•  which banks should be subject to 
separation; 

•  the scope of activities to be 
separated; and 

•  the strength of separation. 

in simple terms, the commission is 
seeking to identify those banks which 
are “too-big-to-fail” in the eu and 
then to apply the proposed structural 
reform. the commission has not used 
the Financial Stability Board’s list of 
global systemically important financial 
institutions but has built its own criteria 
using four options based on publicly 
available accounting (balance sheet) 
data from commercial providers, which 
resulted in a number of unnamed 
banks being selected. 

the commission’s consultation closed 
in July 2013 and the stated intention 
was for further proposals to be 
published before the end of 2013 but 
that deadline had passed at press time.

viCkERS

the independent commission on 
Banking (ICB)’s report, published in 

September 2011, was accepted by the 
uK government and its proposals 
were incorporated into the Financial 
Services (Banking Reform) Act 2013. 
the uK government has committed 
to the ring-fence coming into force in 
2019 with:

•  a structural split (the ring-fence) 
separating core retail activities from 
investment banking activities within 
large banking groups;

•  a requirement for the Prudential 
Regulation Authority (PRA) to 
exercise its general functions so far 
as reasonably possible in a way that 
seeks to minimize disruption to the 
continuity of the provision of core 
financial services in the uK;

•  specification of the areas for future 
PrA rule-making to ensure, as 
far as reasonably practicable, the 
integrity of the ring-fence; and 

•  HM Treasury able to specify loss-
absorbency requirements as 
envisaged by the icB.

The Financial Services (Banking 
reform) Act specifies that the PrA 
will review the operation of ring-fences 
within one year of the requirement 
coming into force to assess to what 
extent proprietary trading is being 
carried out by authorized persons. 
the PrA will also have to consider the 
prudential risks to which proprietary 
trading may give rise and whether the 
powers it has to deal with proprietary 
trading are sufficient. in addition, the 
government has committed to an 
independent review of ring-fencing 
two years after it comes into force. 

vOLCkER

the Volcker rule is another variation on 
the separation theme. the regulation, 
proposed by and named after former 
Federal reserve chairman Paul 
Volcker, seeks to ban u.S. banks from 
using deposits to trade for their own 
profit; in other words, banks would no 
longer be able to trade on a proprietary 

basis. it would also prevent banks 
from putting more than 3 percent of 
their capital into either hedge funds or 
private equity. there is extensive detail 
in the Volcker rule provision of the 
Dodd-Frank Wall Street reform and 
consumer Protection Act 2010. other 
provisions are the need for banks to 
identify the exact risk being hedged, 
compensation structures which do not 
reward proprietary trading and the 
need for chief executives to confirm 
annually that they have established 
effective monitoring programs to 
ensure compliance with Volcker.

Agreement on the final rule was 
reached in December 2013 following 
consideration from five regulators: 
the Federal reserve, the commodity 
Futures trading commission, the 
Federal Deposit insurance corporation, 
the office of the comptroller of the 
currency and the Securities and 
exchange commission. the rule is to 
take effect in July 2015.

COMPLExiTY ANd MORE COMPLExiTY

liikanen, Vickers and Volcker all have, 
in theory, the same aim of making 
banks safer. Although individually 
the proposals all have merit, when 
looked at together, practical issues 
and unintended consequences begin 
to arise. For major (often global) banks 
to be safer they need to be more 
able to be resolved, and a key part of 
resolution is simplicity of the activities 
and structure of the bank concerned. 

the mismatch, overlap and underlap 
of the three sets of proposals is likely 
to create banks that are more, rather 
than less, complex. it may well be 
possible to drive risky activities out of 
certain parts of a bank structure, with 
retail activities being further protected 
by higher capital requirements, but the 
cross-border mismatch of legal versus 
functional separation is likely to prove a 
challenge to regulators and firms alike. 
A further layer of complication is added 
by the geographical mismatches, one 
example of which is the fact that the 



   accelus.thomsonreuters.com 35

BANKiNG StructurAl reForm: 
three iNto oNe DoeSN’t Go

“banks need to focus once 
again on their traditional roles 
of maturity transformation and 
lending to the real economy. This 
ties in closely with the question 
of how best to structure the 
banking sector. This is a relevant 
issue when we’re discussing the 
activities a bank should engage 
in.” 

Klaas Knot, president of the 
Netherlands Bank, “Simplicity in 
the financial sector” at the 20th 
riskminds Global risk regulation 
Summit, Amsterdam, December 
2013.

SolVeNcy ii BAcK oN trAcK
liikanen report proposals are eu-wide 
(and hence catch UK banks) but the 
banking union and single supervisory 
mechanism proposals only cover the 
euro zone (and therefore exclude  
uK banks). 

taking a look at the three sets of 
banking structural reform proposals 
from another angle they are likely to 
increase the need for more in-house 
skilled risk and compliance resources. 
Not only will more compliance skills 
be needed to navigate the quagmire 
of potentially conflicting requirements, 
but as a spin-off from the separation 
of activities, distinct risk and 
compliance functions may well also 
need to be created within separated,  
ring-fenced entities. 

there is much yet to be determined 
before the international picture on 
the reform of banking structures is 
clear. All firms, and not just banks 
themselves, will need to keep a careful 
watch on the developing proposals 
and their implementation. it is in the 
interests of all concerned that the 
final global approach to banking 
structures is clear, transparent and, 
in practice, achieves the core aim of  
making banks safer. 

REUTERS/ NicKy loh

Solvency ii is back on course, ending 
fears it might be delayed indefinitely, 
and the european commission has 
proposed implementation for January 
1, 2016. the directive will include 
amendments introduced by omnibus 
ii, now agreed politically by the trilog 
bodies, including the treatment of 
insurance products with long-term 
guarantees. the Prudential regulation 
Authority said at a Solvency ii 
conference in December 2013 that it 
expected the directive to be demanding 
for all insurers, and that firms would 
need to comply with the european 
insurance and occupational Pension 
Authority’s preparatory guidelines 
from January 1, 2014. 

the new deadlines put the onus on 
firms to get their submissions to the 
regulator right first time, and those 
that had relaxed their efforts to comply 
with Solvency ii are now likely to be 
rehiring some of the actuarial expertise 
they had temporarily put on hold. 
insurers will need to communicate 
with their supervisors, and those that 
plan to use an internal model will need 
a contingency plan in case they fail to 
get approval. the PrA has indicated 
that it considers Pillar 3, the part of 
Solvency ii that deals with disclosure, 
to be the biggest challenge for most 
firms. Smaller firms remain concerned 
about costs, despite the proportionality 
principle in place.
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emir:  
FirmS ShoulD PrePAre For ceNtrAl cleAriNG

the obligation to clear certain asset 
classes of over-the-counter derivatives 
through a central clearing counterparty 
is the centerpiece of the european 
market infrastructure regulation, 
and is perhaps the part of the new 
regulation which has been most 
anticipated (or dreaded) by market 
participants. if all goes to plan, the 
central clearing obligation could come 
into force by December. it is imperative, 
however, that financial services firms 
as well as fund managers and non-
financial counterparties, prepare now 
for the approaching obligation. For, 
like so many other aspects of emir, the 
more the regulatory requirements are 
examined, the more nuances appear 
and the more questions arise.

Preparing for clearing will not be 
easy, especially when firms are 
rushing around trying to get ready 
for trade reporting, which goes live 
on February 12. moreover, at the time 
of going to press, no central clearing 
counterparties (CCPs) had been 
reauthorized under emir, although it 

is widely expected that Nasdaq omX 
will be the first to be reauthorized. 
other european ccPs are expected 
to be reauthorized between February 
and April 2014. 

PAPERWORk

the european Securities and markets 
Authority (ESMA), as well as national 
competent authorities, will expect 
clearing members to have furnished 
their clients with all the required 
legal documentation and disclosures 
before each ccP is reauthorized. 
Where necessary, firms should also 
be sending clients addenda to their 
terms of business. emir requires 
clearing firms to send their clients new 
disclosure documentation regarding 
account segregation and risk and 
investor protection, and also requires 
disclosures around fees. All these new 
documents need to be sent out now.

the Futures and options Association 
(FOA) has drafted a standard industry 
disclosure for segregation and risk, 
and investor protection. Any firm 

dealing in derivatives should make 
this documentation publicly available. 
one idea might be for firms to 
publish it on their websites and refer 
clients to it. these disclosures sit 
alongside the disclosure documents 
that ccPs themselves are required  
to make available.

PREPARE TO CLEAR

the draft regulatory technical 
standards for central clearing are not 
expected until June, giving firms at 
least six months until clearing begins. 
According to eSmA’s emir time line, 
the actual date for commencement 
of the clearing obligation will depend 
on the date of entry into force of the 
regulatory technical standards and 
the expected phase-in period per type 
of counterparty, to be defined in the 
regulatory technical standards.

December 2014 may seem like a long 
way away, but experience has shown 
that firms will need every last minute 
to prepare. using the Dodd-Frank 
Wall Street reform and consumer 
Protection Act 2010 as a template, 
firms should start to identify what in 
their portfolios is likely to be cleared. 
they should then start modeling how 
clearing will work, based on which ccPs 
they anticipate will be authorized under 
emir. lastly, if they have not done so 
already, firms should be putting test 
trades through the clearing systems.

Financial services firms, buy-side 
participants and non-financial 
counterparties should also take time 
to understand the netting implications 
of the central clearing obligation. the 
FoA, the international Swaps and 
Derivatives Association and many local 
european banking associations are 
preparing netting opinions required by 
the capital requirements Directive iV. 
Additional opinions may very well stem 
from emir clearing requirements. 

REUTERS/ DAViD GrAy 
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eu DAtA ProtectioN reForm to  
cAPture BehAVior oF All FirmS DeAliNG 
With DAtA oF eu citiZeNS 

REUTERS/ yuriKo NAKAo

the european commission has 
proposed comprehensive reform 
of the current data protection rules 
which date from 1995. the reform will 
affect all companies which offer goods 
and services to european customers, 
irrespective of where they, or their data 
processing facility, are based. the new 
laws will protect the data of eu citizens, 
and all companies using such data will 
need to abide by them. the reforms 
therefore have global reach, and are 
coupled with enforcement powers 
enabling european data protection 
authorities (DPAs) to fine companies 1 
million euros or up to 2 percent of their 

global annual turnover where they fail 
to comply.

in January 2012, the commission 
published a proposed regulation 
setting out a general eu framework 
for data protection and a directive on 
protecting personal data processed 
for the purposes related to criminal 
offenses and judicial activities. these 
proposals are making their way through 
the european legislative process, and 
although they will not become law for 
at least another year or so, their likely 
impact is so significant that many firms 
may wish to take steps now to ensure 

that they are fully prepared. 

over the last 17 years, the ways in 
which data is gathered and used 
have changed significantly due to 
the continuing development of the 
online world, including an explosion 
in ecommerce, social networking and 
cloud computing. the reforms are 
intended to strengthen individual 
rights in an age when personal data 
is widely shared, while simultaneously 
making data transfer easier across 
europe, enabling firms to capitalize 
on commercial opportunities in a 
compliant way. 
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a company that operates in more 
than one eu country, thus ensuring 
legal certainty and reducing the 
administrative burden on a firm which 
would otherwise have to deal with up 
to 28 national DPAs. 

the DPA responsible will be 
determined by the company’s “main 
establishment” (likely to be location 
of head office or of incorporation) in 
the eu. Where the matter has eu-
wide impact, the european Data 
commission Board is engaged and will 
provide an opinion that must be taken 
into account by the DPA. Various checks 
and balances have been proposed, 
involving the commission, where DPAs 
and the board do not agree. 

this proposal is intended to make it 
easier for cross-border businesses to 
operate, and also to ensure a coherent, 
europe-wide response to significant 
data protection issues. this proposal 
is proving controversial, however, and 
despite agreement on its form from the 
european council in october 2013, the 
Justice council sought to re-draw key 
elements in December 2013. the final 
position is awaited.

Proposals aimed at improving the 
control individuals have over their data 
include the following:

•  The right to erasure (which has 
evolved from the right to be forgotten). 
this proposal is aimed at ensuring 
individuals have more control over 
their personal data, by requiring those 
holding the data to erase it at the 
request of the individual, where the 
consent of that individual is revoked, 
or where consent was never obtained 
in the first place. this right is closely 
connected to the concept of consent. 
Firms will also need to bear in mind 
the future need to erase personal 
data specific to an individual when 
designing and updating their it and 
recordkeeping systems. Analysis will 
need to be conducted and policies 
created that ensure that personal data 

is not erased, even after a request has 
been received, where it needs to be 
retained due to some other legal or 
regulatory requirement. 

•  Explicit consent required, rather than 
assumed. For a firm to be able to rely 
on consent as a ground for dealing 
with personal data, the consent will 
need to have been explicitly given. All 
firms gathering and using personal 
data in the eu will need to ensure 
that the processes they have in place 
for gaining individuals’ consent are fit 
for purpose, and in particular that any 
consent obtained is explicit (rather 
than inferred), where they wish to 
rely on this. there will continue to be 
other grounds under which personal 
data can be processed, in addition to, 
or instead of, consent. Such grounds 
include where the data needs to be 
processed in the performance of 
a contract, on a legal obligation, a 
public interest or on the legitimate 
interests of the controller.

 •  The right of data portability, meaning 
easier transfer of personal data from 
one service provider to another. this 
measure is intended to improve 
competition in the interests of 
consumers. eu citizens will have the 
right to refer all cases to their home 
national data protection authority, 
even where their personal data 
is processed outside their home 
country.

those processing personal data 
will also face greater responsibility 
and accountability, instead of the 
requirement to notify the DPA that 
they are processing personal data. 
companies and organizations will also 
have to notify serious data breaches 
without undue delay, where feasible 
within 24 hours. the concept of 
data protection by design, currently 
regarded as good practice, is likely to 
become law once the data protection 
proposals come into force. it means 
that those designing information-

eu DAtA ProtectioN reForm to cAPture BehAVior oF All FirmS 
DeAliNG With DAtA oF eu citiZeNS 

“Personal data has become a 
highly valuable asset. The market 
for analysis of large sets of data 
is growing by 40 percent per year 
worldwide. The currency of this 
new digital economy is data and in 
many cases personal data. but the 
free flow of any currency depends 
on a precious commodity: trust. it 
is only when consumers can ‘trust’ 
that their data is well protected 
that they will continue to entrust 
businesses and authorities with 
it by buying online and accepting 
new product developments and 
services. And trust is waning.” 

Viviane reding, vice-president of 
the european commission,  eu 
justice commissioner, “the eu’s 
Data Protection rules and cyber 
Security Strategy: two Sides of the 
Same coin”, may 19, 2013.

the desire to see a uniform set of 
data protection rules implemented 
across europe is the rationale for most 
of the proposals taking the form of 
a regulation rather than a directive, 
which will not require additional 
domestic legislation. the 1995 
directive led to a patchwork of differing 
domestic legislation in the eu, causing 
divergences in enforcement and costly 
administrative burdens for businesses, 
which the reforms hope to remove.  
the precise detail of all of the 
proposals is still being negotiated, 
but the key tenets are clear, and 
include structural changes around the 
enforcement of data protection rules, 
as well as additional protection for 
individuals. the core Data Protection  
Principles remain.

ONE-STOP SHOP

the main structural change is the 
proposal for a “one-stop shop”, 
whereby only one data protection 
authority will be responsible for taking 
legally binding decisions against 
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gathering or sharing systems need to 
ensure that the impact of those systems 
on personal privacy is minimized. 
the uK information commissioner’s 
Office (the UK’s DPA) has published a 
Privacy impact Assessment handbook 
(currently being consulted upon) that 
may assist firms with this analysis, 
in anticipation of it becoming a legal 
requirement.

EU-U.S. dATA FLOWS 

the european commission has also 
recently been engaged in work to 
restore trust in eu-u.S. data flows, 
following the revelation of large-
scale u.S. intelligence collection 
programs, and published a number 
of documents about this in November 
2013. the commission believes that 
swift adoption of the data protection 
reform proposals will improve the 

protection afforded to eu citizens, and 
also that the u.S. should use existing 
mutual legal assistance and sectoral 
agreements to obtain data. 

An eu-u.S. Working Group on Data 
Protection was established in July 2013 
and has found that there is still a lack of 
clarity regarding the use of some u.S. 
legal bases authorizing data collection. 
it also found that a number of u.S. 
laws allow the large-scale collection 
and processing of personal data that 
has been transferred to the u.S. or 
is processed by u.S. companies, for 
foreign intelligence purposes. the eu 
and the u.S. are currently negotiating a 
data protection “umbrella” agreement 
which it is hoped will give eu citizens 
enforceable rights including the right 
to judicial redress in the u.S. whenever 
their personal data are being processed 
in the u.S.

the value of personal data, politically 
and commercially as well as to the 
individual to whom it belongs, should 
not be underestimated. the eu reforms 
seek to recognize this, and to afford the 
data the protection they require. 

“Massive spying on our citizens, 
companies and leaders is 
unacceptable. Citizens on both 
sides of the Atlantic need to 
be reassured that their data is 
protected and companies need 
to know existing agreements are 
respected and enforced.”

cecilia malmström, european 
commissioner for home affairs, 
Press release “european 
commission calls on the u.S. 
to restore trust in eu-u.S. Data 
Flows”, November 27, 2013.

REUTERS/ Jo yoNG-hAK

eu DAtA ProtectioN reForm to cAPture BehAVior oF All FirmS 
DeAliNG With DAtA oF eu citiZeNS 
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ASiA-PAciFic AimS At ShADoW BANKiNG, 
croSS-BorDer iSSueS
the Asia-Pacific region is increasingly 
taking a different approach from the 
united States and europe toward 
the supervision and regulation of its 
markets. to some extent, this has 
happened because of the continued 
economic growth of the emerging 
ASeAN region, and indeed the 
International Monetary Fund (IMF) has 
forecast a further 6.5 percent growth 
in 2014, which is higher than other 
regions. 

these economic growth patterns are 
reflected in the capital markets, and in 
the increase of foreign investments into 
indonesia, china, malaysia, Singapore 
and Australia. the flow-on has seen 
a number of regulatory reforms in 
the Asia-Pacific region, which appear 
to concentrate on potential systemic 
risks. in particular, some of the 
emerging markets (such as Indonesia 
and china) have moved to “shore up” 
their regulatory frameworks.

the Asia-Pacific capital markets 
have opened up with greater trading 
volumes that have seen a phenomenal 
number of foreign investors wishing to 
participate in the region. the question 
to ask given these growth patterns 
is: “What are the forces shifting the 
regulatory and compliance landscape 
in Asia in 2014?” of course, each region 
has its own issues, but when the Asian 
region is considered as a whole, and 
particularly taking into account the 
different strengths and weaknesses 
in the various regulatory structures, 
a number of emerging issues will be 
important in 2014:

•  the need for a more precise regula-
tory framework for shadow banking 
in Asia;

•  financial innovation for new prod-
ucts that may need greater disclo-
sure and more stringent regulatory 
requirements;

•  a shift from savings into superan-
nuation, and the effect that might 
have on the capital market; and

•  cross-border regulation and mis-
conduct.

SHAdOW bANkiNG

the profiles of shadow banking in 
the ASeAN region are different from 
those in europe and the united States 
and were, arguably, the sources of the 
market-orientated financial crisis in 
2007. in Asia the financial crisis may 
well have led to a psychology whereby 
many of the larger banks are still not 
committed to long-term lending. 
Shadow banking has perhaps filled this 
gap and assumed a complementary 
role to cover projects and areas which 
banks cannot, and will not, finance.

in china, for example, shadow 
banking has increased in exponential 
proportions, yet supervision and 
regulation has lagged behind this 
growth. care needs to be taken in these 
emerging economies to ensure that 
the risks of shadow banking cannot be 
transmitted to the banking sector and 
the capital markets. it will therefore be 
important for securities and banking 
regulators to understand and analyze 
the inter-connections between the 
banking sector and shadow banking, 
and it may well be appropriate to 
establish a wider perimeter in this area 
for both supervision and regulation, 
and to learn from what happened in 
the uK and united States, where these 
areas grew quickly and unchecked. to 
that end, institutions should not only 
rely on the government but should 
also be encouraged to adopt an 
international “best practice” approach 
to internal compliance and supervision 
in this area.

iNNOvATiON OF NEW PROdUCTS

2014 will see a growth in new products 

which will encompass banking, islamic 
finance and over-the-counter (OTC) 
instruments. looking back to the global 
financial crisis, it now seems clear that 
many of the complex financial products 
were misunderstood by the institutions 
themselves, as well as by consumers. 
Financial institutions need to move 
carefully in this post-crisis world.

regulators are likely to see a resurgence 
in 2014 of new riskier products and, in 
particular, hybrid securities that are a 
combination of financial instruments 
involving both debt and equity 
characteristics. in Australia alone, 
more than A$18 billion of these hybrid 
securities have been issued by banks 
and corporates since November 2011. 
Some european banks have not been 
careful. For example, in Spain, the 
holders of 6.5 billion euros in hybrid 
debt issued by Bankia, the Spanish 
bank, experienced write-downs of 
between 14 percent and 46 percent. 
these types of products promise high-
yield returns and are issued by well-
known, trusted brands.

From a regulatory and compliance point 
of view, and taking stock of the types of 
financial losses in europe associated 
with such risky products, there needs 
to be a carefully measured regulatory 
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approach that takes into consideration 
the features of the instrument and 
the risks involved, depending on the 
type of investors. these concerns are 
not limited to hybrid securities, but 
also apply to the growing scope and 
complexity of financial products found 
in the capital markets and given to 
financial advisers who, in turn, sell 
the instruments to “mum and dad” 
retail investors. regulated collective 
investment schemes have lost billions 
of dollars of investors’ funds since 
2007. the lesson for 2014 is that just 
because a financial product has been 
licensed and is regulated, it does not 
mean that it is safe for consumers.

SHiFT OF SAviNGS TO PENSiONS

one of the main features in Australia, 
hong Kong, china and Japan is that 
market-based financing (IPOs) are 
increasing, and are regarded as 
an important source of funding for 
economic growth. these changes have 
been driven by more intensive bank 
regulation and the regulation of pension 
and superannuation funds. Basel iii 
imposed higher capital and liquidity 
requirements on banks. in turn, this 
increased the cost of borrowing from 
banks and, at the same time, increased 
the demand for market-based financing 
to source cheaper capital. For example, 
in Australia alone, superannuation 
funds are expected to grow from A$1.5 
trillion to A$3 trillion by 2020. china 
has almost the highest savings rate in 
the world at about uS$4 trillion, much 
of it going into pension funds.

this vast pension and superannuation 
funds pool in Asia will affect the capital 
markets with a flow-on effect for 
financial service providers, investment 
managers and intermediaries in the 
financial sector. it may also translate 
into lower returns on investment, and 
investors taking greater risks. the 
coalition government in Australia has 
announced a Financial System inquiry 
to consider the growth and direction 
of the financial sector. china and 

indonesia have both made moves to 
improve their regulatory framework, 
allowing their primary and secondary 
markets to develop in a balanced 
way. Accordingly, securities regulators 
and financial markets will need to pay 
attention to offsetting the foreseen 
systemic risks that may occur in this 
scenario and the excess capital flows 
into the markets.

CROSS-bORdER REGULATiON ANd 
MiSCONdUCT

the indicators of regulatory misconduct 
in the ASeAN markets appear to be 
increasing rather than decreasing, 
despite the considerable efforts of 
securities regulators. During 2013, 
there have been numerous examples 
of institutional wrongdoers breaching 
securities regulations in the various 
jurisdictions in which they operate, and 
having had their “ticket clipped”, so to 
speak, on both sides of the Pacific.

this brings into question the rather 
complex issue of cross-border 
investment and the duplication of 
regulation that it attracts, not only 
for violations in capital markets but 
also for executives involved in bribery 
and corruption in a market other 
than their own. the tiger Asia case 
in hong Kong, in which misconduct 
spanned two jurisdictions, stands out 
as an important precedent for would-
be insider traders. in this particular 
case, enforcement proceedings were 
brought in both hong Kong and the 
u.S. for, effectively, the same crime 
involving the same transactions. 
Another complex area is the disclosure 
requirements for chinese companies 
listed in the u.S., which might meet the 
standards in one jurisdiction but fall 
short in the other.

there are many circumstances where 
cross-border misconduct will increase, 
and require greater cooperation 
between ASeAN securities regulators. 
increasingly, executives and compliance 
officers at financial institutions will 

need to be well-versed in the nuances 
of securities regulations in the various 
jurisdictions in which their business 
operates. Greater cooperation between 
securities regulators internationally 
will result in a lot more enforcement 
“doors” being opened, potentially 
leading to multi-million dollar penalties 
and unwanted civil actions. 

in hong Kong alone since 2007 there 
has been an increase in civil litigation by 
the Securities and Futures commission 
(SFC), whose enforcement activity has 
increased by more than 450 percent. 
insider dealing cases have increased by 
250 percent and corporate governance 
cases by 530 percent. in china, there 
has been a complete overhaul of the 
initial public offering (IPO) framework, 
removing more than 200 applications 
out of 600. Prosecutions for bribery and 
corruption in relation to government 
officials and international executives 
have also increased in the past two 
years.

these findings reveal that, since the 
financial crisis, securities regulators 
have become more assertive in their 
pursuit of firms that are involved in 
regulatory breaches, whether they 
be simple or complex. this will only 
increase in 2014. the practical way 
for institutions and firms to deal with 
these issues is to ensure that they have 
proper internal compliance controls, 
and that their regulatory frameworks 
are constantly reviewed (having regard 
to the evolving financial sector), which 
should give them the opportunity 
to manage risks. executives and 
compliance officers need to be 
proactive, rather than reactive, in 
constantly re-evaluating systems 
and anticipating the effects which 
regulatory challenges will have on their 
organizations. the 2014 regulatory 
landscape will require a different 
attitude, culture and aptitude to deal 
with the increasingly complex financial 
landscape that they face.

ASiA-PAciFic AimS At ShADoW BANKiNG, croSS-BorDer iSSueS
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SiNGAPore FocuSeS oN DAtA ProtectioN

clients’ confidential information was 
stolen from its vendor Fuji Xerox, which 
had been hired to print statements for 
the bank’s clients, further underscored 
the need for financial institutions to 
ensure that their outsourcing vendors 
have equally effective measures in 
place against cyber-attacks.

With the monetary Authority of 
Singapore set to introduce the new 
liquidity coverage ratio (LCR) in 2015 
as part of the Basel iii liquidity rules 
implementation, banks in Singapore 
will be required to raise more capital 
to meet the new requirements. raising 
capital will become expensive and 
Singaporean banks will find themselves 
competing with global banks for more 
capital.

SUbSTiTUTEd COMPLiANCE

In 2013, global over-the-counter (OTC) 
derivatives reforms were fraught with 
challenges, largely around the extra-
territoriality of u.S. and european 
regulations. As u.S. and european 
regulators continue to try to find 
a common ground between their 
regulations and those outside their 
jurisdictions through such concepts as 
substituted compliance and european 
market infrastructure regulation 
(EMIR) equivalence, the lawsuit filed 
against the u.S. commodity Futures 
Trading Commission (CFTC) just 
before the close of 2013 raised hopes 
among industry participants for a more 
harmonized approach towards global 

OTC dERivATivES REFORMS iN 2014

Aside from the confusion caused by 
the differences in regulations and 
rule implementation among different 
jurisdictions, the risk of regulatory 
arbitrage as a result of the differences 
in regulations cannot be overlooked. 
industry officials see regulatory 
harmonization as a potential 
development in 2014.

the cFtc in late 2013 approved 
substituted compliance assessments 
for Australia, hong Kong and 
Japan. “No-action letters” to those 
jurisdictions relieved them from having 
to comply with certain aspects of 
the Dodd-Frank Wall Street reform 
and consumer Protection Act until 
December 21, 2013. industry officials 
said, however, that the cFtc may 
extend the deadlines for its rule 
assessments of certain jurisdictions 
such as hong Kong, which is in the 
process of introducing legislation for 
otc derivatives reform.

in europe, the european commission 
will decide in February 2014 whether 
or not it will endorse the final draft 
of requirements for non-european 
otc derivatives transactions. the 
european commission is expected 
to come to a determination in 
march, on the european Securities 
and Markets Authority (ESMA)’s 
recommendations on the emir-
equivalent assessment with respect 
to Asian central counterparties and 
trade repositories. the commission’s 
determination on eSmA’s equivalent 
assessments of Asian jurisdictions will 
affect the subsidiaries of european 
banks in Asia. June 14 is the end of the 
interim recognition of Asian ccPs as 
qualifying ccPs under europe’s capital 
requirements Directive iV capital rules.

mandatory reporting for otc 
derivatives will be a key focus in many 
jurisdictions including Australia, hong 
Kong and Singapore, all of which 
will begin to implement mandatory 
reporting in January 2014.

Singapore’s Personal Data Protection 
Act 2012, whose main rules came 
into force on January 2, 2014, will 
be an important focus for financial 
institutions. Although most industries 
will be caught by the PDPA, financial 
institutions, in particular, will be 
expected to spend sufficient time 
and resources managing the changes 
brought about by the new law. 

Financial institutions can expect to 
make changes to the way they market 
their products and services following 
the enactment of the PDPA. it will also 
affect their approach to customers, 
particularly with respect to how they 
treat customers’ personal information. 
Great emphasis will be placed on data 
protection as customers demand that 
their personal information is protected. 
regulators will expect financial 
institutions to have measures in place, 
such as data encryption, to protect 
their customers’ data. issues regarding 
trust will be reviewed in the light of the 
enactment of the data privacy law, and 
developing trust will be the focus for 
most institutions as they are expected 
to ensure that customers’ personal 
data is protected.

recent cyber-threats in Singapore 
have demonstrated that financial 
institutions may not have spent enough 
resources on systems and measures to 
prevent cyber-crime. the recent case 
involving Standard chartered Private 
Bank in Singapore, whose wealthy 
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hoNG KoNG PrioritiZeS electroNic trADiNG
in 2014 a number of important domestic 
and global developments will shake up 
the territory’s markets. the Securities 
and Futures Commission (SFC) is set to 
implement its new regulatory regime 
for electronic trading on January 1. the 
new rules cover internet trading, direct 
market access and algorithmic trading, 
and introduce a raft of requirements for 
all personnel involved with institutions’ 
electronic trading activities. it is 
expected that the new regime will 
greatly increase the need for continual 
training at institutions, given that the 
new rules cover personnel from both 
the front and back office. 

COMPANiES ORdiNANCE

in march, the territory’s new companies 
ordinance takes effect, after years of 
preparation by the government. Some 
12 new regulations have had to be 
made to implement the new ordinance, 
and several of its provisions will have a 
direct impact on financial institutions in 
the territory. one of the main concerns 
will be a requirement for large 
companies to prepare a “business 
review” as part of the director’s 
report in their financial statements. 
the review is expected to include an 
assessment of the firm’s risk outlook 
and its compliance with relevant laws 
and regulations. Furthermore, the new 
rules also introduce criminal liability for 
auditors’ reports, a development that 
will be welcomed by many following 
a string of china-related accounting 
scandals in recent years. 

the year will also see a new operating 
landscape for derivatives traders as 
hong Kong implements clearing and 
reporting requirements for over-the-
counter (OTC) derivatives. A centralized 
clearinghouse has already been set 
up by hong Kong exchanges and 
Clearing (HKEx) and began operating 
in late November 2013. Similarly,  most 
banks have linked up with a trade 
depository run by the hong Kong 
Monetary Authority (HKMA), to ensure 

a smooth start to the New year. the 
new clearing and reporting regime will 
initially only cover a couple of derivative 
products — interest rate swaps and 
non-deliverable forwards (NDFs) — but 
is likely to be extended to cover more 
products over time. 

the introduction of the otc regime is 
one of the steps hong Kong has taken 
to align its regulatory framework with 
internationally-agreed standards, but 
there are also many others that remain 
to be addressed over the coming years. 
chief among these would be the u.S. 
Foreign Account tax compliance Act 
(FATCA), with both Hong Kong and 
mainland china still holding out on 
whether to sign an inter-governmental 
agreement (IGA) with the U.S. 
authorities. Banks in the territory do 
not have the luxury of taking a “wait-
and-see” approach, however, as they 
face the prospect of harsh penalties if 
found to be non-compliant by the time 
the deadline passes in mid-2014. 

With the market for initial public 
offerings (IPOs) in Hong Kong warming 
up in the last months of 2013, the 
SFc’s recently-introduced regulatory 
regime for sponsors of new listings 
will remain firmly in focus in 2014. the 
regime introduces heavy penalties for 
sponsors that are found to have shirked 
their responsibilities in vetting the 
companies they bring to market, and 
may provide additional work for the 
regulator’s already active enforcement 
division. the SFc has also signaled its 
intent to scrutinize further the activities 
of dark pool operators in the territory, 
with a public consultation on the 
matter expected in the early months of 
the year. 

iNSURANCE

the insurance sector will also be 
affected by change in 2014, with the 
territory’s legislative council set to 
implement a bill allowing for the 
establishment of an independent 

insurance regulator in hong Kong. 
While the new regulator, which has 
been “in the works” for several years, 
is unlikely to be operational until 
2015, insurance companies will be 
busy analyzing and preparing for the 
stricter operating regime under the 
new independent insurance Authority. 
the new regulator will be independent 
both in funding and operation, in 
contrast to the existing office of the 
commissioner of insurance, which 
operates as a government department. 

one of the most anticipated regulatory 
developments of the year will take 
place on the asset management front, 
where the SFc and its counterpart 
across the border, the china Securities 
Regulatory Commission (CSRC), have 
been working throughout most of 2013 
on laying the groundwork for a mutual 
fund recognition scheme between the 
two jurisdictions. the proposed scheme 
will allow hong Kong-domiciled funds 
to be sold on the mainland, and vice 
versa, potentially opening up a huge 
new market for asset management 
firms in the territory. As an indication 
of the potential rewards of the scheme, 
the number of hong Kong-domiciled 
funds has been steadily increasing 
during 2013, as firms seek to prepare 
themselves for the new possibilities 
under the mutual recognition scheme. 
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Financial institutions in china can 
expect a busy year ahead on the 
regulatory front, as authorities begin 
drafting regulations to implement 
wide-ranging market reform plans 
that were announced at the end of 
2013. Among the top concerns for the 
year will be a continuation of the china 
Banking regulatory commission's 
tightening of regulatory conditions for 
shadow banking, announced in late 
2013. Banking regulators are becoming 
more and more concerned about banks' 
off-balance sheet exposures, the use of 
wealth management products and the 

growing systemic risk and potential for 
social unrest posed by such products. 
While shadow banking serves a useful 
and legitimate purpose in china, for 
example in the case of micro-lenders, 
regulators are increasingly anxious to 
bring the shadow banking system into 
the regulated arena. 

the authorities have lifted a year-long 
freeze on new initial public offerings, 
which was brought in last year 
following concerns about the quality of 
governance and accounting practices 
at potential new listings. With a new 
and stricter rule now in place, the china 

Securities regulatory commission 
is expected to be kept busy with the 
processing of new applications for 
listing. Further afield, regulators across 
most financial sectors will be involved 
in shaping a regulatory regime for the 
recently-announced Shanghai Free 
trade Zone. Financial institutions 
will also have to keep in mind the 
government's much-publicized 
crackdown on corruption which, along 
with the Foreign corrupt Practices Act 
and the uK Bribery Act, will continue to 
be a source of regulatory risk for firms 
operating in the country.

chiNA tArGetS ShADoW BANKS, 
liFtS iPo FreeZe
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iNDiA Set For Further uPheAVAl

With a general election due in 2014, 
the financial regulatory landscape 
in india could be set for an upheaval. 
Despite the probability of a BJP victory 
in the elections, there is no reason 
to believe that the party will relax 
financial regulation as it did during its 
reign in the 1990s. instead, multiple 
financial regulators and a heavily 
closed financial system are likely to be 
the shape of things to come in 2014. 

Domestically, there have been calls to 
improve consumer protection in the 
deposit banking and payment systems, 
and this is likely to happen in 2014. on 
the securities front, recent proposals 
by the Securities and exchange Board 
of India (SEBI) to broaden the scope 
of who can be held liable for insider 
trading violations will be welcomed by 

the international community, given the 
widespread perception outside india 
that the country's capital markets often 
are rigged. 

the securities regulator's goal to 
broaden the definition of "insiders" 
to include company employees, 
directors and their immediate relatives, 
and other stakeholders such as 
founders, handling market-sensitive 
information is laudable. Although it 
will undoubtedly encounter opposition 
from vested interests, if it becomes 
law, it will be one of the biggest steps 
forward for india's capital markets in 
2014. that said, SeBi can be expected 
to keep pushing for greater powers 
to investigate securities fraud in the 
coming year.

india's proposed National Financial 
reporting Authority may also be 
launched in 2014. if so, the promise 
of auditor independence and better 
corporate governance may yet be 
realized. the body would, for all practical 
purposes, be a counterpart to the u.S. 
Public company Accounting oversight 
Board, which was created via the 
Sarbanes-oxley Act 2002. Following 
amendments to the companies Act 
2013 this year, the continuing initiative 
to get multinational banking and 
financial institutions and corporations 
and to display more corporate social 
responsibility in their conduct may well 
flounder, given that this is a concept 
which is very alien to india.

REUTERS/ ArKo DAttA
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the Australian financial sector is 
bracing itself for the biggest financial 
sector inquiry in 16 years: the landmark 
Financial System inquiry, known 
colloquially in the industry as the “Son 
of Wallis” or “murray review”. the FSi 
will be the first major inquiry into the 
Australian financial sector since the 
Wallis inquiry in 1997 and will be the 
biggest and most closely followed 
regulatory development in Australia 
during 2014. the federal government 
issued the final terms of reference in 
December last year. the inquiry is set to 
publish an interim report in September 
2014 and to deliver its final report two 
months later.

the government has said that an 
important focus of the review will be 
to reduce the regulatory burden on 
the financial services sector wherever 
there is no evidence of benefits, such 
as greater competition, efficiency, 
market stability or consumer 
protection. treasurer Joe hockey said 
the draft terms of reference reflected 
the government’s desire for a “root 
and branch” review of the Australian 
financial system.

Among its main areas of focus, the FSi 
is expected to report on:

•  How the financial system can 
more efficiently allocate Australian 
capital to minimize the country’s 
exposure to volatility in global capi-
tal markets. 

•  How regulators can best balance 
competition, innovation and ef-
ficiency with stability and consumer 
protection. 

•  The role and impact of technology, 
market innovations and changing 
consumer preferences in the finan-
cial markets. 

•  How to achieve greater integration 
with the international regulatory 
framework.

the Senate has already begun an 
inquiry into the Australian Securities 
and investments commission 
(ASIC)’s performance as a regulator. 
the inquiry follows concerns about 
ASic’s performance in the lead-up 
to and during the financial crisis but 
will also address whether ASic is 
adequately resourced (both in financial 
and legislative terms) to regulate its 
expanding perimeter. in recent years 
ASic has accepted responsibility for 
market supervision, consumer credit 
and finance brokers, regulation of 
trustee companies, unfair terms in 
consumer contracts and the National 
Business Names register.

By the end of 2013, the ASic inquiry had 
received more than 400 submissions. 
the topics of discussion included 
ASic’s enabling legislation, whether 
there were any barriers preventing 
ASic from fulfilling its legislative 
responsibilities and obligations; the 
accountability framework to which 
ASic is subject and whether this needs 
to be strengthened; ASic’s working 
relationships with other regulators 
and law enforcement bodies; ASic’s 
complaints management policies 
and practices; and whether ASic 
affords adequate protections to 
whistleblowers.

the inquiry will report its findings at the 
end of may 2014. market participants 
will be watching the review closely, as 
its findings are expected to be acted 
upon relatively quickly. While the 
murray review will be a protracted 
process, the review of ASic is far more 
contained and may lead to a significant 
overhaul of ASic’s supervision and 
enforcement powers. 

the regulator itself has used the inquiry 
as an opportunity to bid for greater 
powers, larger fines and a bigger 
enforcement budget. Greg medcraft, 
ASic chairman, said that adequate 

funding was essential to enable ASic to 
protect the nation’s massive retirement 
savings pool, which is expected to 
swell from A$1.4 trillion to A$3 trillion 
in the next decade.

STRONGER SUPER ANd 
SUPERANNUATiON REFORMS

the Stronger Super reforms will be 
taking up a lot of attention for legal and 
compliance staff in the superannuation 
sector in 2014. ASic has also indicated 
that its supervisory visits will focus 
more heavily on compliance in 
this sector during in the coming 12 
months. Some of the main compliance 
challenges for superannuation fund 
trustees include the new rules around 
portfolio holdings disclosure, executive 
remuneration and fee disclosure.

industry officials have said that 2014 
will be a critical year for the future of 
superannuation, and that the industry 
will need to work collectively to ensure 
that governments and regulators avoid 
a heavy-handed approach to regulation 
of the sector. the industry will also 
need to present a “unified face” to 
push back against any politically-
motivated regulatory incursions that 
might damage consumer confidence in 
the superannuation system, they said.

Arthur Sinodinos, the Federal minister 
responsible for superannuation, said 
that his government’s top regulatory 
priority would be to review the 
regulatory settings for the financial 
advice and superannuation sectors. 
the new assistant treasurer said that 
this included reviewing the burden of 
“red tape” in the financial advice and 
superannuation sectors, removing 
the “opt-in” requirement for financial 
advice and improving disclosure and 
the transparency of information for 
investors.

in December last year the government 
released its first major discussion 

AuStrAliA lAuNcheS FiNANciAl  
SyStem iNQuiry



   accelus.thomsonreuters.com 47

paper on the superannuation industry. 
the paper canvassed ideas such as 
providing greater choice for members, 
more independent control of industry 
superannuation funds and a range of 
corporate governance reforms. the 
paper also considered the taxation of 
superannuation and the number of 
funds that are available for people in 
industry awards. 

Sinodinos said that the new 
government had also made some 
pledges about things it would not do. 
the main pledge was not to make 
any unexpected adverse changes, 
particularly regarding superannuation, 
where adverse regulatory changes 
would affect millions of Australians.

ENFORCEMENT: ASiC CALLS FOR MAJOR 
iNCREASE iN PENALTiES FOR CORPORATE 
MiSCONdUCT 

the Australian Securities and 
investments commission will continue 
to put pressure on parliament for 
significant increases to the penalties 
for corporate offences, to provide a 
greater deterrent against misconduct. 
the regulator has said that Australia 
should consider moving towards 
larger, u.S.-style penalties, including 

disgorgement of profits, and longer jail 
sentences for criminal offences. the 
regulator will also push for the removal 
of the “totality principle”, which means 
that multiple offences arising out of the 
same course of conduct in Australia 
generally receive similar penalties to a 
single offence.

the regulator has also identified a 
number of emerging supervisory focus 
areas for 2014, and has recommended 
that organizations address these in 
their compliance programs. having 
aggregated enforcement data from 
the past two years, ASic has identified 
deceptive advertising and sales 
practices, directors’ responsibilities 
and insolvency practitioners as some 
of its key regulatory flashpoints. 
the regulator is also expected to 
continue its crackdown on insider 
trading, dishonest conduct, misleading 
statements, unconscionable conduct 
and fraud.

FATCA ANd iGAS: THE AUSTRALiAN 
PERSPECTivE

Australia has begun formal 
discussions with the u.S. on a model 
1 intergovernmental Agreement 
(IGA) to “minimize compliance costs 

for Australian stakeholders while 
enhancing the existing tax cooperation 
arrangements between Australia and 
the u.S.”. the Australian treasury 
Department’s comments indicate that 
it is seeking a reciprocal iGA with the 
u.S. to ensure that there is a two-way 
passage of information between the 
jurisdictions. this is expected to be 
resolved some time in the first half of 
2014.

the iGA will also facilitate the sharing 
of information between the Australian 
taxation office the u.S. internal 
revenue Service. Although an iGA is 
expected to lessen the compliance 
burdens for Australian foreign financial 
institutions (FFIs), which would 
generally not be required to withhold 
amounts under the Foreign Account 
tax compliance Act, an iGA will still 
have compliance implications for those 
Australian financial institutions which 
are subject to FAtcA.

At this stage, the specific content 
and implementation date for any iGA 
between Australia and the u.S. remains 
uncertain. undoubtedly, this will be an 
issue that compliance practitioners at 
FFis will be watching closely during the 

AuStrAliA lAuNcheS FiNANciAl SyStem iNQuiry
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first half of 2014.

OTC dERivATivES: THE AUSTRALiAN 
APPROACH

Australia has made the decision to take 
a mandatory approach to the clearing 
of over-the-counter (OTC) derivatives. 
industry figures believe that this will 
put the jurisdiction in a good position 
as the global regulatory framework for 
these instruments is rolled out in 2014. 
Financial institutions in Australia have 
reacted well to the local regulatory 
approach to otc derivatives. the 
proposed reforms in Australia will not 
affect Australia dollar-denominated 
products. the council of Financial 
regulators’ proposals, which are 
expected to take shape in 2014, would 
require a central clearing facility for 

interest rate derivatives denominated 
in u.S. dollars, euros, sterling or yen. 

Australian dollar (AUD)-denominated 
otc derivatives have escaped capture 
at this stage because of the limited 
access to domestic central clearing 
counterparties (CCPs) and the systemic 
impact of AuD-denominated otc 
derivatives. this might change in 
coming years, however, as regulators 
plan to review the availability of 
direct clearing for domestic market 
participants later in 2014.

FOFA: THE FOCUS ON COMPLiANCE 

compliance departments at 
organizations that provide financial 
advice will move on to the next phase 
of their Future of Financial Advice 

(FOFA) programs in 2014. Since 
the FoFA regime took effect last 
year, businesses have been making 
the most of the 12-month “assisted 
compliance” period. At the start of 
2014, organizations will still have a six-
month window to iron out the final bugs 
in their internal systems and controls, 
although ASic has warned that it will 
still take enforcement action in cases 
of “egregious or negligent” breaches. 
once the assisted compliance period 
has ended, however, the regulator 
will begin to take a harder line 
on inadvertent or unintentional 
misconduct.

Among financial advice firms there 
has already been a shift from the 
preparation phase, looking at issues 
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such as conflicted remuneration and 
fee disclosure, to the implementation 
phase. Firms are now focusing on 
compliance with the best-interests duty 
and the conflict priority rule. Australian 
lawyers have said that financial advice 
firms have now shifted visibly from 
preparation to the practicalities of 
operating in a post-FoFA regulatory 
environment. 

bASEL iii: THE COMMiTTEd LiqUidiTY 
FACiLiTY 

During the second half of 2014 banks 
and other authorized deposit-taking 
institutions (ADIs) in Australia will 
be preparing to comply with the new 
liquidity coverage ratio (LCR) under 
Basel iii. the lcr requirement will take 
effect in Australia from the beginning 

of 2015. the Australian Prudential 
Regulation Authority (APRA) has 
written to the country’s ADis to give 
them further details about how it 
will operate the Basel iii liquidity 
framework, and in particular the new 
committed liquidity facility (CLF). Under 
the new capital adequacy framework 
banks will have to hold enough high-
quality liquid assets to withstand a 
30-day “severe liquidity stress” period. 
this is a significant uplift in the capital 
requirements for Australian banks.

the reserve Bank of Australia’s 
clF is being set up in recognition of 
the relatively short supply of highly 
liquid assets in Australia, such as 
commonwealth government bonds. 
the liquidity facility will allow financial 

institutions to access the clF at a 
market rate of interest to cover any 
shortfall in their high-quality liquid 
asset (HQLA) holdings so that they can 
comply with Basel iii’s new liquidity 
rules. APrA has revealed that larger 
banks and other qualifying ADis will 
have to re-apply each year for the 
rBA’s liquidity facility to be included 
in their lcr calculations under Basel 
iii. they will have to demonstrate that 
the clF was an option of last resort 
and they had taken “all reasonable 
steps” to secure other sources of high-
quality liquid assets. the clF will only 
be available to cover Australian dollar 
liquidity needs. liquidity requirements 
in other currencies will still have to be 
sourced on the open markets.
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