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Summary 

During 1999 the European Commission embarked on the Financial Services Action 
Plan (FSAP), a wide-ranging and ambitious programme of new wholesale financial 
services legislation. As the FSAP comes to an end, the evidence that we received 
indicates that there is now a single market in wholesale financial services in Europe. 
There is also some evidence of retail financial services institutions expanding through 
the acquisition of banks and insurers in other European countries. However, a single 
market in European financial services, with comparable products and services available 
to consumers direct across borders, does not appear to be a realistic proposition in the 
near future. 
 
The Commission recently set out its financial services policy objectives for the period 
2005–2010. The Commission is now attaching greater importance to ensuring 
consistent and workable implementation of the existing financial services legislation, 
with new initiatives in only a few, targeted areas, rather than proposing an ambitious 
new programme. We support this change of emphasis, believing that there is the need 
for a period of ‘bedding down’ of European financial services legislation. 
 
We welcome Commissioner Charlie McCreevy’s assurances that the Commission will 
undertake full cost-benefit analysis to prove that new regulation will have a clear benefit 
to the European economy. To ensure growth and competitiveness in the European 
financial services industry, the Commission must now deliver on its promise to ensure 
better regulation principles are followed in its policy-making. 
 
We examined three case studies on selected policy areas, namely the implementation of the 
Markets in Financial Instruments Directive (MiFID), the Commission’s consideration of a 
possible Clearing and Settlement Directive and the Commission’s consideration of 
mortgage credit in the context of the development of a single market in retail financial 
services. In each of these areas, the Commission will need to demonstrate its commitment 
to ‘better regulation’ and its new focus on implementation and enforcement. For example, 
the Commission will need to ensure that MiFID is implemented consistently across Europe 
and it will need to ensure that any new mortgage regulation is the best possible policy 
solution. European cross-border clearing and settlement are far more costly than at the 
domestic level. These high costs are borne by investors, either directly or through pension 
funds and other investment vehicles. Furthermore, the high costs of cross-border trading 
may be deterring retail investors from investing across Europe. It is therefore important 
that the additional cost associated with clearing and settlement across borders is reduced 
over time. The Commission must keep its promise to step aside if a market-led solution to 
reducing the present high costs of clearing and settlement emerges. But if the market does 
not address the unacceptably high costs of clearing and settlement in Europe, it can have 
no complaints when policy-makers start to become involved. 
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1 Introduction 
1. Over the next year or so, the United Kingdom’s financial services sector will need to 
implement a significant amount of new regulation as a result of European Union (EU) 
decision-making. For example, many firms will need to meet new requirements as a result 
of the Markets in Financial Instruments Directive (MiFID) and the Capital Requirements 
Directive (CRD, which will implement the new Basel II capital adequacy framework). 
These will bring significant challenges for City practitioners, lawyers and the regulator. In 
addition, there is potential new legislation on the horizon. The European Scrutiny 
Committee of the House of Commons recently published a report setting out the 
programmes for 2006 of the European Commission (the Commission) and the Council of 
the European Union (the Council), which includes possible measures in the areas of 
mortgage credit and clearing and settlement.1 

2. In the light of these developments, we decided to undertake an inquiry into European 
financial services, looking at the legislative process generally, together with case studies on 
selected policy areas, namely the implementation of the Markets in Financial Instruments 
Directive (MiFID), the Commission’s consideration of a possible Clearing and Settlement 
Directive and the Commission’s consideration of mortgage credit in the context of the 
development of a single market in retail financial services. Our inquiry has been limited to 
looking at the European legislative process in the context of the Financial Services Action 
Plan (FSAP) and certain directives, rather than a comprehensive examination of the merits 
of all aspects of current or prospective legislation. 

3. Our inquiry started with a visit to Brussels in late-November 2005 to discuss informally 
the Commission’s goals for the financial services sector with Mr Charlie McCreevy, 
European Commissioner for Internal Market and Services, and officials from the European 
Commission’s Internal Market and Services Directorate General (DG MARKT). In 
addition, we met representatives from the European Banking Federation (EBF, Federation 
Bancaire de L'Union Européenne), the European Federation of National Insurance 
Associations (CEA, Comité Européen des Assurances) and the European Mortgage 
Federation (EMF). On 14 December 2005, we heard oral evidence at Westminster from 
trade associations, the Financial Services Authority (FSA) and consumer groups. We 
subsequently invited interested parties to submit supplementary written evidence on the 
Commission’s formal drafts of the MiFID ‘Level 2’ implementing measures, which were 
presented on 6 February 2006. We would like to express our thanks to all who have 
contributed to this inquiry and, in particular, to thank Commissioner Charlie McCreevy 
for meeting us in Brussels. 

 
1 European Scrutiny Committee, Twenty-fourth Report of Session 2005–06, The Commission’s and Council’s 

Programmes for 2006, HC 34-xxiv, p 13 
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2 Legislative process 

European Commission’s financial services policy 

4. In May 1999, the European Commission published a Communication containing a 
Financial Services Action Plan, which the Lisbon European Council endorsed in March 
2000. The FSAP was a set of 42 measures intended to fill gaps and remove barriers to create 
a legal and regulatory environment supporting the integration of EU financial markets by 
2005. It had three strategic objectives: the creation of a single EU wholesale financial 
services market; the creation of open and secure retail markets; and the introduction of 
state-of-the-art prudential rules and supervision.2 The FSAP is now almost complete. Mr 
Ivan Lewis, the then Economic Secretary to the Treasury, confirmed on 2 May 2006 that of 
the 42 measures contained in the FSAP, 41 have been adopted. Commission 
communications or recommendations make up 16 measures, which do not need to be 
transposed into UK national law and regulation.3 Of the remainder, 18 measures have been 
implemented in the UK, one measure almost implemented and the deadline for 
transposition has not been reached for the other seven measures. 

5. The Commission published the first part of its evaluation of the FSAP on 7 November 
2005, which concluded that the “FSAP seems to have worked extremely well as an over-
arching programme and its completion within the deadline is regarded as a major 
achievement … However, there are definite flaws visible in the Financial Services Action 
Plan. These largely centre on the fact that, because it was so extensive, it was very difficult 
to balance the requirement for high quality legislation with the tight demands on timing.”4 

6. Under the European Commission led by President José Manuel Barroso, there has been 
a greater awareness of some ‘regulatory fatigue’ within the financial services industry as a 
consequence of the high volumes of legislation that have needed to be implemented within 
tight timeframes. Mr McCreevy has said that, whilst the FSAP has been largely delivered on 
time, “those agreements are only the first step. Now the measures must be properly 
implemented and enforced to ensure a level playing field across Europe. That is essential 
for the credibility and legitimacy of the whole project.”5 The Commission released a Green 
Paper and a subsequent White Paper on Financial Services Policy 2005–2010 on 3 May 
2005 and 5 December 2005 respectively, presenting the Commission’s financial services 
policy priorities for the period subsequent to the FSAP. The White Paper talks of 
“consolidating progress” and “completing unfinished business” in financial services, rather 
than envisaging a new action plan packed with new legislation. Certainly, in the 
Committee’s discussions with Mr McCreevy and Commission officials, we received the 
strong impression that the Commission was committed to a period of ‘bedding down’ 
financial services legislation. The Government has strongly welcomed the Commission’s 

 
2 Communication of the Commission, Financial services: Implementing the framework for financial markets: Action 

plan, 11 May 1999, COM(1999)232 

3 HC Deb, 2 May 2006, col 1442W 

4 European Commission, FSAP Evaluation Part I: Process and implementation, 7 November 2005, p 38 

5 Speech by Commissioner McCreevy, Assessment of the integration of the Single Market for financial services by the 
Commission, CESR, Paris, 6 December 2004 
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White Paper, noting that they “believe it to be a pro-competition, pro better-regulation 
package of measures that sets the development of Europe’s financial services on solid 
ground for the next five years”.6 The FSAP was a wide-ranging and ambitious 
programme of new legislation. As the FSAP comes to an end, the Commission has 
placed greater importance on ensuring consistent and workable implementation of the 
existing financial services legislation. We welcome this change of emphasis under 
President Barroso. 

Desirability of a single market in financial services 

7. The objectives of the Commission’s financial services policy for the period 2005–2010 
included “to consolidate dynamically towards an integrated, open, inclusive, competitive, 
and economically efficient EU financial market” and “to remove the remaining 
economically significant barriers in the market”.7 The evidence that we received indicated 
that there is now a single market in wholesale financial services in Europe. However, there 
is less evidence of a single market in retail financial services, with consumers preferring to 
shop for products in their own country. We note that there are significant, non-regulatory, 
differences between countries which inhibit the ability of consumers to directly shop across 
borders, including language barriers, national taxes and social security arrangements. 
Partly as a result of these differences, we noted an apparent lack of enthusiasm for 
European expansion shown by United Kingdom-based banks and insurers for cross-
border retail of products. The CEA told us in Brussels that many domestic insurance 
companies were not significantly interested in cross-border retail of insurance products. 
Fiscal rules and legal rights of consumers were greater barriers to cross-border selling than 
regulations in the financial sector. In addition, cultural and language barriers were 
identified as reasons why consumers were unlikely to wish to purchase from companies 
based in other European countries. In any case, the CEA believed that retail insurance 
markets were already significantly competitive. Similarly, the CML believed that there were 
considerable opportunities for UK firms in Europe, but that the non-regulatory barriers 
were too great.8  

8. The Association of British Insurers (ABI) were more upbeat on UK-based insurers’ 
interest in conducting business in other EU markets, telling us that insurers have preferred 
to set up subsidiaries to do business in the markets in which they wish to operate.9 In their 
submission to us, the ABI noted that “Europe’s retail insurance markets remain largely 
local, for deep-rooted reasons relating to consumer preference, the local nature of risk, and 
national tax and social security systems. None of these can readily be tackled by EU 
legislation. We therefore welcome the Commission’s statement that any future legislation 
should benefit from thorough consultation and rigorous cost/benefit analysis.”10  

9. Based on the evidence that we received, there is some evidence of financial 
institutions expanding through the acquisition of banks and insurers in other 

 
6 Ev 86 

7 European Commission, White Paper on Financial Services Policy 2005–2010, 5 December 2005, p 3 

8 Q 47 

9 Ev 27 

10 Ev 25 
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European countries. However, a single market in European financial services, with 
comparable products and services available to consumers direct across borders, does 
not appear to be a realistic proposition in the near future. The industry should look for 
ways to manage the non-regulatory barriers to cross-border sales of retail financial 
services products, particularly in areas in which the UK market has a product offering 
that is unavailable elsewhere in Europe. However, we recognise that, in some markets, 
such as the mortgage market, the non-regulatory barriers are significant and so, even in 
a consistent regulatory environment, there is unlikely to be significant cross-border 
growth. In these circumstances, the Commission should ensure that, in evaluating the 
likely costs and benefits of future proposals, it takes account of the fact that growth in 
cross-border sales is likely to be limited as a result of the non-regulatory barriers. 

European cross-border consolidation 

10. Retail financial services companies tend to expand into new countries through the 
acquisition of existing businesses, rather than through establishing new operations. Mr Ian 
Mullen, Chief Executive of the British Bankers Association (BBA), told the Committee: “In 
order to have an effective lending capability it requires years, indeed decades, of customer 
information and customer data in order to be able to lend effectively. It therefore is 
extremely difficult to enter a market and grow organically. Therefore the way in which one 
traditionally expands within retail banking is to acquire. As long as there are barriers to the 
ability to acquire banks across borders in many countries in Europe, then this will be a 
major inhibitor to the expansion of retail banking in Continental Europe.”11 We 
questioned the FSA on their willingness to allow a foreign acquirer to obtain ownership 
and control over financial services businesses operating in the United Kingdom. Mr John 
Tiner, Chief Executive of the FSA, advised the Committee that, as regards the ownership 
and control of financial and insurance companies, the nationality of a prospective acquirer 
of a UK firm was not a consideration for the FSA, but the possible impacts on the 
prudential safety of the firm and on consumer protection were relevant factors. Mr Tiner 
said: “I do not think London would have got to this pre-eminent position had there been a 
supervisory blockage to foreign investment; quite the contrary, we welcome it.”12 Based on 
our discussions with Commissioner McCreevy, we understand that the Commission does 
not see that its role is to encourage financial services firms to consolidate, because there 
was often not a business case for consolidation. However, Mr McCreevy has made it clear 
that he will not tolerate the retention or introduction of new artificial barriers to 
consolidation.13 It is essential that the United Kingdom, through the European Council, 
supports moves by the Commission to prevent countries from erecting artificial 
barriers against consolidation in the financial services sector and exerts pressure on 
European countries that attempt to thwart cross-border merger and acquisition activity 
for unacceptable reasons. 

 
11 Q 39 

12 Q 90 

13 Speech by Commissioner McCreevy, The Development of the European Capital Market, London School of Economics, 
9 March 2006 
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Better regulation 

11. We heard concerns that some financial services legislation arising from European 
directives was harming the United Kingdom’s financial services sector. For example, Mr 
Stephen Sklaroff, Deputy Director General of the ABI, told the Committee: “It is certainly 
the case that the Insurance Mediation Directive (IMD) is an example of the kind of not 
terribly well researched or thought-through directive, and one that was not terribly well 
consulted on”.14 Mr Tiner agreed that there are elements of the IMD that have not 
produced all the anticipated benefits at a reasonable cost.15 Commissioner McCreevy has 
shown a commitment to ‘better regulation’. During 2005, he said: 

Every new piece of legislation that crosses my desk has to show that it provides a 
clear benefit to the European economy. I ask simple questions: Is there a case for 
action? Is it the EU that is best placed to act? Is a regulatory proposal the only 
possible solution or are there less intrusive, less costly alternatives that can achieve 
the same objectives? Only if I get a ‘yes’ to all these questions will new proposals get 
my stamp of approval.16  

12. The financial services industry associations who gave evidence to us broadly welcomed 
the Commission’s emphasis on better regulation. However, Ms Sheila Nicoll, Deputy Chief 
Executive of the Investment Management Association (IMA), noted: “whilst we fully 
support the need for very close analysis, we sense that we may be about to enter a world of 
analysis paralysis, that sometimes such analysis can be an excuse for not taking action”.17 
Mr Tiner told us that he “hugely” welcomed Commissioner McCreevy’s commitment to 
do transparent cost-benefit analysis on new measures in the future, noting that the “signs 
are very positive, to back up Commissioner McCreevy’s commitment”.18  

13. A change in the working culture at the Commission towards more proportionate, 
risk-based, policy making will not happen immediately. We welcome Commissioner 
McCreevy’s assurances that the Commission will prove that new regulation will have a 
clear benefit to the European economy. It is essential that European policymakers ask 
and receive answers to the simple questions that McCreevy is posing: Is there a case for 
action? Is it the EU that is best placed to act? Is a regulatory proposal the only possible 
solution? To ensure growth and competitiveness in the European financial services 
industry, the Commission must now deliver on its promise to ensure better regulation 
principles are followed in its policymaking. 

14. ‘Red tape’ does not come solely from governments or the European Commission. 
During the Committee’s recent visit to Brussels, we heard examples of the Commission 
rejecting recommendations from CESR, the Committee of European Securities Regulators, 
because their proposals were too bureaucratic and costly to business. The initial guidance 
from CESR to the Commission indicated that all financial services firms may have been 

 
14 Q 35 

15 Q 69 

16 Speech by Commissioner McCreevy, Exchange of Views on Financial Services Policy 2005– 2010, Brussels, 18 July 2005 

17 Q 19 

18 Q 66 
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required to revise their terms of business and to reissue them to all clients, whether new or 
existing, once MiFID and the new EU regulations come into force (so-called ‘re-papering’ 
of clients). However, through the Level 2 negotiations, it now seems likely that a smaller 
amount of costly ‘re-papering’ of existing clients will be required than might have been the 
case.19 There is also debate around the extent to which detailed prescriptive rules are useful 
to firms in implementing European legislation, or whether a broad principles-based 
approach is more appropriate. Mr John Tiner, Chief Executive of the FSA, said in 
November 2005 that “some member states have concerns that without the detail of 
regulation being the same in each member state, regulation will not foster the emergence of 
a single market in financial services”.20 Equally it is important that in implementing new 
requirements, UK-based firms reflect the balance between a principles-based and a rules-
based approach that was taken in the preparation of the legislation. 

15. National parliaments, national governments, the Lamfalussy committees21, the 
Commission, the Council, the European Parliament and businesses themselves must all 
recognise that we have a joint responsibility towards ensuring that European financial 
services legislation is justifiable and proportionate. 

Implementation and enforcement 

16. Concerns were expressed to the Committee that the European Commission has 
historically placed too great a focus on designing and negotiating new financial services 
legislation and too little focus on ensuring consistent implementation of the legislation by 
national governments. For example, the IMA said in their written submission to us that 
“much of the attraction of joining the Commission has traditionally been drafting and 
steering legislation through the negotiation processes. We sense that implementation and 
enforcement has not necessarily been considered an attractive area in which to work. This 
attitude will clearly have to change, with reward systems and other structures adapted to 
the new approach.”22 Mr Sklaroff told the Committee that “there is a big challenge there 
because there are still many inconsistencies across the market which we would like to see 
sorted out.”23 The Financial Services Consumer Panel (FSCP) said that they “regard post-
implementation evaluation as a high priority” for the Commission.24 

17. We discussed with Commissioner McCreevy the changes in the Commission designed 
to better reflect the importance of post-implementation review of Directives. Mr McCreevy 
believed that, whilst some Commission staff were initially sceptical, most staff in the 
Commission had started to realise that post-implementation evaluation was a serious 
objective and would be followed through. Ms Nicoll told the Committee that she certainly 
thought that “there is a very different approach by both [President Barroso and McCreevy], 
in that they are taking very much a pragmatic commercially-orientated approach rather 

 
19 HM Treasury and Financial Services Authority, Joint Implementation Plan for MiFID, May 2006, p 13 

20 Speech by Mr John Tiner, The future of financial regulation in Europe, 25 November 2005 

21 The Lamfalussy committees comprise national supervisory authorities (including the FSA). The Lamfalussy structure is 
discussed further below. 

22 Ev 96 

23 Q 2 

24 Ev 82 
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than a philosophical one. That is very important.”25 We are encouraged by Commissioner 
McCreevy’s work to place greater emphasis on enforcement and implementation across 
the European Union, which entails a cultural change within the Commission. It is 
essential that the implementation and enforcement of MiFID and the other existing 
legislation become the priorities of the Commission in relation to financial services, 
rather than focusing on drafting and negotiating new legislation. We believe that there 
is the need for a period of ‘bedding down’ of European financial services legislation. 

Consumer representation and protection 

18. We asked the FSA about consumer input into the European legislative process. Mr 
Tiner advised the Committee that consumer representatives were sometimes “drowned 
out” in the consultation groups held by the Lamfalussy committees, given that there might 
be only one or two consumer representatives compared with, say, 19 industry 
representatives.26 Mr John Howard, Chairman of the Financial Services Consumer Panel, 
told the Committee that the FSCP has recently been awarded a position on the ‘Market 
Participants’ Group’ of CESR and his experience of the meeting was that it was “severely 
technical” and that his perception was that all the other participants, whilst attending in a 
personal capacity, came from the industry itself.27 We discussed with officials from DG 
MARKT the need to have consumer input into the European legislative process. Officials 
noted that the Commission had attracted criticism for not getting enough input from 
consumers and was looking at ways to get useful input from consumers. The 
Commission’s White Paper stated: “Establishing a permanent group of consumer 
representatives from across Europe is also planned, within which financial services issues 
of particular relevance to consumers will be discussed.”28 Mr Mick McAteer, Principal 
Policy Adviser, Which?, described these intentions as “encouraging”, saying that it “could 
be very effective if it is resourced and staffed properly, and if it has the authority to call the 
Commission to account”. He told the Committee: “I do not think it will have much impact 
if it is just another forum for discussion. It needs executive power to require the 
Commission to answer its recommendations and so on.”29 Mr Howard noted that there are 
organisations in the EU that did provide consumer-orientated input, such as the European 
consumers organisation, BEUC, and FIN-USE, although their input was “at quite a low 
level”. He said “They have no greater opportunity to influence things than to send 
recommendations to the Commission or the various Lamfalussy bodies and suggest what 
they feel is the most appropriate way forward. There has got to be a much stronger 
structure than that.” He also noted that there was a need for capacity-building at a national 
level in many other countries, to establish sufficient numbers of able national 
representatives to advise on a Commission or EU level.30  

 
25 Q 22 

26 Q 82 

27 Q 126 

28 European Commission White Paper, Financial Services Policy 2005–2010, p 8 

29 Q 117 

30 Q 119 
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19. As European retail financial services markets become more open, it is important to 
ensure that consumers have the chance to have more input into the European legislative 
process. Presently, companies are organised into their trade associations, generally 
articulate and strong lobbyists, whereas consumers, particularly in Brussels, tend to be 
less well represented. We welcome the move in the Commission’s recent White Paper 
on Financial Services Policy towards establishing a permanent group of consumer 
representatives from across Europe and would commend the Financial Services 
Authority’s Consumer Panel as a possible framework to enable the consumer voice to 
be heard at all levels. 

20. An important consideration for overseas customers seeking to buy financial products 
or services though UK firms is the level of consumer protection available in this area. 
Indeed, the Financial Services Consumer Panel has been pushing the FSA to explore its 
obligations to non-UK consumers who have problems with a UK-based firm. The 
Committee raised this issue in the oral evidence session with Mr Tiner.31 Mr Tiner 
subsequently wrote to the Committee to clarify the FSA’s powers and activities in this 
area.32 

21. The FSA’s statutory consumer protection objective makes no distinction between UK 
and non-UK consumers who deal with UK-based financial services businesses. Most of 
their rule-making powers also make no such distinction, although in exercising those 
powers, they must comply with EU Directives which may limit to certain limitations. The 
Financial Ombudsman Service is normally available to non-UK consumers, who deal with 
UK-based businesses. Furthermore, the Financial Services Compensation Scheme covers 
many claims of this type and many of the FSA’s conduct of business rules apply, although 
there are exceptions to both of these. For example, the FSA does not require firms to 
provide key features documents to non-European consumers when selling regulated 
collective investment schemes. The FSA’s prudential rules will generally apply if the firm 
has its registered or head office in the UK. 

22. However, most of these protections do not apply when a non-UK consumer deals with 
an overseas branch of a UK-based firm, for example, a UK citizen living in Germany 
dealing with a branch of a British institution in Germany. The FSA argues that, in general 
terms, it will often not be proportionate to apply UK rules since the branch will be subject 
to local rules and consumers would probably expect to be protected under the local rules in 
any event. Non-UK consumers may also benefit from prudential regulation which applies 
to the whole firm. The FSA makes its own services available to non-UK consumers, for 
example, its consumer contact centre and its website. 

The Lamfalussy structure 

23. The FSAP was accompanied by a new approach to developing and adopting EU 
financial services legislation, known as the Lamfalussy approach, which involves setting out 
EU Directives in broad terms and then allowing committees of national supervisory 
authorities (including the FSA) to fill in, and amend, the details. The flexible nature of the 

 
31 Qq 75–78 

32 Ev 75 
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framework leaves scope for substantial evolution and improvement as Directives are 
implemented. Under the Lamfalussy arrangements, the Commission proposes framework 
legislation and it is adopted under the ‘co-decision’ procedure— in other words, the 
Council and the European Parliament must reach agreement before a proposal can become 
law. This framework level is known as Level 1 of the Lamfalussy approach. It is 
supplemented at Level 2 by more detailed implementation measures, adopted by the 
Commission and endorsed by a qualified majority of Member States. The detailed Level 2 
legislation is prepared by the Commission. It does this on the basis of advice provided by 
representatives of national supervisory authorities (including the FSA), acting through 
Level 3 committees. The Level 3 committees cover the main areas of financial services 
policy, being the Committee of European Securities Regulators (CESR), the Committee of 
European Banking Supervisors (CEBS) and the Committee of European Insurance and 
Occupational Pensions Supervisors (CEIOPS). In finalising their advice, the Level 3 
committees consult extensively with providers and users of financial services. The Level 3 
committees also aim to work together to foster supervisory convergence and best practice. 
Finally, at Level 4, the Commission ensures that Member States are complying with 
applicable legislation and the Commission pursues enforcement action where required. 

24. Concerns have been expressed that political decisions cannot be resolved at Level 2 and 
disputes are sometimes passed down to Level 3 for regulatory authorities to debate. The 
FSA acknowledged that, in practice there can be “some overlap between the political and 
technical agendas”.33 However, the FSA “firmly believes that for the foreseeable future the 
Lamfalussy structures offer the best prospect for improving the European legislative 
process and for Member States to achieve supervisory convergence”.34 The BBA believed 
that the evidence to date does not support claims that the Level 3 Committees were taking 
decisions on a political basis. It argued that “In reality the extent to which a particular 
decision is ‘political’ depends upon how important it is perceived to be by politicians or 
interest groups. Generally if a decision is regarded as uncontentious or not having a 
significant effect on the industries or consumers of one or more Member States it is 
accepted as being technical. Otherwise a decision is at risk of being described as political by 
one or more interest groups or by politicians.”35  

25. In relation to this process, the FSA told us: “In sending calls for advice and mandates to 
the Level 3 committees, the Commission needs to be conscious of what is achievable within 
the timeframe allowed and to set realistic deadlines … The pressure to deliver advice to 
unrealistic deadlines … may mean that high level compromises are pursued when further 
technical work and a more measured approach might deliver a better result.”36 The FSA 
argued: “In each of the committees the pressure to achieve a consensus creates the risk of 
providing advice at a high level of generality which accommodates all opinions and 
existing legislative arrangements … CESR is currently reviewing its own procedures to 
determine whether it … should have the possibility of [qualified majority voting]. The FSA 
would support this.”37 Indeed, Mr Tiner told the Committee “if [CESR is] going to give 
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crisp, clear advice to the Commission, [we do] need to work on the basis other than 
consensus where everybody has their little piece of legislation in there”.38 The Treasury also 
highlighted the difficulties that have arisen from the imposition of tight deadlines on the 
Lamfalussy committees when giving advice to the Commission on Level 2 measures, 
noting that this has meant that it was not always possible for the committees to subject 
their advice to full impact assessments, which has sometimes led to advice being 
“excessively detailed or prescriptive”.39 

26. Based on the evidence received by the Committee, the Lamfalussy structure appears 
to be functioning reasonably effectively. The main difficulties appear to stem from the 
tight timeframes that the Commission has typically imposed on the Lamfalussy 
committees to deliver advice. The Commission should consider slowing the legislative 
process where necessary, in order to ensure that the committees are able to fully 
investigate and resolve the issues involved. In addition, it is essential that the Treasury 
attempts to ensure that any clearly political matters are resolved in the Level 2 
committees—with genuinely technical input provided by the Level 3 committees at this 
stage—rather than leaving them for the FSA and other European regulators to debate 
later in the Level 3 discussions. 

The role of the European Parliament 

27. In their written submission to us, the Association of Private Client Investment 
Managers and Stockbrokers (APCIMS) commented: 

The European Parliament, and particularly the ECON Committee, have taken an 
active involvement in the FSAP. ECON has amended significantly the main 
Directives in response to industry requests, has produced reports from its own 
initiatives and has sought to understand the issues. However … it plays no formal 
part after the Directive has been created and only considers the CESR measures as a 
result of an agreement between the Chairman of CESR and the Chairman of 
ECON.40 

28. The IMA were also complimentary about the role of the European Parliament in 
relation to European financial services saying that “on policy issues the Parliament’s 
contribution has been very valuable … We have found MEPs accessible. They have been 
willing to listen and understand the business, as well as to challenge where appropriate. We 
have been particularly struck by how MEPs have worked effectively across both party and 
national lines, recognising the technical rather than political nature of much of the work 
involved.”41 The London Stock Exchange agreed that the European Parliament “had made 
a positive contribution to the negotiations … from a UK perspective”.42 

 
38 Q 103 
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40 Ev 38. The ECON Committee is the European Parliament’s Committee on Economic and Monetary Affairs. 
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29. The ‘comitology’ arrangements under the Lamfalussy structure mean that the 
European Parliament has a formal role in the consideration of new legislation only at 
Level 1. However, in written evidence to the Committee, the FSA added that, during the 
Lamfalussy Level 2 process, the European Parliament “is kept fully informed and the 
utmost account will be taken of its view”.43 The Commission’s Green Paper on Financial 
Services Policy 2005–2010 stated that the European Constitution was “important for the 
medium term continuity and sustainability of the Lamfalussy process, since the ‘sunset 
clauses’ in the securities area come into effect from 2007 onwards. Under these clauses, 
delegated powers to the Commission to adopt implementing measures through comitology 
(level 2 of the Lamfalussy process) will expire, unless the Council and the European 
Parliament explicitly agree to extend them.”44 In its response to the Commission’s Green 
Paper on Financial Services Policy 2005–2010, the FSA stated that, in the event that the 
Constitution Treaty was not ratified, it considered it essential that priority be given to 
settling the question of the Parliament's role in relation to delegated ‘level 2’ legislation.45 
The London Investment Banking Association agreed with these sentiments, stating that 
“The formal status of the [European] Parliament in developing ‘Level 2’ implementing 
measures needs to be clearly established by agreeing effective ‘callback’ procedures … 
discussions are under way on alternative mechanisms to do this, and it is important that 
they succeed.”46 The Commission’s White Paper on Financial Services Policy 2005–2010 
merely notes that “The debate on comitology reform is particularly important”.47  

30. The Constitutional Treaty has not yet been ratified by all Member States and, under 
present arrangements, cannot enter into force until full ratification has been achieved. In 
the absence of the Treaty, the EU Institutions are in the process of negotiating a new inter-
institutional agreement on comitology, on the basis of a Commission paper first proposed 
in 2003. This may formalise the European Parliament’s status in level 2 Lamfalussy 
implementing measures and, in particular, its right to recall for review certain 
implementing decisions with which it disagrees. 

31. It appears to us that the Lamfalussy structure is developing well. We consider it 
important that the present ambiguity regarding the role of the European Parliament in 
the process is removed. The evidence we have received indicates that the European 
Parliament is playing a constructive role in the legislative process for financial services, 
particularly in its contribution to scrutiny of delegated implementing measures in the 
Lamfalussy structure. We consider that the European Parliament should have a formal 
role in examining Lamfalussy level 2 implementing measures within a reasonable 
timeframe, with the ultimate sanction of blocking or “calling back” any measures which 
it considers unacceptable. 

 
43 Ev 78. The present arrangement is formalised in an inter-institutional agreement of 26 May 2005 between the 

European Parliament and the Commission: Rules of Procedure of the European Parliament, 26th edition (February 
2006), Annex XIII, paragraph 35. 

44 European Commission Green Paper, Financial Services Policy 2005–2010, p 6. The European Parliament’s resolution 
of 27 April 2006 on asset management warns that “sunset clauses as regards key financial services directives such as 
MiFID and the forthcoming recast directives on credit institutions and capital adequacy of investment firms and 
credit institutions will become effective on 1 April 2008 if no full call-back right is given to the Parliament before 
that date”. 
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47 European Commission White Paper, Financial Services Policy 2005–2010, para 3.1, p 9 
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32. We understand that a formal inter-institutional agreement between the Parliament, 
Commission and Council on the future operation of the comitology process is shortly in 
prospect. We recommend that the Government should, in its response to this report, 
provide full details of the draft inter-institutional agreement on comitology 
procedures, together with the Government’s assessment of the agreement and its 
application to the Lamfalussy process. 
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3 Case studies 

Introduction 

33. In addition to the general discussion above regarding European policy-making for 
financial services, we have examined several existing and possible new directives to explore 
some of the general themes of our inquiry in more detail. 

Markets in Financial Instruments Directive 

Introduction 

34. MiFID is a wide-ranging Directive, constituting a major element in the EU’s Financial 
Services Action Plan (FSAP). The Directive is intended to promote a single market for 
wholesale and retail transactions in financial instruments. MiFID widens the scope of 
investment services requiring authorisation by Member States and the range of 
investments falling within the ambit of regulation. It is also set to widen the ‘passport’ for 
investment firms, to facilitate cross-border activities across Europe.48 However, MiFID 
does not significantly alter the boundaries of financial services regulation in the UK, 
because the UK already has regulation in most of the areas covered, although the Directive 
will require some of this existing regulation to be altered.49 

35. MiFID also places organisational requirements on firms and markets, for example 
around independent compliance, risk management and internal audit functions and the 
identification and management of conflicts of interest, and sets limitations on out-
sourcing. The Commission believes that, as a result of MiFID, consumers should be able to 
enjoy the same, high level of protection whether they choose a domestic service provider or 
a foreign one.50 

36. We discussed MiFID with the witnesses that came before the Committee in December 
2005. The Commission sent formal drafts of the MiFID ’Level 2’ implementing measures, 
namely a draft directive and a draft regulation, to the European Parliament and the 
European Securities Committee on 6 February 2006.51 Accordingly, we decided to invite 
supplementary written evidence, focused on MiFID alone, to gauge any subsequent 
reaction to the detailed draft proposals.52 The responses that we received indicated that the 
Commission has taken industry input into account in preparing its final draft of the MiFID 
proposals and that this draft contains significant improvements over earlier drafts.53 

 
48 Financial Services Authority, Financial Risk Outlook 2006 

49 Ev 88 

50 European Commission, Frequently Asked Questions on MiFID: Draft implementing ‘level 2’ measures, 6 February 
2006 

51 Council Directive 2004/39/EC 

52 Treasury Committee press release number 24 of Session 2005–06, 1 March 2006 

53 For example, see submissions from the London Investment Banking Association (Ev 105), the Association of 
Independent Financial Advisers (Ev 33) and the FSA (Ev 80) 
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Cost-benefit analysis 

37. The European Commission has never carried out a formal and exhaustive economic 
cost benefit analysis (CBA) of the impact of MiFID, because there was no requirement to 
do so when work started on the directive. In addition, the Commission believes that it is 
‘hazardous’ to attempt to estimate the potential benefits of individual items of FSAP 
legislation, because “establishing economic cause and effect in such complex, interwoven 
markets is very difficult”. Furthermore, the Commission has stated that “it is very difficult 
to predict what the impact [of MiFID] will be on individual firms, banks etc since it 
depends to a large extent on the commercial decisions which they will take.” However, the 
“Commission is convinced that overall [the] benefits will outweigh the costs—although 
this may not be immediately apparent, since the costs will be front-loaded, while the 
benefits will take time to accrue”.54 The FSA had shown concern regarding the lack of a 
cost benefit analysis for MiFID. In July 2005, Sir Callum McCarthy, Chairman of the FSA, 
said: 

It is deeply unsatisfactory that UK financial services firms face major changes, with 
the associated costs, for an initiative which has been subject to no comprehensive EU 
cost-benefit analysis to assess the specific contribution it might make to unlocking 
the prize of a more integrated European capital market. That kind of approach to 
policy-making cannot be sensible. Going forward, we will do all we can, alongside a 
growing band of regulators who share our commitment to assessing costs and 
benefits, to support Commissioner McCreevy's determination to make rigorous 
impact assessment a vital determinant of EU legislation.55 

38. Sir Callum advised the Committee in November 2005 that “It is the case that the costs 
[of MiFID] are likely to fall particularly on the UK as the major wholesale market in 
Europe. Whether the benefits for Europe as a whole outweigh those costs, it is impossible 
to say because no proper exercise has been done.”56 The London Investment Banking 
Association believe that “the main benefit to be derived depends on the ability of firms to 
provide services on a cross-border basis across the EU. Benefits from MIFID therefore 
depend heavily on thorough implementation in other Member States, and recognition of 
passporting rights, with effective enforcement if this proves to be necessary.”57 

39. Despite the lack of any cost-benefit analysis at a European level, the Treasury has 
prepared a partial regulatory impact assessment, which noted that “about 3,000 to 3,500 
firms will be affected of whom approximately 2 per cent are large firms, 23 per cent are 
medium-sized firms and three-quarters are small firms”.58 Furthermore, the FSA has a 
statutory obligation under the Financial Services and Markets Act (FSMA) 2000 to publish 
a cost–benefit analysis of any new rules, including those that it must introduce to 
implement European directives. The FSA has confirmed that there is sufficient information 

 
54 European Commission, Frequently Asked Questions on MiFID: Draft implementing ‘level 2’ measures, 6 February 
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55 Sir Callum McCarthy, Chairman, Financial Services Authority, FSA Annual Public meeting, 21 July 2005 

56 Treasury Committee, The Financial Services Authority: oral and written evidence, HC (2005–06) 655-i, Q 44 
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in the Level 2 proposals released on 6 February 2006 to carry out a cost–benefit analysis 
consist with their FSMA obligations.59 However, in written evidence to us, the London 
Investment Banking Association recommends that, given that the implementation 
timetable is tight, the formal process of cost-benefit analysis should not be allowed to ‘eat’ 
into the implementation timetable.60 Whilst we recognise the difficulty in estimating the 
costs and benefits of one part of an overall policy framework, the work involved in 
undertaking a cost-benefit analysis undoubtedly furthers and enriches the debate 
around what a measure is supposed to achieve and what changes firms will need to 
make to implement the measure. Accordingly, we are concerned that, to date, there has 
been no formal evaluation of the costs and benefits of MiFID by the Commission and 
will be extremely interested in the cost-benefit analysis on MiFID to be prepared by the 
FSA. We also welcome the new approach to cost-benefit analysis being taken at the 
Commission, which will require full assessments to be carried out on future proposals 
of this sort. 

‘Super-equivalence’ 

40. The Level 2 draft MiFID Directive states that “Member States may retain or impose 
requirements additional to those in this Directive only in exceptional cases where such 
requirements are objectively justified and proportionate so as to address specific risks to 
investor protection or to market integrity that are not fully addressed by this Directive, and 
provided that one of the following conditions is met … The specific risks addressed by the 
requirements are of particular importance in the circumstances to the market structure of 
that Member State”.61 The FSA had some concerns with this article, considering that, as 
drafted, it could require the FSA “to remove existing FSA rules that address risks to 
investors or to the integrity of UK markets”. The FSA believed that it could prevent it 
taking action “that would otherwise be objectively justified and proportionate”.62 However, 
the Treasury was less concerned by this article, noting that it seeks to turn the aspiration to 
create a consistent regulatory regime across the single market into a legal provision.63 

41. Ms Angela Knight, Chief Executive of APCIMS, told us that the she believed that UK 
industry was pleased that MiFID would be mostly implemented through a ‘copy out’ of the 
directive. She told us that a group of trade associations are working together in the ‘MiFID 
Connect Project’, which will prepare guidance for UK firms on the appropriate 
interpretation of the directive. She said that the “Treasury and the FSA are fully supportive 
of this approach, and therefore if in the future we shout about gold-plating, in fact we have 
done it to ourselves— and that is something we are not going to do”.64 
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MiFID implementation in the UK 

42. Based on oral and written evidence received by the Committee, it would appear that 
UK firms were well-prepared for the implementation of MiFID. The Association of 
Independent Financial Advisers noted that the “The UK is currently one of a very small 
minority of Member States who are aiming to meet the Commission’s timetable. This 
could lead to the creation of an un-level playing field with major uncertainty for UK firms 
who are making use of the passporting rights”.65 Asked about the lack of awareness of the 
implications of MiFID in other European countries, Ms Knight said UK firms “will be very 
careful about implementing MiFID properly”. In her view, there was a risk that UK firms 
are restrained through MiFID implementation “in a way that other Member States do not 
feel similarly constrained”.66 Whilst we applaud the leading position that has been taken 
by UK-based financial services companies with regard to MiFID, there is a clear risk 
that the Directive will not be promptly and fully implemented in all other European 
countries. It is also important that ‘passporting’ rights are recognised across Europe, in 
order to more readily allow UK-based firms to set up branches in other European 
countries and to ensure that the responsibilities of home and host regulators are clearly 
delineated. It is therefore essential that the Commission demonstrates its new focus on 
implementation and enforcement through ensuring that MiFID is implemented 
consistently across Europe. 

43. Furthermore, the implementation of MiFID by national regulators will be a strong 
test of the Lamfalussy framework. Following the implementation of MiFID, we would 
encourage the FSA to consider reviewing the way in which the Lamfalussy process has 
worked in order to identify lessons for the future. 

Possible directive regarding mortgage credit in the EU 

44. The European Commission released a Green Paper on Mortgage Credit in the EU on 
19 July 2005, with a consultation period until 30 November 2005.67 Following this 
consultation period, Commissioner McCreevy said: 

We are well aware that the EU mortgage credit market is a complex market, 
involving many varied areas of law and policy. As such, any initiatives we propose 
could take many forms, not necessarily legislative, and we will certainly explore all 
options open to us. Equally, we are well aware given the many areas in which 
initiatives could eventually be proposed, that we will have to ensure that any 
forthcoming work in this area is carefully focussed and prioritised, in order to 
achieve maximum benefits for all stakeholders, with the minimum level of burden on 
business … Moving forward, any initiatives we propose will be in a White Paper to 
be issued by the middle of next year. And I can assure you today, that we will make 
no proposals unless I am convinced that they will have the effect of increasing 
competition, efficiency and choice in the EU mortgage credit market, thereby 
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supporting our endeavours to achieve the objectives of the Lisbon agenda, and, 
ultimately, to increase the global competitiveness of the EU.68 

45. Mortgage markets have tended to remain national markets, rather than developing into 
a European market, as a result of differing land registration arrangements, repossession 
procedures and rights, availabilities of customer credit histories, and differing approaches 
to valuing a property for mortgage purposes. Accordingly, we asked the FSA, consumer 
and industry representatives about the need for a directive in the area of mortgage credit in 
the EU. Mr Tiner said: 

We are very much in favour of seeing a more cross-border mortgage market; I think 
that would be good for consumers. However, I think there is a question about the 
best way to achieve it, bearing in mind some of the non-regulatory barriers such as 
language, tax and so on … I have a worry that the UK industry, which has to a large 
extent been passed on to consumers through the cost of mortgages, has in the last 
few years spent a huge amount of money, hundreds of millions of pounds, 
implementing the mortgage regulatory system here, which we do not want to have 
undone. The industry does not want it to be undone and consumers do not want it 
undone. There are some fears in some quarters about the unintended consequences 
of going towards a mortgage credit directive that unpicks what we have already 
done.69 

46. The Council of Mortgage Lenders (CML) stated that “the UK market is itself 
responding to major challenges, principally in the field of regulation and new home buying 
and selling rules due in 2007. Regulation of mortgages came into force in October 2004. 
This has resulted in major changes that the mortgage industry is still absorbing. The costs 
of new statutory regulation, ultimately payable by consumers, have been substantial. The 
UK now has one of the most developed consumer protection regimes in the EU, and UK 
lenders have little appetite for further regulatory upheavals that are unlikely to bring 
benefits to themselves or their customers.”70 Mr Howard said that “there is not a lot that is 
coming through Europe that I feel consumers in this country will benefit from, especially 
when you look at things like the mortgage regulation. If anything, that adds to the costs to 
consumers here rather than providing any extra benefit.”71 The Commission’s Green Paper 
was supported by a study produced by London Economics. In their response to the Green 
Paper, the Treasury and the FSA noted that “It is important as well that the Commission 
carries out a convincing economic impact assessment of any proposals. The London 
Economics study published alongside the Green Paper represents a first step, but is a long 
way short of the sort of rigorous cost benefit analysis that will be required to justify any 
specific action … The UK is … sceptical that Commission intervention in this area will 
prove effective in cost benefit terms, especially given the lack of evidence that action on this 
front will deliver greater integration.”72 Furthermore, the FSA has noted that this study 
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“identifies that any benefits from integration would not be evenly shared across member 
states. The UK would be the least likely to gain because the major benefit comes from 
increasing market ‘completeness’. So benefits to other Member States arise from increases 
in product diversity and accessibility to levels already seen in the UK.”73 

47. The written submission that we received from CML stated they do “not believe that 
integration can usefully be fostered by the promotion of cross-border borrowing by 
consumers. The cultural, legal and structural impediments to such activity are too great.”74 
Mr Coogan identified several non-regulatory barriers that are preventing UK-based 
lenders selling mortgages in mainland Europe, including in particular, the lack of credit 
history information on potential borrowers in mainland Europe. However, Mr Coogan 
agreed that UK firms “would have a huge potential opportunity if markets across Europe 
were opened up because of the development of products for different people at different 
stages in their lives, lifetime mortgages and equity release as an example, and sub-prime for 
those who have had past debt problems”.75 It would be undesirable for the UK mortgage 
sector to implement new regulation as a consequence of European legislation if it has 
little or no incremental benefit to consumers. The case for a new mortgage directive 
remains unproven. 

Possible directive in the area of cross-border clearing and settlement 

48. The European Commission has indicated that a Directive in this area could be a means 
to liberalise and integrate clearing and settlement in the EU by giving all markets, clearing 
and settlement service providers and investors full choice on how and where to clear and 
settle cross-border transactions. Clearing generally refers to processes for managing risks 
between a trade taking place and it being settled, for example the risk that one counterparty 
to the transaction fails and is unable to complete the transaction. Settlement refers to the 
exchange of assets and assets between buyers and sellers following a trade.  

49. The Commission’s White Paper on Financial Services Policy 2005–2010 states: 

Cross-border clearing and settlement infrastructures are far more costly than at the 
domestic level and their level of safety and efficiency is lower. The reasons for the 
high cost of cross-border transactions are technical, legal and fiscal obstacles. There 
is also no regulatory framework at EU-level. The Commission suggested in its 
Communication of 2004 that a framework Directive may be needed for an efficient, 
safe and cheap cross-border clearing and settlement industry. To test this possibility, 
the Commission is carrying out a very thorough consultation and impact 
assessment. Once this process is finished, while taking into account any new market 
developments, the Commission will decide during 2006 on the course to take and 
whether to come forward with a formal proposal.76 
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50. Commissioner Mr McCreevy said in September 2005 that “cross border securities 
trading remains very expensive: Up to 6 times the cost of domestic transactions … There is 
undoubtedly a growing conviction in the market that the creation of consolidated 
structures in the EU, such as a pan-European CCP [counterparty clearing house], could 
help the development of the European capital market … The solution must be market 
driven and I have no ideological hang-ups as to the degree or nature of the consolidation 
that should take place.”77 On 7 March 2006, Commissioner McCreevy and Ms Neelie Kros, 
Commissioner for the Internal Market, released a joint press release which stated: 

Unless market players come forward with effective and realistic changes to improve 
the clearing and settlement of securities in the EU, the European Commissioners for 
Competition and the Internal Market intend to propose action on the basis of EU 
competition and single market rules before the summer break. The current 
fragmented national monopolies in trading infrastructures such as exchanges, 
clearinghouses and securities depositaries, create high costs for the EU economy and 
represent significant impediments to efficient cross-border trading in the EU. The 
securities industry needs to accelerate work on removing a number of barriers 
significantly, and provide a firm timetable for change.78 

51. We asked witnesses from trade associations for their views on the desirability of 
European Commission intervention in this area. Ms Knight said that she there were “big 
question marks … as to whether actually creating a directive is going to bring the benefits 
that we all seek. A lot of the costs associated with cross-border clearing and settlement are 
(1) the fact that the clearing settlement systems do not use the same system; they do not use 
the same messaging. If we achieved harmonised messaging and the different systems are 
plugging together the arrangements in one country then conform better with the 
arrangements in another, and you get a big chunk of cost reduction; and (2) the current 
charging structures. We are quite open in our charging structures in the UK, but in much 
of Continental Europe there are different and closed charging structures so users are 
paying for things that they are not necessarily requiring. Open up that charging structure— 
and that is a competition issue— and this also starts to bring down the costs.”79 Mr Mullen 
added “MiFID is protean in its reach and is a huge directive. We are not sure, as I 
mentioned earlier— we have yet to have the implementing measures; they will not be out 
until January. We do not know to what extent MiFID may change the market and how it 
might affect the clearing and settlement arrangements. Until we see that knock-on effect it 
would not be timely for either the Commission or ourselves to act.”80 

52. Mr Tiner was more positive on the possible benefits of a directive in the area of clearing 
and settlement, although he noted that “is a sensitive subject because it is systemically 
important to each individual country”.81 Mr Tiner said that he would like to “see the 
Commission and the regulators putting pressure on the industry to sort this out. We 
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should not underestimate the influence we have over the companies that can make the 
changes that are necessary in the market. We have done that successfully here. We started 
using market solutions as a tool to solve market failures quite successfully. We have done it 
in a number of areas now where you do not have to reach for the rule book or legislation; 
the market can sort the problem out. It is a great opportunity here for the European 
financial markets to sort this out. I would hope that the industry would come to the 
table.”.82 In written evidence to the Committee, the Treasury stated: 

We support the emphasis being placed on action by the private sector to resolve 
problems. If it can be done it is clearly preferable to public sector action, particularly 
additional legislation. Therefore, we would urge the private sector, particularly the 
main infrastructure providers, to reflect on what they could do to meet the concerns 
expressed by the Commission. It is not possible to resolve all issues in the three 
month timetable set by the Commissioners for determining whether or not action is 
needed at the EU level. But firm commitments could be made to achieve progress on 
a realistic timetable.83 

53. The high costs of clearing and settlement are borne by investors, either directly or 
through pension funds and other investment vehicles. Furthermore, the high costs of 
cross-border trading may be deterring retail investors from investing across Europe. It is 
therefore important that the additional cost associated with clearing and settlement 
across borders is reduced over time. We are pleased with the approach taken by the 
Commission in this area, which appears consistent with their ‘better regulation’ 
agenda. The Commission has indicated that it is willing to step aside if a market-led 
solution starts to appear in this area, and the Commission must deliver on this promise 
if a sensible solution emerges. We note that clearing and settlement has a systemic 
importance to a financial services market, although this is not a reason for inaction 
within a single European market for financial services. If the market cannot or will not 
address the high costs of clearing and settlement in Europe, it can have no complaints 
when policymakers start to become involved. 
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Conclusions and recommendations 

1. The FSAP was a wide-ranging and ambitious programme of new legislation. As the 
FSAP comes to an end, the Commission has placed greater importance on ensuring 
consistent and workable implementation of the existing financial services legislation. 
We welcome this change of emphasis under President Barroso. (Paragraph 6) 

2. Based on the evidence that we received, there is some evidence of financial 
institutions expanding through the acquisition of banks and insurers in other 
European countries. However, a single market in European financial services, with 
comparable products and services available to consumers direct across borders, does 
not appear to be a realistic proposition in the near future. The industry should look 
for ways to manage the non-regulatory barriers to cross-border sales of retail 
financial services products, particularly in areas in which the UK market has a 
product offering that is unavailable elsewhere in Europe. However, we recognise that, 
in some markets, such as the mortgage market, the non-regulatory barriers are 
significant and so, even in a consistent regulatory environment, there is unlikely to 
be significant cross-border growth. In these circumstances, the Commission should 
ensure that, in evaluating the likely costs and benefits of future proposals, it takes 
account of the fact that growth in cross-border sales is likely to be limited as a result 
of the non-regulatory barriers. (Paragraph 9) 

3. It is essential that the United Kingdom, through the European Council, supports 
moves by the Commission to prevent countries from erecting artificial barriers 
against consolidation in the financial services sector and exerts pressure on European 
countries that attempt to thwart cross-border merger and acquisition activity for 
unacceptable reasons. (Paragraph 10) 

4. A change in the working culture at the Commission towards more proportionate, 
risk-based, policy making will not happen immediately. We welcome Commissioner 
McCreevy’s assurances that the Commission will prove that new regulation will have 
a clear benefit to the European economy. It is essential that European policymakers 
ask and receive answers to the simple questions that McCreevy is posing: Is there a 
case for action? Is it the EU that is best placed to act? Is a regulatory proposal the 
only possible solution? To ensure growth and competitiveness in the European 
financial services industry, the Commission must now deliver on its promise to 
ensure better regulation principles are followed in its policymaking. (Paragraph 13) 

5. National parliaments, national governments, the Lamfalussy committees, the 
Commission, the Council, the European Parliament and businesses themselves must 
all recognise that we have a joint responsibility towards ensuring that European 
financial services legislation is justifiable and proportionate. (Paragraph 15) 

6. We are encouraged by Commissioner McCreevy’s work to place greater emphasis on 
enforcement and implementation across the European Union, which entails a 
cultural change within the Commission. It is essential that the implementation and 
enforcement of MiFID and the other existing legislation become the priorities of the 
Commission in relation to financial services, rather than focusing on drafting and 
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negotiating new legislation. We believe that there is the need for a period of ‘bedding 
down’ of European financial services legislation. (Paragraph 17) 

7. As European retail financial services markets become more open, it is important to 
ensure that consumers have the chance to have more input into the European 
legislative process. Presently, companies are organised into their trade associations, 
generally articulate and strong lobbyists, whereas consumers, particularly in Brussels, 
tend to be less well represented. We welcome the move in the Commission’s recent 
White Paper on Financial Services Policy towards establishing a permanent group of 
consumer representatives from across Europe and would commend the Financial 
Services Authority’s Consumer Panel as a possible framework to enable the 
consumer voice to be heard at all levels. (Paragraph 19) 

8. Based on the evidence received by the Committee, the Lamfalussy structure appears 
to be functioning reasonably effectively. The main difficulties appear to stem from 
the tight timeframes that the Commission has typically imposed on the Lamfalussy 
committees to deliver advice. The Commission should consider slowing the 
legislative process where necessary, in order to ensure that the committees are able to 
fully investigate and resolve the issues involved. In addition, it is essential that the 
Treasury attempts to ensure that any clearly political matters are resolved in the 
Level 2 committees—with genuinely technical input provided by the Level 3 
committees at this stage—rather than leaving them for the FSA and other European 
regulators to debate later in the Level 3 discussions. (Paragraph 26) 

9. It appears to us that the Lamfalussy structure is developing well. We consider it 
important that the present ambiguity regarding the role of the European Parliament 
in the process is removed. The evidence we have received indicates that the 
European Parliament is playing a constructive role in the legislative process for 
financial services, particularly in its contribution to scrutiny of delegated 
implementing measures in the Lamfalussy structure. We consider that the European 
Parliament should have a formal role in examining Lamfalussy level 2 implementing 
measures within a reasonable timeframe, with the ultimate sanction of blocking or 
“calling back” any measures which it considers unacceptable. (Paragraph 31) 

10. We recommend that the Government should, in its response to this report, provide 
full details of the draft inter-institutional agreement on comitology procedures, 
together with the Government’s assessment of the agreement and its application to 
the Lamfalussy process. (Paragraph 32) 

11. Whilst we recognise the difficulty in estimating the costs and benefits of one part of 
an overall policy framework, the work involved in undertaking a cost-benefit analysis 
undoubtedly furthers and enriches the debate around what a measure is supposed to 
achieve and what changes firms will need to make to implement the measure. 
Accordingly, we are concerned that, to date, there has been no formal evaluation of 
the costs and benefits of MiFID by the Commission and will be extremely interested 
in the cost-benefit analysis on MiFID to be prepared by the FSA. We also welcome 
the new approach to cost-benefit analysis being taken at the Commission, which will 
require full assessments to be carried out on future proposals of this sort. (Paragraph 
39) 
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12. Whilst we applaud the leading position that has been taken by UK-based financial 
services companies with regard to MiFID, there is a clear risk that the Directive will 
not be promptly and fully implemented in all other European countries. It is also 
important that ‘passporting’ rights are recognised across Europe, in order to more 
readily allow UK-based firms to set up branches in other European countries and to 
ensure that the responsibilities of home and host regulators are clearly delineated. It 
is therefore essential that the Commission demonstrates its new focus on 
implementation and enforcement through ensuring that MiFID is implemented 
consistently across Europe. (Paragraph 42) 

13. Furthermore, the implementation of MiFID by national regulators will be a strong 
test of the Lamfalussy framework. Following the implementation of MiFID, we 
would encourage the FSA to consider reviewing the way in which the Lamfalussy 
process has worked in order to identify lessons for the future. (Paragraph 43) 

14. It would be undesirable for the UK mortgage sector to implement new regulation as 
a consequence of European legislation if it has little or no incremental benefit to 
consumers. The case for a new mortgage directive remains unproven. (Paragraph 47) 

15. It is therefore important that the additional cost associated with clearing and 
settlement across borders is reduced over time. We are pleased with the approach 
taken by the Commission in this area, which appears consistent with their ‘better 
regulation’ agenda. The Commission has indicated that it is willing to step aside if a 
market-led solution starts to appear in this area, and the Commission must deliver 
on this promise if a sensible solution emerges. We note that clearing and settlement 
has a systemic importance to a financial services market, although this is not a reason 
for inaction within a single European market for financial services. If the market 
cannot or will not address the high costs of clearing and settlement in Europe, it can 
have no complaints when policymakers start to become involved. (Paragraph 53) 
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evidence.

Q1 Chairman: Good afternoon. Welcome to the would be implemented within Europe. I would say
that over the last five years, 80% of the UK’s lawfirst evidence session on European Financial
on regulation in financial services has come by wayServices Regulation. We are trying to find our way
of directive or regulation for us from Brussels.through the fog of information on European
Within that context, and answering your questionfinancial services. People tell us anecdotally that
directly, from a wholesale standpoint and from athere are problems with it, but when we ask for
prudential regulatory standpoint, the variousevidence we do not get as sharp a focus as we would
initiatives that have been made by the Europeanlike, so if you can tell us about the problems that
Union and by the Commission with the support ofwould be wonderful; and even more wonderful
Parliament have been mostly positive. We are ofwould be pointing us in the way forward on this
course in the implementing stage of the Capitalissue so that we can bring more simplicity and
Requirements Directive, and I would say that withclarity to the whole issue in order to benefit
the International Accounting Standards, whilst bygovernment and industry. I will start oV with the
no means fully put to bed—we are in a better placeissue of the desirability of a single market, because
than we were heretofore. With regard to retail, weall European action is posited on the notion that a
are now moving to the retail agenda. As you know,European single market in financial services is
the Financial Services Action Plan wasdesirable. As an institution do you consider that it
predominantly a wholesale initiative; and indeedis desirable and are you committed to it, and do
one might say that there was a wholesale biasyou believe that a single market will lead to benefits
towards much of what was involved in the Marketsoverall for Britain? We would appreciate a short
in Financial Instruments Directive. However, nowanswer to that.
we are moving in Europe to a more retail-biasedMr Mullen: First of all, there is the matrix that you
agenda, and in that case there is not a naturalcould use, and as a Committee you may wish to
consensus in Europe. Being retail, it is also morerefer to that, certainly I will and my colleagues will;
of a conduct of business bias. This is exemplifiedand that is the distinction between wholesale and by the European Banking Federation, which isretail, which is fairly obvious, but also the a federation of all the National Associations of

distinction between prudential regulation and the 25 EU states. With the Financial Services
conduct of business. That is an important Action Plan, overwhelmingly the members of the
distinction, not least because, as you may be aware, Association represent virtually the whole of
under its previous administration the FSA had a the industry in Europe. The Commission and the
prudential regulation/conduct of business split, in Parliament would therefore listen intently to
the way in which they were managed at a high level, the views of the pan-European industry voice
and that has now changed to a wholesale/retail split because from a wholesale standpoint that is what
under this current Chairman and Chief Executive. we were. Now, commercial banks in Europe are
With regard to the Financial Services Action Plan, only about 45% of the European banks, and
often lauded as some 42 measures—in fact many of therefore there is a diYculty, and one might say an
these were enabling directives and there were extreme diYculty, in meeting a consensus amongst
arguably 26 that had teeth. In addition to that, the the co-operative banks, the savings banks and the
Capital Requirements Directive, which is outside of commercial banks. This means that from a process
the Financial Services Action Plan, is a major standpoint it is very diYcult to move forward. The
challenge for all industry and particularly for the structure that is mirrored by the existence of these
banking industry. Also, we have International three entities makes the move towards a pan-

European retail market far more problematic.Accounting Standards and the way in which they



3246462001 Page Type [E] 31-05-06 01:04:20 Pag Table: COENEW PPSysB Unit: PAG2

Ev 2 Treasury Committee: Evidence

14 December 2005 Ms Angela Knight, Mr Ian Mullen, Mr Michael Coogan, Ms Sheila Nicoll
and Mr Stephen Sklaroff

Q2 Chairman: I have to exercise my Chairman’s Ms Nicoll: We are very, very firmly committed to
a working single market in Europe. We representprivilege and ask you for shorter answers to

questions. That was fascinating, but we have an institutional business, managers who manage
pension funds, insurance funds and so on.hour to go through everything.

Mr Coogan: My simple answer is that a single Generally, that single market works well. The other
area we represent is that of investment funds, inmarket is desirable, but we do not think it

necessarily would be delivered by conduct of euro-speak UCITS, units for collective investment
and transferable securities. The issue there is thatbusiness regulations. Commissioner McCreevy last

week described opening up an EU mortgage credit our members are very, very interested. They are
given a passport under that directive, and havemarket as their flagship, and the key thing we have

been seeking to show is that you can make since 1985. This has created a certain amount of
frustration because the UK is the largest assetimprovements without routinely going to consumer

protection rules as your first step. In terms of how management centre in Europe, which means that
UK houses are very interested in developing cross-this will impact on the UK, we have relatively few

internationally active banks that would be looking border business. They represent a very large
portion of that existing business, but as they moveto go overseas. A number already are overseas. For

the vast majority of members that are locally into the single market they find a lot of barriers and
frustrations to doing business on a cross-borderbased—building societies being the obvious

example—there is nothing that they would be basis. There are benefits for the UK, as an industry,
but also the benefits that we very seriously see arelooking to do in terms of operating in other

Member States going forward. There are as many those of economies of scale, and the increased
competitiveness of the market, which should meanthreats as there are opportunities, but the single

market as a concept is certainly worth pursuing. lower costs for investors.
Ms Knight: I agree: the single market is desirable
for financial services. Any firm that operates in Q3 Chairman: This question is to the ABI
more than one country knows that there are representative. During our recent visit to Brussels
diVerent rules, diVerent requirements, as well as we met with Commissioner McCreevy and we also
diVerent law and diVerent tax in those diVerent had the opportunity to speak to the European
countries. Does it make sense to remove some of Federation of National Insurance Associations,
those diVerences where possible? The answer is which indicated very clearly that many insurers
“yes” because it then becomes cheaper for those were not actually that keen on a single European
firms to operate, and that means that things like market, and preferred to hold onto a stronger
raising the cost of capital by companies becomes competitive position in their own national market,
cheaper. However most of this relates to wholesale rather than accept a weaker competitive position in
business. The goal that I think we should be aiming an albeit larger European market. How excited are
for is for firms to operate cross-border. People do UK insurers about commercial opportunities
not necessarily need to operate cross-border, they resulting from a single European market?
will tend to stay within their own country because Mr SklaroV: I think the answer is that they are very
they understand how the system works in that excited. A large number of our member companies
country—the same language, the protections and are UK-based member companies that are doing
how to get hold of information. There are benefits business in a wide variety of other EU markets, and
in a single market, but we need to be very careful very successful business.
about what those benefits are and how we
approach the changes.

Q4 Chairman: Why did the European FederationMr SklaroV: Like my colleagues, the ABI believes
tell us that very clearly?that the single market is a desirable objective.
Mr SklaroV: I am guessing here, but they probablyClearly, a great deal of progress has been made in
may have had two things in mind. One is that thethe wholesale area. We need to be careful when
enthusiasm that we have from the UK marketapplying it in the retail market to take account of
perspective is not always shared in other parts ofboth market realities and actual consumer needs
the EU. I think that would be a fair observation,and wants, which is something that has been a little
and I suspect that the European Federation seesbit missing in the FSAP in the past. For those
that in diVerent emphasis than they get fromreasons we very much welcome the Commission’s
diVerent national associations which are theirrecent White Paper, which lays stress on, for
members. However, perhaps, more importantly,example, a more consistent approach to
this is related to one of the points that we were allimplementation and enforcement of the existing
making earlier, which is that when you come tolegislative framework; and for us there is a big
look at the retail markets, that is individual peoplechallenge there because there are still many
buying insurance products, the tendency is—I putinconsistencies across the market which we would
it no stronger than that—for people to want to buylike to see sorted out. Like many other sectors, the
those products in their own home markets frombig challenge for our industry is the new capital
people that they can identify as familiar and with aadequacy legislation, which is currently being
redress process behind that which they understand.discussed in Brussels, called Solvency II for the
Therefore, the objective of a single market is notinsurance sector. There is a great deal to be done

there to streamline the system. necessarily in the retail markets a large volume of
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cross-border trade with individuals for retail right now as we have got a large open market place,
whether it is for, banks, insurers, private clientproducts; it is more the kind of thing that Sheila

was talking about, which is getting the back oYce brokers, mortgage lenders or others. We are
already being competitive. Elsewhere in otherconsolidated and therefore reducing costs.
European countries the market is arranged so that
there are protections in place within that countryQ5 Chairman: Give me an example of your
for these diVerent types of business. Some of thosemembers who have got on their bike and gone in
barriers are going to open up, and they are worriedthere and worked in the retail market.
about what is going to happen to their business.Mr SklaroV: We have member companies that are
Are the Brits going to walk in and take it? So, thevery active in the motor insurance markets in Spain
third is that they are afraid of loosing business. Iand in Italy. We have member companies that are
recently had to take out a mortgage in France.active in the life insurance markets in Poland and
There are two things that are always diYcult in thisother parts of eastern Europe. We have many
world; one is getting divorced and the other ismembers who are active in the French and German
taking out a mortgage, and I have done both! Imarkets in both general insurance and savings
have to say that it was easier to get divorced in theproducts.
UK than to take out a mortgage in France! I am
not surprised that they are getting worried thatQ6 Chairman: Can you send us a list of those?
some of these barriers are coming down.Mr SklaroV: Of course.

Q12 Chairman: There are two stories here: the storyQ7 Chairman: The names of these companies.
for the wholesale market and the story for the retailMr SklaroV: Absolutely.
market. Is that right?
Mr Mullen: For diVerent reasons.Q8 Chairman: Because this is a very bright, sparkly

presentation here and the reality when we take
evidence on that. Q13 Chairman:Michael, in our visit to Brussels we
Mr SklaroV: We will send you a note on that.1 learnt that German firms have benefited from

selling mortgage products into new eastern
European countries such as Poland. Are UKQ9 Chairman: I think your former boss, Lady
mortgage firms interested in lending overseas?Francis, when she came before our committee in
Mr Coogan: Frustratingly, not. The simple answerNovember 2003, said that the UK’s industry
has been that the UK market has continued toeYciency compared extremely well with costs in
grow very strongly over the last few years, andmost other countries’ insurance industries,
although it is more mature than most in Europeincluding Continental Europe.
they still see the business opportunities here thanMr SklaroV: Yes
elsewhere; but we get a regular drip-feed of people
coming in, whether it is eastern Europe—andQ10 Chairman: If there is such a competitive
Turkey is another country—and outside of Europe,position and the costs are much lower, then there
asking for our assistance. The UK lenders are tooshould be more of a drive towards retail financial
focused on doing what they are doing well here. Iservices. Let me tell you at the outset that the
share Angela’s view, which is that those who haveevidence that has been given to the Committee is
gone overseas want to do more of it. They arethat the areas of enthusiasm are for the wholesale
seeing that there are barriers in the local marketsmarket but the retail market—“just let us keep our
elsewhere. Some of them are driven by the nationalposition”. Is that right? So therefore what Stephen
legislators and some by supervisors and the rulesis telling us here is a bit of Christmas glitter!
that apply there; and some by the marketMs Knight: That is absolutely right.
infrastructure not being as developed as it is in theMr SklaroV: No, I think it is more than glitter. Our
UK. All of those things mean that when they makemember companies are active, but the distinction I
comparative decisions about where to invest andam making—
where to look for their next business opportunity,
they are not looking into Europe as much as theyQ11 Chairman: I will take Angela because that is
could do.terrific, what you have told us already.

Ms Knight: The point is entirely right. We look at
Q14 Peter Viggers: My personal experience is thatthe single market from a UK perspective. We
local markets in Europe can be local, parochial andgrumble about some of the changes, especially
rather old-fashioned, and that there is a bigsome of the detail that is coming along, and we are
opportunity here for British interests, where we areconcerned about what is going to happen here.
much more open to the world. Looking atHowever, the reality is the greatest amount of
wholesale financial services first, do you think wechange will take place in other European countries.
are close to a European single market, and areThat is the first concern they have got- their change
benefits beginning to flow?is greater. The second is that, broadly speaking we
Ms Nicoll: The asset management world struggleshave got more or less the most competitive industry
with the two. We do not actually recognise the
distinction between wholesale and retail. The1 Ev 28-32
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reality of what happens with us is that we have a Mr SklaroV: I think the issue is what one means by
a single market. If we mean a completely uniformretail product but it is sold in a wholesale way.

Cross-border business tends to be business-to- market for retail products, so the same product of
the same design at very similar prices, sold tobusiness. As far as asset management is concerned,

it is a pretty open market. Our concerns in that people right across the EU—that is not a realistic
objective. What is a realistic objective is a genuinelycontext are the UK approach tends to be that

institutional business can look after itself, but that open and contestable set of local markets; in other
words there should be no artificial barriers tois not necessarily the approach in a lot of other

European countries. The danger that we feel is the companies from any part of the EU coming in to
a local market and competing in that local marketconcern that we will find some of the protections

that are much more appropriate to retail investors to sell products that are sensible for the people in
that market.being applied to institutional business, which could

potentially hold back UK business.

Q18 Peter Viggers: The idea has been floated of a
Q15 Peter Viggers: Perhaps we could have a so-called 26th regime, which is a regime that is
banker’s perspective! European but without being rooted in any
Mr Mullen: London, as we all know, is, if not the particular Member State of the European Union.
largest international banking sector, certainly one What is your attitude to that? Scepticism has been
of the two largest. Some 22–25% of all international expressed about this, so can I ask each of you very
banking by volume is conducted through London, briefly to comment on whether you think this is the
which is amazing considering that we have less than way ahead or whether it is a cul-de-sac.
1% of the total world population. We are a major Mr SklaroV: It is something that is certainly worth
player globally, and the industry is hugely exploring. One has to be very careful about what
important to this country and its GDP. Therefore, part of the market it would work for, and one has
we have a strong position, in some markets a to think through what the consequences would be.
dominant position, and we are attempting to If you create a 26th regime, you create something
defend that. There are threats and opportunities that, by definition, runs in parallel to existing
coming with the pan-European market in financial regulatory structures, and there is a whole series of
services on the wholesale side. Obviously, issues about how that works if a consumer has a
economies of scale and scope are there and should problem with a product that has been sold under
be welcomed and the opportunities taken. a parallel regime. We do not dismiss it out of hand,
However, from a law and regulation standpoint, but it would be fair to say that we share a little bit
the phrase that I use is: “London is ‘markets of the scepticism about practicality.
optimistic’ whereas Continental Europe is ‘policy Ms Knight: I think that a 26th regime is looking at
optimistic’.” The single most competitive element things the wrong way round. Instead of having a
that London has is the fact that it has its own self- new regime, it is necessary to consider what are the
regulation in the wholesale markets; and that problems we have got can they be resolved by other
regulation could come under threat through the means or is it really necessary for a directive or new
more policy-optimistic tendency of Continental regime to resolve them. I do not think it is possible
Europe. There are advantages, but there are to say “yes” to all that and so instigate a 26th
challenges. regime. Are we getting a better single market at the

moment? It is too early to judge because of all the
legislation that we have been discussing withQ16 Peter Viggers: We have been accused of respect to the Financial Services Action Plan andWimbledon-isation, have we not? We provide the so forth the main directives have not yet beenplace where people play but we do not have implemented, so we are not going to know whethergood players! we have got a better market and whether we canMr Mullen: I am not so sure that “accusation” is solve a lot of the problems both for easy access forthe word. I think that we take advantage of the wholesale and also for the individual to have aopenness of the UK economy, practices and better choice safely, until we have got through thepolicies. It is to our considerable advantage that we implementation stage. I consider that the 26thhave London as a financial centre and the rest of regime is one of those matters which should bethe world comes to compete in London. It should parked with those who discuss policy, as thebe seen as a European asset in the world, not so practitioners will all say, “no, there are other waysmuch a UK asset—London as a UK asset. probably of getting there. A 26th regime is a last
resort, and certainly we are not there by any
manner of means”.Q17 Peter Viggers: To the Association of British
Mr Coogan: From the mortgage perspective weInsurers, in your submission you said this:
flagged up in our response on the Green Paper that“Europe’s retail insurance markets remain largely
there may be merit in the funding group that thelocal for deep-rooted reasons relating to consumer
Commission is setting up, looking at how thepreference, the local nature of risk, and national tax
covered bond legislation is operating acrossand security systems.” I endorse that from my own
Europe. There have been discussions as a result ofexperience. How feasible is a single European

market for retail insurance products? the fact that the UK does not have its own
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legislation. We have been able to enter that market worked, they would be modified or repealed in the
framework of the legislative procedure. What partsstrongly without legislation. In other countries,

they may feel that they would like to address that of the FSAP do you think have not worked andwhat
more would you like to see?weakness. I suspect that the 26th state approach

may not get to the finishing line, but there is still Mr SklaroV: Picking up onwhat Angela said earlier,
it is a little early to tell which parts of the FSAP,some debate to be had in some areas in the next

few months, certainly in funding in the mortgage which is the most recent batch of legislation, are
going to haveworked.We have some early signs thatmarket.
some of the directives that were grouped under the
FSAP have been implemented in very diVerent waysQ19 Peter Viggers: The European Commission has
across the EU, which is perhaps a sign that thepromised a better regulation agenda. Have you seen
Directive will not necessarily achieve its objective—results of this?Do you think that in practice they will
but it is probably a bit early to say! Having said that,be able to avoid legislation where there might be a
this statement in the White Paper, is, from our pointbetter alternative available?
of view, a very important one. If the Commission isMr Coogan: Perhaps I could start oV, having lived
serious about that, and we hope that they are, thisthrough 18 months of this better regulation agenda,
could be a very important departure in terms of thewhich they called the Forum Group on Mortgage
way the Commission goes about monitoring theCredit. It is very important before launching into
legislation that is already on the statute book,new initiatives that you get the views of all the
because if we are serious about going back andstakeholders, and that initiative has worked very
asking how it worked in practice and whether itwell from the point of view of bringing the industry,
achieved its objectives, and if it did not maybe weconsumer bodies and other interested bodies
should change it—that is something that we wouldtogether over a series of months to talk about a lot
very much welcome.of issues. This led to 48 recommendations to the
Ms Knight: I agree entirely with what Stephen hasCommission and the Green Paper that it has just
said. Your view about the FSAP depends where youreceived responses on. It was not an easy process
sit. If you are in the Commission, from yourbecause even after 18 months, groups of the
perspective you have more or less completed theorganisations could not agree on the way forward,
FSAP. If you are the industry, you have not reallyso there were diVerences of approach particularly in
started implementing the big directives, so you haveconsumer protection areas between the diVerent
a diVerent view. If we look to the Commission to seeorganisations. That is reflected in the Green Paper.
how they have done with the FSAP, the answer isAs a way of identifying obstacles and trying to get
that they have learnt a lot as they have gone throughpriorities for the Commission to take forward, and
it. They have learnt such things as it is necessary toalso to flesh out the obstacles that othersmay be able
find out how the market works before creating ato take forward through improved market
directive; that it is necessary to do cost benefiteYciencies, it has a lot of merit. How easy it would
analysis first. The White Paper actually recognisesbe to replicate in other areas, others may wish to
that. However, from the industry’s perspective,judge; but on the retail side we would not wish to be
because we have not yet implemented the majorrushed into new initiatives without that level of
Directives, MiFID (the Market in Financialdetail and over a period.
Instruments Directive) which is the big frameworkMs Nicoll: In the world of asset management, the
that changes everything and its sister, the CapitalCommission is, one would hope, presaging a new
Requirements Directive which is outside the FSAPapproach. Recently the Commission produced a
but inextricably linked—we cannot say that now isGreen Paper on Enhancement of the EU Framework
the time to evaluate the actual operation of thefor Investment Funds. It was a very good piece of
FSAP, because it is not yet in place.analysis, based very much on wanting to understand

how the market operates. We very much welcome
that approach. As a result of that, there is now very Q21 Peter Viggers: Then a specific question to the

Investment Management Association: you havebroad consensus in the industry about what should
be done to go forward. The one thing we would say noted the need for a change of culture and mindset

within the Commission, and you said that youis that whilst we fully support the need for very close
analysis, we sense that we may be about to enter a wanted to improve the attractiveness of working

with them in implementation and enforcementworld of analysis paralysis, that sometimes such
analysis can be an excuse for not taking action. As rather than legislation and negotiation.

Ms Nicoll: Yes.an industry we have been discussing a number of
these things for two years. You have to remember
that timescales in Europe are much longer than Q22 Peter Viggers: Have you noticed any changes
timescales in business, and it will be important to do since the appointments of the current President
lots of analysis to make sure that action follows. Barroso and McCreevy?

Ms Nicoll: I certainly think there is a very diVerent
approach by both of those Commissioners, in thatQ20 Peter Viggers: The White Paper states that ex

post evaluation of the FSAP and of all new they are taking very much a pragmatic
commercially-orientated approach rather than alegislative measures are a top priority for the

Commission—if specific legal texts have not philosophical one. That is very important. The issue
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is that both the Commissioners are saying the right Mr Mullen: Thought leadership is hugely important
when one is looking to influence law and regulationthings, but we now need evidence that that is

permeating down through the oYcials. It is too early within not only the European environment but
within a global environment. Again in wholesaleto say at this stage, but that is the important point.
markets, where we have such a strong position then
it is essential that we are there with thoughtQ23 Mr Todd: Turning to the role of the British
leadership. The way in which the industry, theauthorities, how well do you think the FSA is
regulator and the Government, through thelooking after British interests in this exercise?
Treasury, co-operates today is near exemplary toMr Mullen: I think the FSA is a competitive
where we were four or five years ago. This ability toadvantage to British industry as far as the wholesale
combine and realise thought leadership on a globalmarkets are concerned. It is a well-respected
or European basis is hugely important to us in ourinstitution, particularly in looking at consolidation
competitiveness.of co-operation of regulators. The FSA, I would say,
Ms Knight: In terms of the staV, they have started toleads global opinion.
reduce staV.

Q24 Mr Todd: An opinion shared by you all? Q27Mr Todd: I hinted at that. There was a question
Mr SklaroV: It is fair to say that in the insurance of quality and quantity.
sector the FSA starts with a similar advantage in Ms Knight:We think the quality has been good, as
that it is regulating about a third of the entire EU is how they have interactedwith the industry, but for
market for insurance because theUK is a third of the preference we would not say now is the time to step
EUmarket. I think it does a pretty good job. I would down; we would like to see that involvement
qualify that by saying that we are in new territory maintained post presidency.
now with these new so-called Lamfalussy
committees that have been created, which are aimed Q28 Mr Todd: Perhaps I can explore the dividingspecifically at getting Europe’s regulators to work line between political direction and technicaltogether in a diVerent way. I think this is not an management of this process because obviously theyFSA-specific point, but it would be fair to say that cannot be entirely disentangled. Do you think thatwe have not yet seen that college of regulators that division is being appropriately addressed so thatapproach working practically in a way that has the discussion of the technical detail had been donemade a diVerence, so we have a way to go there. We at a point where political direction has already beenhave now got a situation in the last two or three years established, or has there been some confusion?where, for the first time, the regulator of the UK Mr SklaroV: I think it is getting better, but from aindustry is both a regulator and a negotiator in a pretty low base. I think there have been confusionsvery complex set of EU negotiations, and that is a of the kind you have just suggested in the past, whichbig challenge for all the regulators. have led to not terribly sensible negotiating positionsMs Knight:We do have one college of regulators of for UK plc, and that in turn has led sometimes tocourse that has beenworking for some time, and that directives which are not as good as they could be.is CESR (Committee of European Securities Ms Nicoll: There has also been an issue specificallyRegulators). How that has bedded down has in the context of the Markets and Financialpresented to some extent a model for the banking Instruments Directive because there were a numberand insurance regulators to come. We think that of political issues that were sidestepped at thethere are some issues. The FSA has had the dual role framework level, and they were devolved down toof negotiator and has had to be involved and come the technicians; so the technicians found themselvesto collective agreements with its other regulators; in a very diYcult position because they were havingand we have won some arguments and lost some on to sort out what should have been sorted out at thethe way. The big question mark in my mind is this. political level.If CESR’s role is to provide the technical advice in
relation to filling out the detail within the directives,

Q29Mr Todd:The hint is that it is getting better, buthow has CESR done? The answer certainly in many
there is still some disentangling of accountability toareas is that it has been too detailed.Regulators have
be done.got to bear responsibility for that.
Ms Nicoll: One would hope that it will be better.
MiFID started quite some time ago and it was

Q25MrTodd: I am going to come to the point about written in a non-consultative mode, so there was no
how to convert these into UK legislation because I real consensus as it went into the negotiation process
have a particular concern on that, but what is the as to the direction it should be going in.
role of the Treasury in this?
Ms Knight: Good. Q30Mr Todd: Then we have the final stage, which is

nailing this into a UK legislative framework in
which Britain has a reputed position of gold-platingQ26 Mr Todd: I think that one of the submissions

drew attention to the fact that people are of very what is sent down from Brussels and where there is
also an argument of failure of engagement in thathigh quality but there was a bit of concern as to

whether there were enough of them dedicated to final critical process, but all of a sudden some knobs
and whistles have been added in that thethis process.
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practitioners have not been asked about. How do have been drafted and has sessions with the industry
to see where it has gone further or been interpretedyou want that addressed? We are not there yet on
in a diVerent way. That is the first one.this matter.

Ms Knight: As an industry we have sought to
address this ourselves. The promise that has been Q33 Mr Todd: That is the first one.
made by regulators and indeed government alike is Ms Knight: Yes, and that committee would have to
to do what is called “copy out” the directive; that is have powers to amend. The second is that one of the
that they just copy out the text into UK issues with legislation of European complexion is
requirements. On the one side that is good because, that you have to get it right in Brussels, and there is
clearly, it just says, “this is what is in the directive” the considerable involvement of ministers as well as
and bells and whistles are not attached. On the other a lot of others in the process- and that process does
side of course the Directive is written in fluent not lend itself to too much clarity. We would like to
European, so there is an interpretive issue; and it is see an industry/Parliament briefing session of

ministers before they go to negotiate. I do not wishnot just interpretive for us it is the same elsewhere.
in any way to imply that the Treasury has not done aA Group of Trade Associations put together
good job; the oYcials within the Treasury have beensomething we call the MiFID Connect Project,
very good at getting the opinion of the industry; andwhich in eVect will look at the grey areas and the
then the Treasury has created a synopsis that it hasareas where variable interpretation is possible, and
passed on. We think that more direct contact withcollectively write the guidance for diVerent types of
the negotiating ministers would be an improvedfirms as to how that part of the Directive should be
way forward.interpreted. The Treasury and the FSA are fully

supportive of this approach, and therefore if in the
future we shout about gold-plating, in fact we have Q34 Mr Todd: Finally—this is a discussion with
done it to ourselves—and that is something we are technicians or their representatives—do the
not going to do. This project takes a very practical consumers have a voice in this process?
view, which is an essential point. To take one Ms Knight: There needs to be better consumer

involvement actually. Again, to give credit to theexample, clearly “best execution” if you are a private
Commission, it has tried to get consumerclient firm is going to be diVerent than if you are one
involvement; but whilst firms are pretty wellof the asset management firms. By writing guidance
organised into their trade associations—and indeedfrom an industry perspective, one can get the blush
that has improved elsewhere in Continental Europe-right for the diVerent types of business model while
consumers tend not to be. We do have certainmeeting the requirements of the Directive.
exceptions in this country with our Consumer
Association, but they tend to be elsewhere.

Q31Mr Todd: Is there any suggestion of a change in Although one tries to look at these things from
the parliamentary process to ensure that we get this a consumer perspective—and I hope as an
right here, because very few of us are technicians in organisation we do because our firms have 3 million
this area and most of these matters are signed individuals as their clients. I hope we look at it as
through in the briefest possible way? Is there well as we can from that direction. There is
anything that you feel should be done to ensure this nevertheless a real need to try and form consumer
critical area is addressed properly in this House? forums and consumer discussions, otherwise

associations do it technically and we do it firm-wise,Mr Mullen: We have the All-Party Group of
and we say, “we think we have got the consumer inWholesale Markets, which was started some three
there” but we can miss the point too. I would like toyears ago and which is very well supported by both
see consumers much more involved.Houses of Parliament. It is the case that particularly
Mr SklaroV: I would very much welcome that, andonmatters European there is a dearth of interest and
I think it is good that this White Paper contains, ifinvolvement in the European process from
only a couple of sentences, a couple of quiteParliament heretofore.
important sentences on capacity-building on the
consumer side in this debate.

Q32Mr Todd: I think most of us would concede the
process is perfunctory— Q35 Jim Cousins: Could I ask the ABI
Ms Knight:Wemade two specific recommendations representative: the Investment and Life assurance
for the involvement of Parliament, we hope, more Group drew our attention to the Insurance
fully in the process, because it is very easy for MediationDirective, which does not figure largely in
complex European legislation simply to pass its way the evidence from your organisations. They said that
through on the nod. That is well understood, and I it was causing a capital flight to Bermuda. Would
can see why. The recommendations that we have you agree with that? Why does that come about?
made to you is first that there should be some form Mr SklaroV: It is certainly the case that the
of established all-party committee we would- Insurance Mediation Directive is an example of the
suggest the House of Commons andHouse of Lords kind of not terribly well-researched or thought-
but that would clearly be for you to decide—which through directive, and one that was not terribly well
would have the power to call for evidence from the consulted on, that we have been talking about and

hoping was a thing of the past. It has beenindustry and which examines directives once they
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implemented in vastly diVerent ways across the EU. indeed in insurance companies as being one of the
obstacles he wanted to deal with. Do you think weIt has had the eVect we believe—and it is very early

days—of adding costs and thereforemaking the cost are on course to deal with it?
Mr Mullen: To the extent that Commissionerof capital higher than it would otherwise be. If you

have a choice as to where you are going to put your McCreevy has the powers to deal with it, he is on
target, but I would say that it is more Commissionermobile international insurance capital, you will tend

to put it in a jurisdiction where you do not have the Kroes in Competition who holds the key to
unlocking the ability to acquire across markets; andextra costs associated with, for example, the IMD.

What I could not oV the top of my head just now is indeed DG Competition is in the first stage of
addressing this through studies on the marketplacegive you a figure and say, “this has caused the flight

of X, Y or Z volume of capital”; but anecdotally we that they have commissioned in retail banking, in
cards and in general insurance.hear what you have heard.

Q36JimCousins: It would be interesting if you could Q41 JimCousins:Your submission is the only one to
put a little bit of flesh on that. mention the issue of accounting standards. I
Mr SklaroV:We can certainly do that for you. wondered whether you had any comments on the

proposed International Financial Reporting
Q37 Chairman: At the moment it is a theoretical Standards 3, which does indeed deal with this issue
point. of mergers.
Mr SklaroV:We have some practical data from the Mr Mullen: The banking concern as far as the
UK market and indeed from other EU national International Accounting Standards are concerned
markets on how the IMD has been implemented in is primarily in dealing with the derivatives market
very diVerent ways, with potentially distortive eVect. and the way in which banks, particularly the retail
We would certainly be very happy to give you a note banks, are able to use derivatives in managing their
on that.2 retail deposits. This is an issue particularly in those

countries where banks do not pay interest on retail
deposits, on current account deposits; but it is anQ38 Chairman: It is the flight to Bermuda we are
issue for us as well where we do pay interest on retailinterested in, particularly at Christmas time!
deposits. There is a propensity for the AmericanMr SklaroV: We shall look into that in the same
view of fair value accounting and we in Europe feelspirit.
that the bias towards full value accounting within
International Accounting Standards and with theirQ39 Jim Cousins: There is nothing more attractive
board has gone too far, hence the reason for thethan the thought of a bit of insurance mediation at
carve-out that was agreed with the InternationalChristmas! If I could ask the British Bankers’
Accounting Standards Board. It is a temporaryAssociation representative, you had said in your
solution and the deeper problem needs addressing,submission that you set out a number of obstacles to
and it is a major issue for the industry.the consolidation of firms across borders. The most

important of those was the issue of legal structures.
Do you think that the impediment is legal structures, Q42 Jim Cousins: I am conscious, Chair, that I have
or simply that there is no market desire to directed my questions to the British Bankers’
consolidate across borders? Association.Would you like to give other people the
Mr Mullen: I think the legal structure is a major opportunity to comment? Do not feel obliged to if
impediment. The three pillars of retail banking are you do not want to.
the garnering of deposits, payments, and then, Mr SklaroV:Despite the fact that it was not flagged
having garnered the deposits, the on-lending of up as a particular issue in our submission, the whole
those monies eVectively. These are the three pillars. debate around International Accounting Standards
The most demanding of those in terms of expertise is hugely important and it is closely related in my
and market knowledge is the on-lending. In order to industry and others to the debate on capital
have an eVective lending capability it requires years, adequacy, because the issue of what numbers you
indeed decades, of customer information and use to describe each side of your balance sheet on the
customer data in order to be able to lend eVectively. one hand and then what the rules say your balance
It therefore is extremely diYcult to enter a market sheet should look like on the other, are intimately
and grow organically. Therefore the way in which connected. It would be very easy in this rather
one traditionally expands within retail banking is to complex and not always terribly clear debate to get
acquire. As long as there are barriers to the ability to something quite badly wrong, so we are very
acquire banks across borders in many countries in concerned that we get the right kinds of accounting
Europe, then this will be a major inhibitor to the standards for both sides of the balance sheet, and
expansion of retail banking in Continental Europe. that that fits with what the European Commission

eventually comes forward with in terms of capital
adequacy regulations.Q40 Jim Cousins: Commissioner McCreevy in the
Ms Knight: And the fact that those standards haverecent White Paper clearly identified the ability of
been created largely without proper consultation, orregulators to control shareholdings in banks, and
in some instances consultation of any type, and they
are going on a timetable of their own, so they cut2 Ev 27
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across some of the other regulatory timetables. The there will no doubt be some business decisions to be
whole thing has been quite complicated for all our made. In eVect, they have very much a tangential
firms. role, or tangential changes as a consequence. The

point at which their involvement will be is that
clearly, if they have access to greater pan-EuropeanQ43 Susan Kramer: IMA: in your submission, you
funds for example, then they have greaternoted that there was an alarming lack of awareness
opportunities and choices which, if they considerin the IMA about the implications of MiFID in
them to be suitable, they can then discuss inother European countries, the implication being that
conjunction with their customers and clients. Therethe UK was competitively better placed. Do you
will be greater opportunities of choice from theirthink that that applies to the retail as well as to the
view. I think that is the best way of describing it.wholesale? I am somewhat mindful that at the
Mr Coogan: In terms of mortgages, one of thetime of enlargement there was great confidence
questions in the Green Paper was whether thereamongst British industry that it would be at the
should be a duty to advise, and clearly, if there were,forefront of taking advantage of enlargement, and it
that would be diVerent for many countries’ IFAs.has been very significantly outflanked by most
But in our view that would be an over reaction inother European countries. Is there a chance of
terms of trying to have integration of the Europeancomplacency in this area?
market. More important is the broader question,Ms Nicoll: I think in making that comment it was

more to do with the welcoming fact that the UK is which is: how do you distribute products as a lender
very focused on MiFID and the implementation of operating internationally? One way is by
MiFID, but being concerned that we were going to approaching a local bank; anotherway is looking for
be over zealous or more zealous than other Member distributors in the local country. There are many
States. It was not so much to do with being countries that do not have active intermediary
complacent about this, but more to do with the fact markets where there are IFAs or credit
that we are taking MiFID very seriously and we are intermediaries. If they were there, there would be
not finding quite that same seriousness elsewhere in more opportunities for cross-border. One of the
Europe. I was discussing concerns about MiFID reasons why Ireland is an example where the market
with some colleagues recently, and they said “We do has opened up, and there have been a number of UK
not know anything about it; we do not know if it is lenders that have gone into southern Ireland, is
going to aVect our firms.” It is very firmly going to because of the intermediary sector there having
aVect their firms. We are concerned that we are very increased its impact in terms of the market.
happy to be ahead of the game, but we want others Distribution, as a feature of trying to get integration
to catch up with us as quickly as possible. in the retail market, is key. The problem is that in

many countries it is not there.
Ms Knight:Awarning, if I may, on the terminology:Q44SusanKramer:Are you saying there is a real risk
an IFA, as we call it in the UK is not the same as inthat the British financial services industry may be

focused on the restraints of MiFID whilst the rest another European country. We mean a particular
are focused on it as an opportunity? type of firm and a particular type of advisor; but
Ms Nicoll: No. I think it is just the risk that we will generally speaking in Continental Europe an IFA is
be very careful about implementing MiFID what we would call a portfolio manager in the UK.
properly. The danger is that we restrain ourselves That is a firm that gives advice on a variety of
through that implementation in a way that other products and investments and looks after the
Member States do not feel similarly constrained. portfolio of the client. For a UK IFA that tends not

to be the case. We have a confusion of terminology,
as we do in many other areas actually.Q45 Susan Kramer: Continuing with the retail side,
Ms Nicoll: To follow up onMichael’s comment, it isone of the groups that is not particularly represented
worth noting that advice is going to be regulated forin the evidence we have today are the IFAs. I think
the first time in a lot of countries underMiFID, so inyou will agree that for retail to work eVectively,
many ways MiFID will, one would hope, bring theadvice is critical. How do you see the role of the IFA
Continental European levels up closer to the UKevolving to work hand-in-hand with your side of
levels. As Michael says, the fact that the advice willindustry and take advantage of the sort of pan-
be regulated should provide opportunities for UK-European options?
based houses. Generally in Continental EuropeMs Knight: The IFAs are mostly outside MiFID, as
distribution is dominated by the banks selling theiryou are aware.
own products. Once advice is authorised and
regulated, they will have to give more justification ofQ46 Susan Kramer: Not entirely. It is not entirely
why they are selling their own product and not, forclear, is it?
example, a better-performing product that isMs Knight: I think you will find that the decision
provided by one of our members.that may not yet have been finally made but which is
Mr Mullen: We are waiting for implementingthe proposal which is on the table is that the
measures and they have been delayed, sadly. I thinkoverwhelming number of IFAs within the UK will
it will bemore like the end of January before we havebe exempted from MiFID and only about 200 will
those. The initiatives that Angela mentioned ofcome within MiFID. It will be dependent upon how

they operate their business model, obviously, and MiFID Connect, where you have eight trade
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associations working in unison to interact with the by Commissioner McCreevy last week indicated
that they were not going to rush into legislation; butFSA to ensure proper guidance, is a major step

forward. It may be that there should be more at the same time on Monday the Commission
published the Financial Services White Paper,dialogue between us as these implementingmeasures

become certain. In the way in whichwewill deal with suggesting the White Paper on mortgages was the
end of next year; by Wednesday it was the middle ofthem at the moment there is an element of

conjecture. next year; and privately we have been told it is April.
I do hope that rushing it forward does not indicate
that they think legislation is the answer.

Q47 Lorely Burt: My question is centred around Mr Mullen: Michael is the Chair of the European
mortgages, which have had quite a lot of exposure Mortgage Board.
already so I will be very brief and address my Mr Coogan: There will be a discussion between the
comments to Mr Coogan and MrMullen. When we industry and the Commission going forward. From
went to Brussels we learnt from some people that we 1 January I will take over the European Banking
took evidence from there that in Italy it can take six Industry Committee group, so I hope to continue to
years to get a mortgage. I am sure Angela Knight’s carry on going to Brussels regularly—he said with a
experience was not quite that awful, but it does echo smile on his face!
the fact that in Europe there are so many
opportunities. I am probably the only member of

Q48 Jim Cousins: Mr Mullen, the Commission hasthis Committee that was a qualified CMAP
decided that it wants to break down barriers to retailmortgage advisor in a previous life. The UK
financial services, and in particular to put a standardmortgage market is vibrant and hugely competitive,
format to bank accounts and make it a lot easier toand yet Mr Coogan commented on the Green Paper
open up cross-border bank accounts. Do youon 20 July that he was expecting integration to
welcome that? Do you see the need for moreprovide benefits such as lower cost mortgages,
competition in that way?improved products and innovation, higher levels of
Mr Mullen: Generally within Europe banks areconsumer protection, improved access to mortgages
cautious on the particular issue of standard formatfor sub-prime borrowers, better economies of scale,
bank accounts. We would need want to see aet cetera. You then said: “There is little obvious
convincing cost-benefit analysis, including thebenefit for UK lenders or consumers from these
impact of disruption to business and consumersproposals. The UK already has a highly competitive
throughout Europe. There is an element of Brussels-and well-regulated mortgage market.” Without
phobia in this in that those who work in Brusselsgoing over the ground we have covered before, it
who are employed there—it is an issue for themseems to me that it is a case of, “get stuck in there,
because you have so many people who are fromboys”! What is stopping you from exploiting this
foreign countries and therefore the idea of a passportmarket? We are obviously pretty good at it.
for a bank account is something that would beMr Coogan: I think the UK lenders have a huge
attractive to them; but they are a tinyminority of thepotential opportunity if markets across Europe were
overall European population. The vast majority ofopened up because of the development of products
Europeans are content, and indeed do not seek afor diVerent people at diVerent stages in their lives,
cross-border passport in bank accounts. The cost oflifetime mortgages and equity release as an example,
this would be enormous to the industry. I think thatand sub-prime for those who have had past debt
the industry would need a very convincing argumentproblems. Ian touched upon this earlier; we have
to support such an initiative.barriers if you do not have the information about the

customer. In France they see it as an invasion of
Q49 Jim Cousins:You do not think it would lead toprivacy if you give positive data to the database,
more transparency of charges for example?whereas we would see it as responsible lending to
Mr Mullen: I think the charges are currentlyhave a record if people use a credit card. In the
transparent. If charges need to be made morecontext of the Italian experience I think it is seven
transparent, then the industry would co-operate, butyears to get a house repossessed but you need the
the answer I do not think is a cross-border passport.family’s approval apparently! That court procedure

is not eYcient and encourages fraud. We have
looked to the Commission to encourage those Q50 Jim Cousins:You are not suggesting in that last
national markets that are poor to improve their remark that this is an initiative, because in the
eYciencies. On top of the two examples quoted there context of the White Paper that has just been
is the Land Registry, which would also be an published it is generally pretty passive, but this is an
important thing if you are looking to have a register area where it is quite active, and it has committed
of the mortgage; and of course you want a valuer itself to a timetable to deliver the framework of a
that you can rely on to get the valuation correct. standard bank account and easier cross-border
There are infrastructure issues that are important accounts. You used the word “co-operate”; are you
and which would open up opportunities. The simple suggesting that you will not co-operate with that
answer to the question of intervention from the EU initiative?
is that there are huge threats that the good things in Mr Mullen:No, I said that we would co-operate but
the UK could be undermined if they intervene in the the first thing that is required is the cost-benefit

analysis. In addition, you have the single Europeanwrong way. The initial comments after the hearing
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payments area, where you have both the forward. We would like to hear I, think, enthusiasm
for improvement and change. Is there likely to be anCommission and the European Central Bank

anxious to have a payments capability across industry solution to this accepted problem?
euroland. Mr Mullen: I am surprised at the attitude you are

taking here because I believe that the relationship
that we havewith theCommission on this question isQ51 Jim Cousins: Your evidence to the Committee
one where we are attempting to negotiate a sensibleis very negative about that as well.
solution. I remain hopeful that that will be the case.Mr Mullen: The reason being that, again, some 5%
We wish to be co-operative.or 4.5% of all the European payments are cross-
Ms Knight:The directive towhichwe refer is not thatborder, and of that 4.5%, 50% of that is within the
directive; ours is clearing and settlement, which is inBenelux countries. What the industry is saying is
the securities field. The reason why we said that wethat we, by 2008, will put in place an enhanced
are not in favour of another directive is because wecapability for cross-border payments for those who
have got somuch change at themoment and becausewish to use them. We would hope that the incidence
there are some very deep-seated diVerences inof cross-border usage will increase, and we will put
diVerent countries and some real commercial issuesin the infrastructure to allow that, but it does not
involved. I stand to be corrected on this, but ourmake economic sense to build an infrastructure to
view is that a Directive will probably mean theallow cross-border payments for 70% of the
industry changes from one set of compromises topopulation, when only a projected 7% or 8% will
another set of compromises, and that is not ause it.
particularly appropriate way forward. That is whyJim Cousins: I do find your attitude to this really
we think that in clearing and settlement there arequite extraordinary—forgive me! We have a
quite a few other things that are worth doing first—situation in which allegedly 10%of the population of
getting some common standards in place; gettingNormandy is British, and entire villages in southern
some ventilation of the charging issues; getting aSpain are apparently occupied by our fellow
greater harmony in corporate actions, because, aftercitizens—
all, the major corporate advisers are the sameChairman: All divorcees!
whichever European country a company operates
in. If we can get improvements there, then we start

Q52 Jim Cousins: Let us all speak from the basis of to get that big cost reduction, which is the big win in
knowledge we have. Mine, I am afraid, is less all this, but without going through a legislative
extensive than our Chairman’s! process where what we get out may well not be what
Mr Mullen: I can empathise with your position; I am we want to get out; and the costs involved in that
one of them! change could be very significant indeed.

Q53 Jim Cousins: This is a very serious issue. Surely Q55 Chairman: Commissioner McCreevy
there is going to be a serious, considered market mentioned it to us in the meeting and said that the
demand for the ability to operate these financial securities claim remains very expensive, up to six
services cross-border and to minimise the charges times the cost of domestic transactions. In a speech
that go with this. Commissioner McCreevy, who is in Dublin in September he made the point in a
generally adopting an approach of consolidation, diVerent context that the amounts which heads of
has identified these areas as the areas where he is state and government are wrangling over in the EU
going to take initiatives. You are indicating that you budget negotiations are dwarfed by the potential
will block it. savings that could be achieved by making progress
Mr Mullen: No, not blocking it. I am saying that in this area. This is a huge area and the feelings ofmy
what we want is a measured approach to this. We do colleagues here are that it does not seem as if there is
not want to go beyond that which our surveys tell us a commensurate response from industry to get this
is the demand of our customers. To put in a right. People are losing out massively.
payments capability on a pan-European basis would Ms Knight: I think there is a desire for the industry
cost billions of euros. We want to be sure that that is to get this right.We are not running away from that.
a progressive approach, rather than building a The question you have got to ask is how to get this
capability that is far beyond that which is required area right. The legislation and the legislative
by the population of Europe for many decades. processes that we have all been involved with, and

the discussions that we have all been part of in
Brussels on the area of clearing and settlement leadsQ54 Peter Viggers: This is a known problem. I think
one to have some very big question marks in one’sit is accepted that cross-border settlements of
mind as to whether actually creating a directive ispayments are slow and expensive, and it has been
going to bring the benefits that we all seek. A lot ofidentified by Commissioner McCreevy. The
the costs associated with cross-border clearing andAssociation of Private Client Investment Managers
settlement are (1) the fact that the clearing settlementand Stockbrokers said in a memorandum that it
systems do not use the same system; they do not usedoes not like the idea of a directive. I would like to
the same messaging. If we achieved harmoniseddraw also on a memorandum sent to me by the
messaging and the diVerent systems are pluggingLondon Investment Banking Association, which

says that it would like to see industry solutions come together the arrangements in one country then



3246462001 Page Type [E] 31-05-06 01:04:20 Pag Table: COENEW PPSysB Unit: PAG2

Ev 12 Treasury Committee: Evidence

14 December 2005 Ms Angela Knight, Mr Ian Mullen, Mr Michael Coogan, Ms Sheila Nicoll
and Mr Stephen Sklaroff

conform better with the arrangements in another, Q58 Chairman: It certainly does not come from
Commissioner McCreevy; he did not tie it up toand you get a big chunk of cost reduction; and (2) the

current charging structures. We are quite open in MiFID; he just focused on this and said there was a
problem here.our charging structures in the UK, but in much of

Continental Europe there are diVerent and closed Mr Mullen: I think he said, with respect to him, that
there is a problem here and if there is not a marketcharging structures so users are paying for things

that they are not necessarily requiring. Open up that solution we may have to come in with a directive.
But I think he sees the requirement and that it is bestcharging structure—and that is a competition

issue—and this also starts to bring down the costs. dealt with by a market solution.
Ms Knight: That is right.

Q56 Chairman:We are looking for urgency here. Q59 Chairman: But he did not give us the feeling,
Ms Nicoll: It brings out a general point, which is one with respect to yourself, of a laid-back approach
of concern that legislative initiatives need to be very which you have indicated to Jim Cousins.
closely targeted. The diYculty is that we have Mr Mullen: I was speaking to Mr Cousins on
experienced for example MiFID, which has gone payments.
way beyond what was originally intended. A lot of
the concern that Angela is expressing is that if a Q60 Chairman: Yes, there is a view it is a bit laid-
legislative initiative is taken it could get out of back.
control. One very clear message that we would like Mr Mullen: These two are completely divorced. I
to put forward is that where there are areas where certainly did not have a laid-back approach wit
legislative change needs to be made we make a very regard to payments. What I said was that we need to
strong plea for that legislative change to be very take this in a measured way.
carefully focused and targeted.

Q61 Chairman: In a number of your submissions
you mentioned in the Lamfalussy Level 3Q57 Chairman: I can imagine political pressure
committees that there was a need to resolve politicalcoming onwith a directive, but nothing is happening
issues earlier, rather than leaving them to beyet, and this is the issue.
discussed at that level. Can you give examples of aMs Knight: If you have got 25 countries involved,
controversial political decision left to Level 3? Canyou have got 25 diVerent views and 25 compromises.
you write to us on that? You were very clear and itMr Mullen:Also, MiFID is protean in its reach and
would be helpful to us for our report to identifyis a huge directive. We are not sure, as I mentioned
those. Can you write to us on that?3earlier—we have yet to have the implementing
Ms Knight: That is fine. There is a long list.measures; they will not be out until January. We do
Chairman: Thank you very much for your evidence;not know to what extent MiFID may change the
it was very helpful. We have another two sessionsmarket and how it might aVect the clearing and
coming after this.settlement arrangements. Until we see that knock-

on eVect it would not be timely for either the
3 Ev 43Commission or ourselves to act.

Witnesses:Mr John Tiner,Chief Executive, andMrPaulWright,Head of International Strategy and Policy
Co-ordination, Financial Services Authority, gave evidence.

Q62 Chairman: Mr Tiner, welcome back to the prospectuses is helping new issues to go cross-
Committee. No doubt some of my colleagues will border, and there are directives that are facilitating
ask about the Bermuda flight in terms of these good cross-border business.
directives later on, but in terms of the Financial
Services Action Plan is there any indication that

Q63 Peter Viggers: Do you think we are close toconsumers are now shopping across borders that
a single European market for a wholesale financialdid not happen previously?
services market? What progress has been made?
Mr Tiner: I think we have been relatively close for
a long time because in a way London has boostedMr Tiner: I do not think there is any evidence of
the world’s international capital markets for quitethat currently. On the other hand, as has been said
a long time. We have certainly acted as theearlier, the Financial Services Action Plan was
European hub of global capital markets for a verydirected at trying to create a single wholesale
long time, certainly since the eurodollar days of themarket in financial services. Also, it is too early to
early seventies. For some years now, if you wantedtell. Many of the measures have not been
to do a block trade on Siemens, you did it in theimplemented in the market place yet. I do not
London market; so in some respects London hasexpect, quite frankly, a very rapid change in the
had that position for a long time. My feeling is that,retail market as a result of the Financial Services
as a consequence of the Financial Services ActionAction Plan. Having said that, it is quite interesting

to note that the easing up of cross-border Plan, the position of London may be strengthened
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because the intellectual capital is here, the capital Q66 Peter Viggers: The Commission claims to be
committed to cost-benefit analysis for newis here, the financial capital is here. I just hope that
regulations. Are you confident from yourthe Lisbon objective overall will create a bigger
experience of the Commission that this analysis isEuropean capital market, one that can compete on
done at the right stage in the legislative process; andmore equal terms with the US capital market, and
that they will use realistic and accessiblethat ultimately all European countries can be
methodologies in preparing those?winners out of this. I would expect the UK to be
Mr Tiner: I very much hope so because I think thatone of those.
has not been present in the past, and I hugely
welcome Commissioner McCreevy’s commitment

Q64 Peter Viggers: Are wholesale and retail to do that transparently in the future. It is quite
markets completely diVerent or are there lessons interesting to look at the work that has been done
that could be learnt in the retail market from the in the gestation period of the mortgage credit
wholesale market? directive, if there is to be one, and the clearing and
Mr Tiner: They are not quite as diVerent as people settlement directive if there is to be one, because
like to make out sometimes. It is clear that the the Commission has worked on preparing
wholesale markets are professionals dealing with regulatory impact assessments ahead of time and
professionals with very large amounts of money having those debated fully, and on having a proper
involved in individual transactions. Remember that cost-benefit and market failure discussion with
at the end of every chain of wholesale transactions relevant participants as to whether a directive is

necessary or not. The signs are very positive, tothere is very often a retail investor. We see in the
back up Commissioner McCreevy’s commitment.UK a number of wholesale market products now

being packaged, unitised and sold in the retail
market, so there is a stronger connection now Q67 Peter Viggers: Do you have dialogue with him
between the wholesale markets and retail markets. on this and have you been able to help?
It is true that buying and selling behaviour in the Mr Tiner:Yes, we certainly have dialogue. We have
wholesale markets is, by and large, a borderless also tried to help the Commission understand what
activity; whereas in the retail markets people have we have learned from doing cost-benefit analysis in
all sorts of reasons that are nothing to do with the UK for the last several years so that they can
regulation but to do with language, culture, tax, learn from any mistakes we might have made over
social security systems and things like that, for the years and they can hit the ground running, so
wanting to go locally. They are diVerent in that to speak.
important respect.

Q68 Peter Viggers: From your experience does
Europe speak with one voice over issues likeQ65 Peter Viggers: Asking the representatives of
accounting standards and tax evasion? One hearsthe trade associations an hour ago about the
random comment that other countries fall short ofbenefits of the European 26th regime, that is a
our standards: what is your experience?regime that was common to Europe but which does
Mr Tiner: On accounting standards, Europe hasnot derive necessarily from any one of the taken a very important step in requiring

countries, they said: “Perhaps we should not international accounting standards to be applied to
dismiss it out of hand but we would approach it all 7000 listed companies. That will help over the
with great caution.” What would your attitude be? long term lower the cost of capital because
Mr Tiner: I am a bit against creating regimes of comparison between companies in diVerent
any kind, or certainly superstructures of any kind, countries will be much easier. In that context
without a reason. I would like first of all to Europe does talk with one voice and is a strong
understand fully what benefits the so-called 26th influence over the International Accounting
regime would bring to customers in Europe, to Standards Board as well, which I think they should
European markets, to the cost of capital and be, because we are the biggest economic block
insurance in European markets, the availability of globally that uses International Accounting
diversified products in European markets and Standards now. Of course, we live in a free society,
things like that, before wanting to say that the 26th thank God, so you get people who lob in their own
regime is a good thing. I think we need to look at particular views from time to time, but I do not
this through the other end of the telescope and look think that should take us back from what is really
at what is trying to be achieved. Is the 26th regime quite a strong consensus around tax evasion and
proposal—and there are many other types of accounting standards.
proposals as well, including a single regulator for
Europe—a way to that; and, if not, what is the best Q69 Peter Viggers: The White Paper for Europe
way? I am a bit cautious about the 26th regime. says that evaluation of the Financial Services
Mr Wright: The ideas have not been very clearly Action Plan will be a top priority for the
articulated. As you suggest in your question, the Commission, and that if parts are not working or
whole essence of it is that you have a parallel set need to be repealed or modified, then they will not
of rules and given the scope for duplication of rules hesitate to act. Which parts of the Financial
and confusion among consumers, I think the case Services Action Plan do you think need

modification or revision?has to be made for that to be an eVective strategy.
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Mr Tiner: Again, it is a bit too early to say because been quite careful in this country to ensure that
hedge funds are not able to be sold to people whowe have not seen experience of many of these

things. I think there are some directives where the do not know what they are doing with their
money—the non-sophisticated investor; and yet inCommission could usefully look at whether it is

achieving the benefits that were anticipated at the Germany they have decided to open up the hedge
fund market to the retail investor, and through thetime the directive was written and implemented.

One directive, which was not in the Financial E-Commerce directive German hedge funds can
now be sold to UK retail investors. There areServices Action Plan, is the Insurance Mediation

Directive. It is worth stepping back now and emerging anomalies like that which will have to be
very carefully handled if Europe is to move to asaying, “does that produce all the benefits we had

hoped for, for a comparable cost?” There are true single market in retail financial services.
Getting integration of prudential measures will beelements of that directive that do not. I think it is

a very good thing that the Commission is a lot more straightforward than getting integration
of conduct of business matters.committed to an ex post cost-benefit analysis now

of relevant FSAP provisions, and I hope that they
will be prepared to back that up with rolling back Q74 Susan Kramer: Do you think the FOS will be
provisions where they do not add any value. able to carry out its role in the same way that it

has? Again, some people say it has been quite
challenged to cope with current complexities.Q70 Susan Kramer:When you last spoke to us you
Mr Tiner: There are jurisdictional questions aboutwere unable to give us an assessment of the impact
both the Financial Ombudsman Service and theof MiFID because so much was still in process. Can
Financial Services Compensation Scheme in termsyou give us an update on where Level 2 has got to?
of who they are able to compensate, depending onMr Tiner: I would hope to be able to, but I cannot
where the original activities were undertaken.because my understanding is that the Commission
Again, if there is to be a facilitation of a singlenow are only taking their proposals to the
market in retail financial services, those sorts ofEuropean Securities Committee and the European
issues, the complaints arrangements, need toParliament in January, so I am afraid I cannot
become much clearer.provide any further insight.

Q75 Mr Todd: Can we turn to your relationship toQ71 Susan Kramer: No insiders?
consumers and a number of aspects of that. One ofMr Tiner: I am afraid not.
the points raised in the Financial Services
Consumer Panel annual report for 2004–05 wasQ72 Susan Kramer: In watching process, and as
their concern that the FSA did not appear to havediscussions have carried on, in your assessment will
an obligation towards consumers who do not residethe costs fall primarily on the consumer, or will
in the UK but use the services of UK businesses.they be absorbed by the shareholder?
Do you feel that that is an area that needs furtherMr Tiner: That is very diYcult for me to judge. One
addressing?of the things we need to do very rapidly once we
Mr Tiner: I do not think so because we—know what the Level 2 implementing measures are

is to do the cost-benefit analysis and to work very
Q76 Mr Todd: Bearing in mind that these may beclosely with the industry to understand what the
UK citizens.total costs of implementing MiFID will be and
Mr Tiner: They may be UK citizens locatedwhat the ongoing annual running costs of MiFID
anywhere in the world, and I think it is quitewill be. How then firms deal with those costs in
diYcult for us to be able to regulate the activitiesterms of funding them between reduced
with those people who live a long way away andprofitability, which means the shareholders pay, or
to be able to oVer the same level of service andpassing the costs to customers, is very diYcult to
protection.anticipate.

Q77 Mr Todd: You are not regulating theirQ73 Susan Kramer: In talking with the industry a
activities; you are regulating the service that theyfew moments ago, it was very clear that if the retail
receive from a UK-based business.aspects of a single market are to be successful then
Mr Tiner: Yes, but to the extent that the rest of theit will depend on the development of the
regulatory system is not available to them, such asdistribution chain. The distribution chain in the
the ombudsman service and the compensationUK is primarily IFA-based. Do you think that the
scheme, then probably our remit is less clear. Icurrent regulatory structures are going to be
accept that what we try and get firms to do is toadequate to cope with the additional complexity
treat all their customers fairly, and I think there iswhen the source of product is pan-European? Do
a strong halo and positive eVective for overseasyou think that it is very challenged as it is to cope
customers from treating UK customers—with current complexity. IFAs say it is very

challenged currently. Would it be capable of
dealing with greater complexity? Q78 Mr Todd: To clarify, is this a weakness of the

regime or is it a matter of will on your behalf, thatMr Tiner: As you say, already there are some
complexities that are quite diYcult to deal with. you do not believe you should do this, as opposed

to “we do not have the power to do it”?One that always comes to my mind is that we have
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Mr Tiner: I would have to check. I am pretty sure Q82 Mr Todd: That is right, and I was going to
touch on that. The impression was given that thethat it is because we do not have the powers. I can

certainly write to you on that.4 Commission regarded you as a model in terms of
your relationship to the representative of consumer
bodies and the consumer at large, which should be

Q79 Mr Todd: Thank you. The same annual report repeated at the Commission and generally amongst
noted that you have oVered to get consumer the regulator community. I am sure you glow!
messages across to European policy-makers, and Mr Tiner: Not really. All I would say is that we do
there was a discussion about that in the preceding find our Consumer Panel extremely valuable to us,
session. What have you actually done? in advising us and helping us, and, quite frankly,
Mr Tiner: In the fora where we mix with our calling us to account. No doubt they will in half an
European counterparts, the three Lamfalussy hour’s time as well! It would be very useful for that
committees mainly, we are always very keen to to be replicated at the Commission level. One of
ensure that the consumer interests are on the table, the problems on these consultative groups in the
and that when things like consultative groups are Lamfalussy area is that they are often composed of
being formed, consumer representatives are at the 15 or 20 people, and there is one consumer and 14
table. We have long thought—and I believe we or 19 industry bodies; and they get drowned out
have said to the Committee here on previous sometimes. I think there needs to be more influence
occasions—that the consumer voice is under- across the board.
represented at a European policy-making level, and
should be strengthened. Again, I am pleased to see
the Commission’s White Paper where it endorses Q83 Mr Todd: Do you get the impression from

your contact with other regulators within Europethat. It is more diYcult to make that happen, as I
said in the previous session, because the consumer that they do not have the same framework of

operation as you do?bodies outside the UK are not as well organised as
they are here. It is critically important that Mr Tiner: I very much get that impression. I am
consumer bodies are able to influence the future not sure that the structure of the consumer panels,
shape of the retail market especially. practitioner panels and smaller businesses panels

that we have is at all common across Europe.Mr Wright: The representation made by the
Consumer Panel contains a reference to a
conference which it held—and I emphasise that it

Q84 Mr Todd: It is a model that we shouldwas the Consumer Panel that held it—to try to
commend elsewhere.bring together consumer groups across Europe;
Mr Tiner: I think so, yes.and while emphasising that it was their conference

and not ours, we facilitated it and I spoke at it, and
we were extremely supportive of that. Q85 Lorely Burt: I would like to talk about

mortgages. The mortgage Green Paper that the EU
published: you believe that the cost-benefit analysisQ80 Mr Todd: You are aware we will have the
was an insuYcient basis for identifying the optimalopportunity to ask these questions of them. I was
selection of measures. What further work do younot on the trip that this Committee made to
think needs to be undertaken on costs and benefitsBrussels, but an intriguing reference was made by
of further integration to have a more objectivesomeone from the Commission who reported that
view?the poor implementation of directives from the
Mr Tiner: I think what the London EconomicsEuropean Commission was partly as a result of fear
report did was to identify what the overall benefitsof reprisals from their national regulator. I assume
would be from having an integrated mortgageyou do not feel that he might have been making
market in Europe, and they were very largeany reference to the FSA!
numbers—ƒ95 billion or something like that—Mr Tiner: I would have thought not, definitely.
0.89% of the current GDP of Europe—and that
there would be an increase in consumption of 0.7%,
should there be an integrated market, which soundsQ81 Mr Todd: He presumably spoke with some

experience of this. Obviously these were complaints very, very attractive indeed. I think they estimated
costs of ƒ2.4 billion one-oV and ƒ2.5 billionto the Commission as opposed to complaints

passed on by yourself. Have you had any contact recurring. The pay-back there, on the face of it, is
very interesting indeed. I think that our takewith the Commission to suggest that people may

have felt some need to complain to them rather though was that before steps are taken to design a
mortgage credit directive that these numbers needthan to the regulator that is accountable?
to be subject to much more rigorous analysis andMr Tiner: I do not think we have.
testing to ensure that the directive route is the bestMr Todd: I can only assume that this was directed
way to achieve those kinds of benefits. We are veryto some other part of Europe—one must hope
much in favour of seeing a more cross-borderthat anyway!
mortgage market; I think that would be good forChairman: It was not referred to in the
consumers. However, I think there is a questionconversation, but it was referred to in—
about the best way to achieve it, bearing in mind
some of the non-regulatory barriers such as4 Ev 74
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language, tax and so on—all the things we know Mr Tiner: Yes. I wondered why the UK mortgage
providers, the big players, are not finding theabout. That was the background to that

comment really. commercial incentive to do that. Given your
accurate description of the market, why are they
going about that? It is interesting.
Chairman: IT platforms and frameworks have beenQ86 Lorely Burt: What about the proposed euro mentioned.

mortgage, this 26th directive; what do you think
about that in the context of mortgages?

Q89 Jim Cousins: It is clear that CommissionerMr Tiner: We have not in this country seen a huge
McCreevy is very committed to opening up a singleappetite for euro mortgages. There was a bit of a
market in the ownership and control of financialflurry of activity a while ago. It is not clear to me
and insurance companies, and he wants to removethat because sterling is not in the euro currency that
the obstacles to that that some supervisors have.consumers here would be taking on additional risks
What is your take on that? What are you doingif they were to engage in a euro mortgage to fund
about it? Are you supporting him?a sterling house purchase.
Mr Tiner: Absolutely. In this country we have
never tried to be protectionist in that context. We
are ambivalent about the country of origin of

Q87 Lorely Burt: I was actually thinking more of people who come in to the UK market.
the other way, because it seems to me that here in
the UK you have a very dynamic mortgage market.

Q90 Jim Cousins: Ambivalent?We were taking evidence in Brussels and somebody
Mr Tiner: Yes. We are agnostic—that would be atold me that it takes six years to get a mortgage in
better word perhaps—about that. When BankItaly. It seems to me that in the UK we have such
Santander took over Abbey last year the countrya big variety of really good, very competitive
of origin was not a consideration. A considerationproducts; and, as yet, as we take the evidence
was the prudential safety of the UK operations ofeveryone is saying that it is so diYcult. What are
Abbey and the consumer protection of theirthe barriers? Why can we not go out there and flog
customers. Those are the sorts of issues that areour wonderful products to the Europeans, because
much more important to us, and we have said athey obviously need them?
similar kind of thing in the context of the biddingMr Tiner: I think we have a very good mortgage
that has been going on for the London Stockmarket that is very competitive, and it works well.
Exchange. I do not think London would have gotIt is one of the markets where consumers do shop
to this pre-eminent position had there been aaround and really know what they are doing; and
supervisory blockage to foreign investment; quitethey drive the market to a large extent. I do not
the contrary, we welcome it. We continue toknow enough about the mortgage market in all of
suggest to Commissioner McCreevy that it wouldthe other 24 countries to be able to say what the
be helpful if a number of other countriesbarriers are. I have a worry that the UK industry
followed suit.has in the last few years spent a huge amount of

money, hundreds of millions of pounds,
implementing the mortgage regulatory system here, Q91 Jim Cousins: Right, because the issue here is
which has to a large extent been passed on to not simply that we are not protectionist, but are we
consumers through the cost of mortgages, which we reductionist of protection in other jurisdictions?
do not want to have undone. The industry does not You are telling us that you do have to reduce
want it to be undone and consumers do not want protection in other jurisdictions.
it undone. There are some fears in some quarters Mr Wright: There are of course quite legitimately
about the unintended consequences of going prudential tests that people have to follow before
towards a mortgage credit directive that unpicks they can buy in institutions anywhere, and that is
what we have already done. If we could see our true if you are a UK resident—
regime here exported across border, then on the
face of it there appear to be attractions to that, but

Q92 Jim Cousins: I do not know if it applies tosuch is the nature of compromise that takes place
football clubs!in Europe that I am not sure you can guarantee it.
Mr Wright: Those are quite legitimate tests. What
is not legitimate of course is to use them for
purposes for which they were not intended, such as

Q88 Lorely Burt: With the eastern European any suggestion of using them for protectionist
countries as well, when we took evidence in purposes. The objective here is to look at those tests
Brussels, we were criticised really because we have to try and reduce the scope for them to be misused
not taken advantage of a market which has so for those kinds of purposes, but on the other hand
many opportunities. It is wide open, and yet here we must not lose the prudential protections that go
we are; we seem to be stuck here in the United with it, which are quite legitimate. For example, in
Kingdom, and yet countries like Germany are the area of financial crime it would be looking at
reaching out there and—cleaning up is what comes the kinds of people who buy firms to make sure
to mind, but is probably not very parliamentary, that they are fit and proper. It is quite a diYcult

balance: on the one hand an absolutely correctbut you know what I mean!
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attempt at simplifying but on the other hand not do we get that message across more strongly to
them, that they need to have much greatersimplifying to the point where you lose

prudential benefits. consumer input?
Mr Tiner: In some ways I think we can only just
keep on saying it. Where we are participating in the

Q93 Jim Cousins: That is fine, but are you giving decision-making and negotiating process among
us an idea that through the channels that are open regulators we try and promote that as much as we
to you, you are seeking to achieve a common can because we have seen real benefits from that
platform of prudential tests? here in the UK. I think that the Commission has
Mr Wright: I think it is the Commission that is got that. I just think there is an issue around
trying to achieve a common platform for Europe as to how to get it done when there is not
prudential tests. the organisation of consumer groups in other

countries as there is here, and there are not many
of them. This is a huge structure, so there are manyQ94 Jim Cousins: But are you trying to help them?
consumers but very few consumer representatives,Mr Wright: It is an eVort we support, yes, of
and they get spread very thinly. Of course, it is notcourse, provided, as I say, the prudential
just about financial services; they are getting spreadsafeguards are not lost. The idea of preventing
across food and telecoms and all sorts of otherpeople using prudential safeguards for incorrect
sectors as well. I think it is something thepurposes is absolutely correct.
Commission needs to facilitate—the growth of
these sorts of consumer bodies across the European

Q95 Mr Love: Can I go back to a previous question Union. I think it would be very helpful.
because I was intrigued by the discussion we had
about hedge funds and Germany opening up this

Q98 Mr Love: Is it the case that even though theremarket without looking into the UK market. How
is goodwill on their part about consumerwould you attempt to deal with that problem?
representation, because of the pressures they areClearly, you have taken a view—I think quite
under in terms of who it is and how often—thatrightly—that hedge funds as a retail market is a
consumers are eVectively being excluded for therecipe for diYculty. How would you deal with that?
reasons that you suggest? Is there a way, withoutMr Tiner: I think the good news at the moment is
trying to set up consumer bodies at European levelthat there is not any clear evidence that UK
from scratch, that we could get that message acrossconsumers are piling into hedge funds via the
that they need to not always recognise the pressuresInternet, into German hedge funds. We need to be
of the lobbying bodies but recognise it is critical tovery aware of what investor activity there is, and
have consumers there?potentially have an information and awareness
Mr Tiner: I do, and the regulators themselves havecampaign, should we see that picking up; but it is
a responsibility there. I would hope that when thenot something we want to stimulate because I am
regulators are at the table they are able to say thatnot sure it would be in the best interests of UK
this or that will improve or damage the consumerinvestors. In terms of our formal powers, I am
position, because the industry lobby is very strongafraid they are rather limited, because the powers
and quite articulate, and it is quite eVective. I thinkare overridden by the E-commerce Directive.
the regulators could provide some hedge to that
themselves.

Q96 Mr Love: I am not suggesting this is
happening, but if a German hedge funds decided

Q99Mr Love: In relation to mortgage rates, we hadto package a product for the consumer market,
the Lyons Review in this country talking aboutincluding the UK, that was attractive, but did not
how we could introduce longer-term mortgages.perhaps give the warnings for UK or any other
The general conclusion that was reached wasconsumers, that could prove diYcult, could it not?
that we have a very competitive market. ThatMr Tiner: It could prove very diYcult. That is
leads me to believe that because at Europeanexactly the risk really. The good thing is in reality
level most countries have long-term—15, 20,that most people buy these sorts of complicated
25-year mortgages rather than the usual three,products not oV the Web but based on advice and
five-year terms that we have, that British mortgageconversation with people. If it goes into that, then
products could be very competitive at the Europeanit does become a regulated activity under the UK
level for exactly the same reasons that Milesregime, so we have some scope in that.
argued—yet we do not seem to be able to enter that
market. Should we be doing more to make sure that
the very innovative mortgage products that weQ97 Mr Love: One of the things we were very

pleased about on our visit to Brussels was the produce get an operation to spread at a
European level?admiration, if that is the right word, that people

we met had for the FSA and the work it is doing, Mr Tiner: I think the Commission needs to study
what is stopping that happening now, and then toparticularly in consumer matters and the Consumer

Panel. You mentioned Lamfalussy committees and address it. I suspect the answer to that is not just
regulation wholly, but that there are other thingsthat you would like to have more influence over

consumer representation at European level. They stopping that. Of course, we do have 25-year
mortgages; it is just that they turn over every threeclearly recognise a weakness in that regard. How
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years, and there is not the same level of turnover Mr Wright: The cautious welcome or mildly
positive stance of course is subject to the impactelsewhere in Europe because people do not shop

around in the same way and chase the rates down assessment, and that is the point really. The
purpose of the Commission’s impact assessment isto the bottom, which they do quite successfully

here. I would hope that through Michael Coogan’s precisely to demonstrate why a regulatory solution
is likely to be more satisfactory than a market-European group there are quite a lot of lessons that

the rest of Europe could learn from our driven one, because you cannot regulate your way
to a market structure by and large; so it is all rathermortgage markets.
dependent on that.

Q100 Jim Cousins: You will have heard the
previous discussion around payment systems, Q102 Peter Viggers: What are the levers by which

influence can be brought to bear upon marketclearance and settlement. Do you think the belief
that our earlier witnesses had that market-driven practitioners? We share the concern that the market

does not seem to have the appetite for change thatsolutions will become available and that is the only
and correct route to follow? Do you think that that we would like to see.

Mr Tiner: If I may give you an example to showis going to work out?
Mr Tiner: There are two distinctive issues here. One you what the most eVective piece of leverage that

we can exercise is, about this time last year, just asis the whole question of clearing settlement in the
securities, equity bond markets, and the other is the we were taking responsibility for insurance

intermediation in this country, we observed that thepoint that was made about having bank accounts
which you can operate throughout Europe. On the whole question of issuing policies once a policy had

been written was a very slow process—not in theformer, I would hope that the industry can get that
together and to work out sensible market solutions retail market but in the corporate market, in

Lloyd’s and in the London market. Sometimes itthat would lower the costs of clearing and
settlement. Clearing and settlement is a sensitive took months or years to issue a policy way beyond

the period when the cover had run out, andsubject because it is systemically important to each
individual country, by definition: payments sometimes a policy was never written. We coin this

deal now “detail later”. We said to the industry:systems, securities clearing systems, the derivative
markets and so on. They are systemically important “this is not good practice; it is not good for

London’s competitive position, and it is not goodto individual economies. In any liberalisation, that
needs to be recognised. It is very important from for operational risk, not good for legal risk, and

not good for all sorts of reasons. We invite you tothe UK perspective. Should there be extensive
liberalisation of clearing and settlement that go and sort that out in two years, so get the

brokers, the underwriters, the Lloyd’s people andresulted in overseas ownership of UK clearing and
settlement houses, nonetheless in the UK we would all the players together and try and come up with

a solution to this; otherwise we will write somehave some means of ensuring systemic stability of
those organisations here. It is a complex issue, but rules for you.” That is the leverage. We do not want

to write rules here; we want the market to designthere is no doubt that directionally I agree with
your sentiment; that the industry needs to have a a solution that works for the market, but we have

got the big stick of rules in our back pocket, whichgood look at this and see how they can really lower
the costs of transaction settlement across Europe. we will use as necessary. That is the piece of

leverage.It is quite high, and I think Commissioner
McCreevy is on to the right subject.

Q103 Chairman: I would like to look at the
Lamfalussy process because you said recently in aQ101 Jim Cousins: That is a distinctly diVerent tone

that you have adopted from the tone that was speech that it should be recognised that there are
limitations to the Level 3 committees and what theyadopted by our previous witnesses; and you will, I

am sure, be aware of that. Are we picking you up can achieve. First, can you tell me what these
limitations are? Secondly when we sawcorrectly on this point?

Mr Tiner: Absolutely. Our appetite for a directive Commissioner McCreevy, he made the point to us
that CESR provided guidance to the Commission,in this area is mildly positive, I would say; but we

would much rather see the Commission and the which it rejected on the grounds that it was
bureaucratic and full of red tape. Here we have aregulators putting pressure on the industry to sort

this out. We should not underestimate the influence body of regulators that is set up to make things
easier, and yet the Commission says it iswe have over the companies that can make the

changes that are necessary in the market. We have bureaucratic; it seems to be a reversal of roles.
Mr Tiner: What I had in mind in my speech wasdone that successfully here. We started using

market solutions as a tool to solve market failures that the Level 3 committees are well set up to deal
with the technical issues that are put to them by thequite successfully. We have done it in a number of

areas now where you do not have to reach for the Commission or which they feel themselves need to
be resolved. I do not think they are the right bodiesrule book or legislation; the market can sort the

problem out. It is a great opportunity here for the to deal with the political questions that are
sometimes sent down from the Commission on theEuropean financial markets to sort this out. I

would hope that the industry would come to the basis that those political issues could not be
resolved in the European parliamentary process ortable.
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through the Council or whatever. I think they are surprising therefore that CESR has been focused
on wholesale rather than retail. That is the mandatethere to provide technical answers. On the advice
it has been given.on the MiFID, to some extent the detail of that was
Mr Wright: It is an important point to go to thea consequence of the consensus-driven style of the
first point you made about the limitations of theseLamfalussy committees, or at least of CESR, and
committees, and to emphasise the point thatit is necessary to look at that in the light of MiFID
CESR has been entirely preoccupied with MiFIDto say, “if we are going to give crisp, clear advice
pretty much up to now. Remember that theto the Commission, do we need to work on the
Lamfalussy committees have two roles: one is tobasis other than consensus where everybody has
help streamline the introduction of new legislationtheir little piece of legislation in there. We should
through advising on implementing measures. Thealso remember that the MiFID is the first major
other role is meant to foster real supervisorypiece of legislation that is testing the Lamfalussy
convergence, and they have not really had anyprocess. I think we should learn things from
time to do that. It is important that CESR doesMiFID for Solvency II and for any other directive
take that opportunity to do precisely the thingswhere we are providing advice.
you are talking about.

Q104 Chairman: I would not mind a note from you Q105 Chairman: There are a number of other issues,
on that5. It would give us a deeper appreciation. which you could address to us in your written
During our visit we heard that FSA was giving communication about the Lamfalussy Level 3
particular weight to wholesale issues—where, as we committees resorting to political level. What could
know, the UK is a major player—but less so in be done to prevent that unwieldy process? Secondly,
retail financial services. Is that consistent with your would the issue of qualified majority voting at
understanding of the work of CESR? Lamfalussy Level 3s be a way forward?
Mr Tiner: No. CESR’s agenda so far has largely Mr Tiner:We are very happy to do that.
been driven by wholesale issues because it has been Chairman: Your evidence today has been very
supporting the Financial Services Action Plan, helpful to us and we look forward to receiving

written communication.which is a wholesale political agenda. It is not

Witnesses:Mr JohnHoward,Chairman, Financial Services Consumer Panel, andMrMickMcAteer, Policy
Advisor,Which?, gave evidence.

Q106 Chairman: Would you introduce yourselves more innovation, which will lead to improved
consumer welfare. We are quite sceptical about itfor the shorthand writer?

Mr Howard: I am John Howard, Chairman of the because we see very little evidence of any consumer-
led demand for a single market. A recent survey—Financial Services Consumer Panel. Hopefully,

there are enough issues that you want to discuss the Euro-barometer survey—found that something
today that I can provide some valuable evidence on. like 95% of EU consumers have never bought a
Mr McAteer: Good afternoon; my name is Mick financial product across border. A similar amount
McAteer, Principal Policy Advisor at Which? the had no intention to do so. To conclude this opening
UK consumers’ association. I was one of the statement, we do see considerable benefits for the
consumer reps on the expert banking groups, and I UK consumer and for European consumers if the
am also the consumer rep on the CEIOPS Commission focuses on allowing integration to
consultative panel. happen at the wholesale level and at the institutional

levels. There are considerable benefits to be had
there from economies of scale and so on, but weQ107 Chairman:Welcome back, Mr McAteer. You
think you should leave well alone at the retailare well known to us. In your humble, wise, shy and
consumer protection end of the market because weretiring way, you can tell us exactly what the
see more unintended consequences and risks thansituation is about the consumer in Europe and being
benefits to the end user.able to shop across borders.
Mr Howard: There is a risk, is there not, that MickMr McAteer: The biggest criticism we have I
and I will wind ourselves up to be more and moresuppose on the Commission’s overall approach is
extreme, but I would certainly go alongwith what hethat everything is driven towards this belief that if we
says there. A lot of what you have been hearing thisdo notmovewewill not see integratedmarkets at the
afternoon about MiFID and CESR and all theseretail level. The Commission’s objective seems to be
phrases seem to be an awful long way from the highthe integration of markets per se; it does not seem to
street and what matters to consumers. I ambe making sure that consumer needs are met. One of
concerned that the whole of this initiative has beenour big criticisms is that the Commission has this
taken once again from the direction of the industryassumption that the interests of the market and
and what is best for commerce, rather than lookingproducers are aligned with the interests of
at what the consumer really needs; so I would goconsumers. If you break down these barriers to
along with Mick as far as that is concerned. Theintegration, you will see more choice for consumers,
same thing happened to some extent in this country;
that the industry starts oV with all these initiatives,5 Ev 74-77
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provides the language and the framework for the there, I think the market would have already
developed that regime. I would be very scepticalway these things are sold; the regulator then comes

in and tries to impose some sort of control over it; about whether a 26th regime could be possible in the
mortgagemarket. I have heard people talk about theand the consumer has to put up with or suVer what

is produced at the end of the day. I think the same is possibility of a 26th regime for the insurance
business, and I have to say that we would look onhappening inEurope. It is a shame that therewas not

greater consumer input at the Commission level. I that as a backdoor way of introducing a lower level
of regulatory protection. The big fear that consumersuspect there might have been a diVerent perspective

then over the directive that came out, but we are groups have at European level is the issue of
regulatory arbitrage where the industry tries towhere we are and we must proceed from there.
manoeuvre its way into the lowest common
denominator of regulation. Maybe we are beingQ108 Peter Viggers:What are the biggest obstacles
overly sceptical here, but we would imagine that isto a European single market in financial services?
the main reason behind some of the insuranceWhat problems do you see?
groups proposing a 26th regime.Mr Howard: I think the biggest obstacle is the

outlook of the consumer. It would need to change
dramatically if they are going to take what many Q110 Peter Viggers:The European Commission has

promised a better regulation agenda, and the theorywould perceive to be a risk in dealing cross-border.
They may not necessarily realise in some situations is that legislation will not be introduced in a

situationwhere there is a better alternative available.that they are dealing cross-border but I think they
would want to know. There is a cultural division; Do you see signs of this happening? Do you think it

is likely?there is a division on legal grounds, which are all big
obstacles to a single market in financial services Mr McAteer:Again, I must confess to sharing some

of the frustration and concerns of the industry aboutcoming about. In the UK consumers will see it as
very diYcult to judge where any benefit might come the way that the European Commission policy-

making process works.We all share the concern thatat the moment. I know when you went to Europe
you heard that the FSAwas doing a pretty good job. there is a real lack of evidence base as to the best way

forward for regulation, particularly when directivesThere was some envy on the part of regulators and
supervisors in Europe as to the way the FSA are being imposed or introduced. Again, the

Commission is making worrying noises about doingoperates. I think that consumers in this country feel
that there is a regulator here and they are doing a ex ante evaluations of directives and regulatory

initiatives and so on. It talks about better cost-reasonable job. There are many ways in which they
could have that improved, but I do not think they see benefit analysis and regulatory impact assessments,

but it remains to be seenwhether or not that happensmuch benefit in cross-border deals of any sort. That
is where the consumer is coming from. It is the in practice. Crucially, it remains to be seen how they

will undertake those cost-benefit analyses becauseoutlook of the consumer that is one of the biggest
obstacles. we would have criticism of the UK financial

regulatory system in that we think, in our view, thatMr McAteer: I could summarise it in three things. It
is awareness, culture and then confidence and trust. the cost-benefit analyses are too industry-centric. It

starts from the premise that regulation costsWe see no evidence that consumers are aware of the
benefits of cross-border shopping. The cultural industry. Let us look at the best way of protecting

consumers or meeting consumers’ needs! It remainsdiVerences are vastly underestimated at
Commission level, and I think that that is a hugely to be seen whether or not an improved regulatory

process will be delivered by the Commission.important point. There is then the general
confidence and trust issue. We have got problems of
confidence and trust amongstUK consumers buying Q111 Peter Viggers: The similar point is that the
financial products in theUK and it is very diYcult to Financial Services Consumer Panel refers to the
imagine the consumers would be confident enough Commission’s agenda and the fact that it stresses the
and trusting enough to buy products on a demand- importance of implementation, enforcement and
led basis from other Member States. evaluation of existing legislation.What are the likely

key benefits to consumers from post implementation
evaluation of recent financial services legislation?Q109 Peter Viggers: We have had a tepid and

moderate response to the 26th regime, which would Mr Howard: I think you learn by your mistakes—
that’s possibly the best way of looking at it. Younot be one of the 25 nations. Do you share that view?

Mr McAteer: I think it depends very much on the could then make an assessment of how eVective
something has been. The Consumer Panel is veryproduct area. People have previously alluded to the

idea of 26th regime mortgages. It is diYcult to see interested and concerned to see how some of the
latest regulations have been introduced into the UKhow that could even happen, given the diVerent

Land Registry requirements, the diVerent is panning out, especially in regard to insurance and
mortgages, to see what the overall cost and impactrepossession protection measures and so on.

Property and everything associated with it has of those things has been, and our future work will be
looking at those areas in particular because we wantdiVerent levels of legal protection. I would be quite

surprised to see a 26th regime even get oV the to see whether the regimes that have been put in
place really do what they were supposed to do andground. I would imagine that if the opportunity for

provision of cross-border mortgages was really whether the costs to that have beenworthwhile. That
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is essentially what we would want to do with these Mr McAteer: I do not want to get involved in
European directives, to make sure that there really semantics here, but from our point of view there is a
was value in doing them after the event. I notice that huge diVerence, a world of diVerence between
you heard from the industry that they were unsure consumer representation and representing the
aboutwhether it was shareholders or consumers that consumer interest. Representing the consumer
were paying. I would say that nearly always it is the interest properly is not just about bodies on
consumers who pay for regulation, and they have committees or panels; it goes much deeper than that.
got a real incentive in having value for money in It goes to how the regulatory process works. It goes
regulation, and that is why we would support that to what form of economic model you use to evaluate
approach of the Commission. the benefits of regulation and so on. I mention that

because I totally agreewith you that the FSA and the
Q112 Mr Todd: You have listened to the kind of Treasury are very, very good at facilitating
blood-fest we have had over the role of the FSA and consumer representation at UK level. They are very
to some extent the Treasury in the first session. They consultative and talk to us all the time; but I would
have oVered to assist you in getting the consumer disagree that they are representing consumer
messages across and they say they have been doing interests in Brussels.
their best to do that. is that your perception of their
performance?

Q116 Mr Todd: Nor was I suggesting that. MyMr Howard: In the EU?
question was about capacity of consumer
organisations in Europe and the relative strength ofQ113 Mr Todd: Yes.
the UK experience. I take all you say about whetherMr Howard: Yes, but what they can do is rather
the representative function actually works, but inlimited because of the complexity of the EU, the
terms of capacity it sounds from what Mr Howardplaces where decisions are made, and the task they
has said that there are some places where they arehave got. So far we have expressed our views on
struggling at a very primitive level of getting anyCommission proposals to the FSA and they have
means of getting consumer opinions heard at all.taken that forward, and we have also made
Mr McAteer: There is simply no way that consumerrepresentations, where we can, directly to the EU to
groups at the European level have the resources oftry and influence the way things have happened; but
the people to lobby to the same degree as industry.it is very diYcult for the FSA to be able to take

messages directly into the heart of the EU and make
a diVerence as a result. There have got to be

Q117 Mr Todd: That is presumably an obstructionsignificant structural changes in the way that
to carrying out what the White Paper aspires to,consumer representation is introduced in the EU.
which is simply gathering representations.
Mr McAteer: There are two possible models that weQ114 Mr Todd: Does the White Paper encourage
are evaluating at the moment. As John says, it isyou to think that might happen?
encouraging that some form of consumer panel isMr Howard: Absolutely, and I am delighted to see
being considered at European level, which could bethat theWhite Paper included a proposal for what in
very eVective if it is resourced and staVed properly,eVect looks like a financial services consumer panel.
and if it has the authority to call the Commission toIt was one of the recommendations that we came up
account. I do not think it will have much impact if itwith. I think they need to go further than that. You
is just another forum for discussion. It needshave had mentioned to you already the euro
executive power to require the Commission toconference that we organised. We had 14 states
answer its recommendations and so on. An equallyrepresented at the conference. It was very diYcult to
interesting potential way of representing thefind consumer representatives from some countries.
consumer interest—we are looking at how we canWhen you talk to some of the representatives there
translate the Treasury Select Committee model toyou managed to get an idea of why that was. I
the European arena, because clearly this body ofremember speaking to one delegate—I will not say

where they were from, but essentially they were a people has had a powerful influence in the UK
national consumer agency. They had 40 people who financial world.
dealt with every consumer issue, which they were
representing to government; but not only that they

Q118 Mr Todd: A financial blood-fest!were handling queries from consumers who came
Mr McAteer: There is a potential model there. Thethrough the door, so they were trying to do
European Parliament set up IMCO, one of theseeverything. Expecting them to have the capacity and
committees that is meant to be the internalmarket inresources to deal with something as complex as

financial services really was not on. consumer protection. That has interesting potential
as well. I would like to see that committee play the
role that the Treasury Committee plays in thisQ115 Mr Todd: It is interesting you say that. Have
country for holding both the regulator and theyou gathered the impression, which I think I
industry to account at that European level. That isprobably have, that in terms of consumer
the only way we can ensure that the structures are inrepresentation and the ability to make the consumer
place and ensure that the public interest isvoice heard, this country is quite substantially ahead

of—you are frowning, Mr McAteer! represented in a public forum, and eVectively.
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Q119 Mr Todd: In the first part of the discussion Mr McAteer: This is a hugely interesting point
because, clearly, conventional economic theory sayswhen we had the representatives of industry here

there was a discussion about the various processes that if they have had market failure, then the best
way to address that failure is by providingwhich eventually lead to instruments, which make

UK law. How do consumers fit into that chain of consumers with more information. That is a very
attractive proposition. Quality of information isdecision-making influence? How do they, and how

should they? important. The main lesson we have from the UK—
because the UK serves like a laboratory experimentMr Howard: In the EU at the moment there are a

couple of organisations that do input. One is BEUC, of how not to do things in terms of financial
regulation—if you look back at why we have had sothe consumer body that represents the whole

spectrum of consumer issues, so again it is very mis-selling crises and so on, the reason was not
because consumers did not have information; theresource-stretched when it comes to dealing with

specific financial issues. Another body has been set reason we had mis-selling was because of the
conflicts of interest throughout the supply chain andup called FIN-USE, which is a group of experts in

financial areas. One of my colleagues on the the distribution chain and so on. I would agree that
we need better information and better quality—Consumer Panel actually sits on FIN-USE and

would have been here today if it had not been for the
fact that FIN-USE is sitting today. Those two Q124 Mr Todd: Or they did not understand the
bodies do input consumer representation, but at information.
quite a low level. They have no greater opportunity Mr McAteer: That as well. We need better quality
to influence things than to send recommendations to information, I agree, but I would just caution
the Commission or the various Lamfalussy bodies against the Commission relying too much on
and suggest what they feel is the most appropriate information solutions as being the main restraint on
way forward. There has got to be a much stronger the market.
structure than that, although I would not necessarily
go as far as Mick is suggesting where they would

Q125 Mr Love: On the capacity-building issue, howhave some sort of power to veto, or something like
long do you think it would take to form a viablethat. The sort of structure that I would like to see
European-wide organisation that you are talkingwould start at a national level first of all. Our
about with the capacity to influence events?recommendations suggest that the Commission
Mr Howard: I do not think it would take that longought to be putting pressure on national
to set up a consumer panel, to be honest. I think thatgovernments to provide resources for some sort of
the capability does reside in most countries. If youconsumer representation nationally and to arm
pick peoplewith a reasonable consumer backgroundthose people with resources to be able to make
they can usually pick up what is necessary quiteproper decisions in the financial services area and
quickly when they have the resources available tothen from those onewould have a selection of people
them. A lot of it is just being able to find where theyou could pick to put on a financial services
information is, and also to be able to understandconsumer panel at Commission or EU level, and you
Commission documents. One of the otherwould need to build that into the structure to be able
recommendations that we have made to theto advise directly.
Commission is that they ought to make many more
documents available not only in national languages

Q120 Mr Todd: There is a capacity-building but also in a simplified form so that consumers can
function? approach it from a consumer perspective and a
Mr Howard: There is, yes. consumer understanding, rather than speaking in

the language of the industry and the regulator. That
is important too, so that people can get quickly onQ121 Mr Todd: And capacity right through the
board as to what is going on. That is an importantlevels to quite a technical level?
part of the equation.Mr Howard: Yes.

Q126 Mr Love: In regard to the Lamfalussy process
Q122 Mr Todd: In which someone can make an you mentioned consumer representation within
input into what will be a legal document in a that. How do we improve that situation and get
meaningful way from the consumer perspective? more consumers to those committees?
Mr Howard: Yes. Mr Howard: I think that is quite tricky. I am on the

Market Participants’ Group of CESR. I have been
to one meeting so far. The Consumer Panel lobbiedQ123 Mr Todd: The last area is on disclosure of

information about products and the regulation of for some time to try to get a position on that group,
and we have just been given that place. Having beenthat. Surely, top priority is not quantity of disclosure

but the clarity of that disclosure, bearing in mind to one of those meetings now, it was severely
technical. Everyone on that committee was there inparticularly the point you made at the beginning,

which is that not a lot of consumers really go into an individual capacity; they were not there on the
basis of being industry representatives but theythis at all; that it is critical that if these products do

become available it is very, very clear what they are almost all did come from the industry except myself.
That was my perception. That is the diYculty youand how they work. Is that one of the focuses of

your concern? have, that the Commission says “we must have
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people who know about this” Who knows about it? Q127 Mr Love: John Taylor mentioned earlier that
the regulator should bang the drum on behalf of theIt is people from the industry. You have to start to
consumer. I am just asking you as representatives oftackle that and say, “if you give consumers the
consumer organisations: has that provided anyopportunity and a little bit of resources, then they
benefits so far, and could it in the future?will be able to understand these things too and you
Mr McAteer:Do you mean that the UK regulator iswill be able to redress the balance”. I think that is
doing it in Brussels?one of the things you have to tackle.

Q128 Mr Love: Yes.Mr McAteer: I am on the consultative panel of
Mr McAteer: I do not want to destroy this love-festCIOPS, the body looking at insurance company and
or whatever it was, but I do think the UK regulatoroccupational pension fund regulation, and by God
and the UK Government try very hard here inthat is a technical matter. I may have an advantage
London to consult consumers and facilitatebecause I am a pension fund trustee as well, so at
consumer representation, but I must say that I doleast I understand some of what they are talking
detect a sense whenever I go to Brussels thatabout. I am the only consumer representative on
representatives from the UK seem to believe thatthat group that is supposed to advise CIOPS, which
everything that happens in the UK is the best way ofis meant to be one of these key regulatory bodies that
doing things. That is picked up amongst theadvises the Commission. Until consumer bodies
European Commission as well. They are looking tohave access to the same technical resource and same the UK on how to do things. It may well be that thelevel of research that the industry has, we are always FSAhas the best structure for regulation, but believe

going to be on the back foot and always starting me themessage that I take across is this: “If youwant
from a long way back when it comes to influencing to learn how not to regulate then you look to theUK
the regulatory process. It all comes back to this point and financial services” because we have had this
about influencing the process way upstream. To use litany of mis-selling episodes, which has undermined
an analogy, whenever a consultation paper in the confidence in the financial services sector. I do not
UK comes out from the Treasury or from the FSA, have to spell out what the consequences would be for
you always get the impression that their minds have the European project if there was a massive scandal
been made up; and the only debate we are having in involving a so-called foreign firm selling products
the consultation paper is about the detail of into a diVerent country. That would knock back
implementation. The framework has already been the integration of the single market. It is as much
set. Until consumer bodies have the resource and the about the approach to regulation as the systems
capacity and the access to influence the Commission of regulation, which I think has not been
decision-making process at the highest level, we will communicated properly at the European level.
always be at a disadvantage as well; so it is a
combination of access and resources, which is the

Q129 Mr Love: One of your opening comments wastwo things the consumer groups really do need.
that there is very little consumer-led demand for aMr Howard: I might just back that up by explaining
single market retail market, and we talked a lotthe way that the Consumer Panel works in the UK.
about the outlook of the consumer. Taking that asWe were concerned at one stage that we were being our baseline, how can we start to move the issuenotified and asked for our advice at too late a stage, forward? Has there any research been carried out

and the FSA decided that they would do something into the institutional, cultural, legal barriers,
about that. Most of our input now, or a lot of our historical barriers or whatever? You mentioned
input comes in before consultation papers and about trust and confidence. We do not have trust
discussion documents, at the stage where they are and confidence in our own British institutions; are
considering what is the best way forward, and the they likely to bemore confident? It will be interesting
strategy. This is a very positive process. Itmeans that to see how Santander, which has now changed its
they are getting input from us very early on and it name, will fare. Is there any research on how big a
means that there are no battles down the line. We barrier getting the consumer motivated is?
can often provide them with thoughts and Mr McAteer: There is some research. The Euro-
information that they had not considered, which barometer research for example surveys consumers
enables them to come up with a much better about their intentions to shop cross-border and tries
product, much better regulation. Getting in there to analyse why they do not shop cross-border. As I
early is key to having a successful framework that is said, it seems to be down to trust and confidence and
going to work and be satisfactory. understanding of the diVerent legal and regulatory
Mr McAteer: John mentioned the BEUC European systems. The interesting point is that the integration
Consumer Group. We happen to be one of the you have seen so far has been on the level of
biggest funders and one of the key members, but the Santander buying into the UK, or German banks
chap whoworks in Brussels for them, the policy guy, buying into UK stockholders and things like that;
used to cover financial services, utilities, but we still have not seen direct business-to-
competition, policy and transport. I think I heard on consumer transactions on a cross-border basis. That
Radio 4 recently that there are something like 30,000 is what I mean by very little consumer-led demand
industry lobbyists working in Brussels at the for cross-border services. If there is to be any further
moment! That gives you some idea of how level the integration, it will be on that basis, where firms buy

up other firms or else they establish branches in aplaying field is at the moment.
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14 December 2005 Mr John Howard and Mr Mick McAteer

diVerent country. I cannot prove it but I would Mr McAteer: I do think it is a long way oV, yes. It is
always diYcult to quantify how long these thingssuspect that even when it comes to ING, the Dutch
may take, or whether or not the UK firms couldbank—whenever UK consumers see that
compete on a pan-European basis. Who knows! Itadvertisement on television, they naturally expect
goes back to the original point. You have to dividethat that bank is regulated by the UK financial
it up into the wholesale markets, the institutionalauthorities. To all intents and purposes they would
markets, the retail markets. By all accounts, UKconsider that to be a UK-regulated bank. I honestly
firms are competing extremely well in the wholesalecannot see consumers actively seeking out cross-
markets and institutional markets because we haveborder transactions, except at the margins. For
a lot of experience.Whether or not they can competeexample, on the Irish border there might be demand
on a pan-European basis at a retail level, it is toofor cross-border transactions or on the Dutch/ early to say. I do not see any sign of it.

French border or Dutch/German border. On the
margins there may be cross-border transactions at Q131 Chairman: Are there any points you want to
that level, but I do not see any real demand for make before we tie up?
international transactions across Europe. Mr McAteer: Just to reiterate that Which? is

concerned about this drive for integration at all
costs. I think the Commission is losing sight of
the ultimate aim, which is to meet consumer needs.Q130 Mr Love: When we met the representative
It is not about getting a single market for the sakebodies in Brussels, there was some indication that
of it.their member organisations in each and every Mr Howard: I endorse that and add that at the

country would be relatively relaxed about some moment there is not a lot that is coming through
outside financial institution coming to buy a local Europe that I feel consumers in this country will
financial institution and setting up under that name. benefit from, especially when you look at things like
There would be much more hostility—that is the the mortgage regulation. If anything, that adds to
impression we were strongly given—to somebody the costs to consumers here rather than providing
coming in under their own aegis and setting up as an any extra benefit. That is our real concern: no
alternative provider, hopefully more competitive. benefits for UK consumers for a lot of what is
Are we a long way from that? It sounded to us like happening now.
Brussels really was not ready for the second and Chairman:We are very grateful to you. Thank you

very much.might just be approaching for the first.
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Written evidence

Memorandum submitted by the Association of British Insurers

Summary

1. The ABI welcomes the direction of EU policy on regulation of financial services, as set out in the
Commission’s 5 December White Paper. The White Paper recognises that, following the Financial Services
Action Plan, the interests of both the financial services industry and consumers would be best served by a
period of legislative consolidation. The Commission will therefore concentrate on implementation and
enforcement of the existing legislative framework. We support the enhanced role for the consumer voice
envisaged in this process.

2. Europe’s retail insurance markets remain largely local, for deep-rooted reasons relating to consumer
preference, the local nature of risk, and national tax and social security systems. None of these can readily
be tackled by EU legislation. We therefore welcome the Commission’s statement that any future legislation
should benefit from thorough consultation and rigorous cost/benefit analysis. In the medium term, the
major legislative challenge for insurers will be the Solvency II project.

3. Our experience of the Lamfalussy arrangements has been mixed. They are relatively new, and, on
balance, we believe that they should be given further time to develop in an evolutionary manner. Re-
negotiation of the EU regulatory hierarchy would be an unwelcome diversion of energy.

4. The White Paper confirms the Commission’s commitment to the principles of “Better Regulation” in
financial services. Consultation has now entered the Commission’s culture, and we are beginning to see
improvements as a result. Cost/benefit analysis is an equally important tool, from which EU legislation in
the financial services sector has not yet benefited. We therefore need more evidence before reaching a view
on the Commission’s use of cost/benefit analysis. The Commission’s adoption of evaluation is a welcome
innovation in the White Paper, which could in time lead to real practical improvements in the legislative
framework.

5. In general, the ABI welcomes the contribution of the European Parliament to the EU legislative
process.

White Paper on the Future of EU Financial Services Policy

6. The White Paper was published on 5 December, and represents the end of an extended period of
consultation by the Commission on follow-up to the Financial Services Action Plan.

7. The theme of the White Paper is “dynamic consolidation”. The key points are:

— “Better Regulation”: in future, legislative initiatives will be based on transparent consultation and
impact assessment. The Commission will focus on the implementation and enforcement of the
existing legislative framework, including evaluation of Directives, and an extensive simplification
of the insurance and motor insurance Directives. ABI welcomes the enhanced role of consumer
groups in preparing and commenting on financial services measures.

— Supervisory convergence: this is an important issue for insurers with pan-European operations, as
the additional costs of servicing several regulators with diVering traditions and practice are high.
TheWhite Paper suggests work in the following areas: clarification of the roles and responsibilities
of home and host supervisors, delegation of tasks and responsibilities between supervisors;
practical improvements in the eYciency of supervision, for example common reporting
requirements; and the development of a European supervisory culture. This work programme
would clear some of the ground for the development of a prudential system based on the “lead
supervisor” concept. This is the ABI’s objective, and it is disappointing that there is no explicit
reference to it in the White Paper.

— Limited legislative activity: insurers of course face a major legislative challenge in the Solvency II
project. There are also significant implications for insurers if the Commission propose a Directive
on insurance guarantee schemes, and in the medium term initiatives on asset management or
mortgage credit.

— External dimension: the Commission will expand dialogue with regulators in theUS, Japan, China
and India, and in international bodies, such as the International Association of Insurance
Supervisors.

Operation and Development of the Lamfalussy Arrangements

8. We have a number of concerns about the way the Lamfalussy arrangements are working in practice:

— One of the benefits oVered by the Lamfalussy arrangements was that legislators would be able to
react more quickly to developments in fast-moving markets. However in practice, if experience
with theMarkets in Financial Instruments Directive (MiFID) is anything to go by, the Lamfalussy
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process does not deliver legislation to the marketplace any quicker than the previous
arrangements. Agreement that primaryEU legislation should be framework legislationmeans that
secondary legislation becomes a very substantive part of the rule-making process. The
transposition deadline should therefore allow suYcient time after agreement of secondary
legislation for national regulators and the industry to implement it eYciently.

— The Level 3 Lamfalussy Committees of national regulators (CEIOPS, CESR and CEBS) have
devoted most of their energy to the task of providing advice to the Commission on legislation. We
hope that in future they will be able to spend more time on issues of convergence in practice
between national regulators.

— The status of the advice of the Level 3 Committees on EU legislation to the Commission needs to
be clarified. In general, their advice has been over-cautious, as is perhaps inevitable for committees
made up of 25 regulators. If unnecessary legislative cost is to be avoided, the Commission needs
to adopt a robust and balanced attitude to the level 3 Committees’ advice. The Commission has
done this: their draft secondary legislation on both MiFID and the Transparency Directive
diVered markedly from the advice of CESR. There is a risk here that that the advice of the
Lamafalussy Committees is devalued. The Commission should therefore explain where and why
it has departed from their advice.

— There is a risk of “consultation fatigue”. Some of the consultation documents could with
advantage be more concise.

— There is further work to be done to raise the profile, accessibility and accountability of the
Lamafalussy committees. This may require additional resource.

9. The many achievements of the Lamfalussy committees have to be weighed against these concerns.
They have produced advice on major legislative initiatives to challenging timetables; CESR produced a
thoughtful if over-ambitious paper on the development of the roles and responsibilities of the Committees.
In addition, those involved in the process are only just beginning to work out how to operate it eYciently.
We therefore conclude that our concerns are not great enough to call the Lamfalussy arrangements into
question. They should be allowed to evolve within the existing structure. Re-negotiation of the EU
regulatory hierarchy would be a diversion of resources.

Impact of “Better Regulation” Principles

10. The Commission’s White Paper confirms clearly the Commission’s commitment to the principles of
Better Regulation in financial services.

11. Quite enough has now been written about the theory of Better Regulation. The challenge for the
Commission is to apply these principles in practice:

— The commitment to consultation has entered the culture of the Commission, at least in DGMarkt.
Most Commission initiatives are now preceded by formal consultation, for example the recent
Internet consultations on cross-border consolidation in financial services, and on a possible Floods
Directive. It is also clear that the Commission take the response to consultation seriously. For
example, in the context of the Markets in Financial Instruments Directive, the Commission’s
initial proposal was to extend the definition of investment advice to encompass generic (ie non
product-specific) recommendations. This would have had the unintended consequence of
undermining the FSA’s financial capability initiative. The Commission revised their views
following representations from the industry and consumer groups.

— There is not enough evidence yet to reach a view on the Commission’s use of cost/benefit analysis
in its impact assessments. For example, MiFID has never been subject to an impact assessment.
There have also been some poor examples, for example the Commission’s impact assessments on
the Gender Directive and the Services Directive. However, we recognize that cost/benefit analysis
is a diYcult discipline. If the Commission’s analyses are to improve, it is important that financial
services providers supply the Commission with good quality material. If good quality analysis is
available, we expect the EU institutions to base their views on it. The European Parliament and
the Council have a responsibility to assess the impact of revisions to legislation that they propose.

— The Commission announced in November an extensive programme of legislative simplification.
Almost 70 Directives on which agreement seemed unlikely were scrapped. Large areas of EU law,
including the motor insurance and insurance framework Directives, will be re-worked and
consolidated over a three year period. In principle, this is a helpful initiative, though the detail will
require careful scrutiny.

— We have no experience so far of the Commission’s intention to evaluate the impact of EU
legislation. In principle, this is a highly welcome innovation. It would be helpful if the Commission
could set out a transparent process for its implementation. The Insurance Mediation Directive is
an early candidate for this treatment. Our analysis of its transposition across the EU shows that
it has not yet been transposed in most of the EU’s major insurance markets, a year after the
transposition deadline. In addition, national transposition plans show significant variations in
approach to scope, to information requirements, and to enforcement. We can only conclude that
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a Directive intended to provide insurance intermediaries with a passport to do business across the
EU and to provide common standards of consumer protection will have no such eVect. The only
predictable outcome is increased cost, which aVects those operating at national level as well as
those with pan-European operations.

Role of the European Parliament in the Legislative Process

12. In general, ABI welcomes the contribution made by the European Parliament to the EU legislative
process. External stakeholders value the transparency of the Parliament. The diVerent working methods of
the Council of Ministers and the Parliament produce diVerent approaches to the Commission’s proposals.
Expert working groups in the Council ofMinisters produce a negotiation centred on issues of principle. This
helps to ensure the internal coherence of legislation. On the other hand, important points of detail can easily
get lost in the negotiation of a compromise in the Council. By contrast, the Parliament proceeds by votes
at political level on individual amendments to the text. This procedure is much better suited to picking up
the details of a piece of legislation.

13. There is currently an inter-institutional debate about whether the Parliament should have a call-back
right in the secondary legislation produced by the Lamfalussy process. For the reasons given above, we
believe that a call-back right for the Parliament would be helpful. However, we have no view on the
mechanics, which are a matter for debate between the EU institutions.

The Association of British Insurers

14. The Association of British Insurers (ABI) represents the collective interests of the UK’s insurance
industry. The Association helps to inform and participate in debates on public policy issues relevant to the
insurance industry and also acts as an advocate for high standards of customer service in the insurance
industry. The Association has around 400 companies in membership. Between them, they provide 94% of
domestic insurance services sold in the UK. ABImember companies account for almost 20% of investments
in the London stock market.

December 2005

Supplementary memorandum submitted by Stephen SklaroV, Deputy Director General,
the Association of British Insurers

ABI EVIDENCE: SINGLE EUROPEAN INSURANCE MARKET, FLIGHT TO BERMUDA

During my evidence to the Select Committee on Wednesday 14 December, I agreed to write to the
Committee on two points: the extent to which ABI members have taken up the opportunities presented by
the Single European Market;1 and the possible links between a flight of insurance capital to Bermuda and
recent EU Directives.2

ABI Member Activity in Other EU Markets

I enclose a list of ABI member companies active in other EU Member States. The length of the list
demonstrates the extent to which ABI members have capitalised on the opportunities oVered by the Single
European market to conduct business in other EUmarkets. It is worth noting that very little of this is cross-
border retail business. As was discussed at the meeting, national tax, social security, and benefit systems,
and the local nature of risks, mean that most customers prefer to do business with insurers established in
their local markets. Insurers therefore tend to set up subsidiaries to do business in the markets where they
wish to operate. This is why our focus in the EU remains on better and more consistent implementation of
existing EU legislation, to ensure as level a playing-field as possible, along with the convergence of
prudential (capital adequacy) supervision, rather than measures aimed at artificially boosting cross-border
trade in retail products.

British insurers’ expansion into Europe has been mirrored by an increase in the presence of European
insurers in the British market. Major European insurers such as Zurich, Groupama, AXA, and Allianz all
have a sizeable presence in the British market and are active members of the ABI. In fact, International
Financial Services London (IFSL) estimate that 23% of the insurers now active in the British market are
foreign-owned. This figure highlights the openness of the UK market place to foreign insurers.

Flight to Bermuda

I also agreed to write to the Committee about the relationship between recent inflows of insurance capital
to Bermuda, and increasing regulatory burdens in the UK and the EU more generally. Comments by the
Investment and Life Assurance Group (ILAG) had suggested a possible link in particular to the recent
Insurance Mediation Directive.

1 Q8
2 Q37
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We have looked into the issue, and what follows draws on discussions we have held with colleagues at
Lloyd’s and the Investment and Life Assurance Group. The first point to be made is that much of the recent
inflow of capital to Bermuda has been reinsurance capital. In 2005, there have been a number of reinsurance
start-ups in Bermuda. For example, new divisions of existing Lloyd’s insurers such as Amlin, Hiscox and
Omega, and new start-up companies such as Validus, Flagstone Re, Harbour Point, Ariel Re and
Lancashire (recently floated on the Alternative InvestmentMarket). In addition, Greenlight Re has recently
set up in the Cayman Islands.

A direct causal link with the Insurance Mediation Directive is unlikely, because all these companies are
reinsurers, working in the business-to-business market, and so likely to be less aVected by the additional
regulatory burden of the Insurance Mediation Directive than intermediaries and direct insurers selling to
the public.

However, it remains the case that increased regulatory burdens have an eVect on capital allocation
decisions. Incrementally, such burdens are likely to drive mobile capital away from the City of London, to
the detriment of the British economy overall.

It is diYcult for us to oVer definitive comment on individual companies’ decisions to establish in Bermuda.
The regulatory environment will be one factor, but by no means the only one. Other factors will include the
favourable tax regime in Bermuda, geographic proximity to the US, access to business opportunities not
oVered in London, and the opportunity for reinsurers to diversify trading platforms. However, it would
clearly be wise for both the Government and the FSA to pay close attention to the impact of increased
regulation on the attractiveness of London as a location for insurance business. If the current advantages of
London as a location are eroded, there could be serious losses in the future to both British jobs and overseas
earnings.

You may find it helpful to discuss the Bermuda issues further with the Investment and Life Assurance
Group.

I hope that this is useful. Please do not hesitate to contact me should you require any further information.

Annex A

Single European insurance market

ABI MEMBERS ACTIVE IN OTHER EUMEMBER STATES

Life and Pensions

EU Member State ABI member

Austria Clerical Medical
Friends Provident
Zurich Financial Services*

Belgium Aviva
Friends Provident
Zurich Financial Services*

Cyprus Clerical Medical
Friends Provident

Czech Republic Aviva
Friends Provident

Denmark Financial Assurance*
Friends Provident
Zurich Financial Services*

Finland Financial Assurance*
Friends Provident
Reliance Mutual
Skandia*
UNUM*

France Aviva
Clerical Medical
Financial Assurance*
Friends Provident
Partnership Assurance
Prudential
Resolution Life
UNUM*
Zurich Financial Services*
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EU Member State ABI member

Germany Aviva
Axa Sun Life*
Clerical Medical
Financial Assurance*
Friends Provident
Legal & General
Prudential
Reliance Mutual
Resolution Life
Skandia*
Standard Life
UNUM*
Zurich Financial Services*

Greece Clerical Medical
Friends Provident
Lincoln Assurance*
Zurich Financial Services*

Hungary Aviva
Friends Provident

Ireland Aviva
Clerical Medical
Combined Life*
Financial Assurance
Friends Provident
Hamilton
Munich Re*
Pinnacle*
Prudential
Resolution Life
Revios*
Royal Liver
Scottish Legal
Standard Life
Swiss Re Life & Health*
Zurich Financial Services*

Italy Aviva
Clerical Medical
Financial Assurance*
Friends Provident
Reliance Mutual
Swiss Re Life & Health*

Luxembourg Friends Provident
Zurich Financial Services*

Malta Clerical Medical
Friends Provident
Zurich Financial Services*

Netherlands Aviva
Clerical Medical
Combined Life*
Friends Provident
Pinnacle*
UNUM*
Zurich Financial Services*

Poland Aviva
Friends Provident

Portugal Aviva
Clerical Medical
Financial Assurance*
Friends Provident
Zurich Financial Services*
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EU Member State ABI member

Spain Aviva
Clerical Medical
Friends Provident
Zurich Financial Services*

Sweden Financial Assurance*
Friends Provident
Pinnacle*
Zurich Financial Services*

Notes:

The information in this table is based on the ABI’s Ordinary Long-term (life and pensions) Annual Return
2004, updated with known changes.

The companies listed are ABImembers writing business through subsidiaries, branches and agencies of UK
companies in the countries listed. Those marked with an asterisk (*) are UK branches or subsidiaries of
foreign-owned companies using the UK branch/subsidiary as a base for writing business into Europe.
Though several companies are foreign-owned, they account for just 6.4% of the £12.7 billion long-term
business premium income written in Europe by all these companies.

Annex B

Single European insurance market

ABI MEMBERS ACTIVE IN OTHER EUMEMBER STATES

General Insurance

EU Member State ABI member

Austria Domestic & General
London General*
XL Insurance

Belgium CNA Insurance*
Hiscox
Liberty Mutual*
London General*
Mitsui Sumitomo*
NIG
Nipponkoa*
Pinnacle*
Royal & SunAlliance
Sompo Japan Insurance*
XL Insurance*

Cyprus BUPA
Ecclesiastical

Denmark CNA Insurance*
Genworth*
London General*
Mitsui Sumitomo*
Royal & SunAlliance
XL Insurance*

Finland Genworth*
London General*

France AIOI*
Aviva
CNA Insurance*
Domestic & General
Genworth*
Hiscox
International Insurance of Hannover*
Liberty Mutual*
London General*
Mitsui Sumitomo*
NIG
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EU Member State ABI member

Nipponkoa*
QBE International*
Royal & SunAlliance
Sompo Japan Insurance*
Sterling Insurance
St Andrews
St Paul Travellers
XL Insurance*

Germany AIOI*
Aviva
AXA Insurance*
CNA Insurance*
Domestic & General
Genworth*
Hiscox
International Insurance of Hannover*
Liberty Mutual*
London General*
Mitsui Sumitomo*
NIG
Nipponkoa
Royal & SunAlliance
Sompo Japan Insurance*
St Paul Travellers*
XL Insurance*

Greece Ecclesiastical
Mitsui Sumitomo*
NIG

Ireland Aviva
AXA Insurance*
BUPA
Carraig Insurance*
HCC International Insurance
Domestic & General
Ecclesiastical
Genworth*
Hamilton
Highway
Hiscox
Indemnity*
International Insurance of Hannover*
Liberty Mutual*
London General*
NIG
Pinnacle*
Royal & SunAlliance
Sterling Insurance
St Andrews
St Paul Travellers*

Italy Aviva
AXA Insurance*
Genworth*
London General*
Mitsui Sumitomo*
NIG
Nipponkoa*
Pinnacle*
Royal & SunAlliance
Sompo Japan Insurance*
XL Insurance*

Malta AXA Insurance*
BUPA
Ecclesiastical
Royal & SunAlliance
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EU Member State ABI member

Netherlands Aviva
AXA Insurance*
China Insurance*
CNA Insurance*
Genworth*
Hiscox
London General*
Mitsui Sumitomo*
NIG
Nipponkoa*
Pinnacle*
Royal & SunAlliance
Sompo Japan Insurance*
St Paul Travellers*
XL Insurance*

Portugal Domestic & General
Genworth*
London General*
Mitsui Sumitomo*
Pinnacle*
Sterling Insurance
XL Insurance*

Spain Domestic & General
London General*
Mitsui Sumitomo*
NIG
Nipponkoa*
Royal & SunAlliance
Sompo Japan Insurance*
Sterling Insurance
XL Insurance*

Sweden Genworth*
International Insurance of Hannover*
London General*
Pinnacle*
Royal & SunAlliance
XL Insurance*

Notes:

The information in this table is based on the ABI’s General Insurance Annual Return 2004, updated with
known changes.

The companies listed are ABImembers writing business through subsidiaries, branches and agencies of UK
companies in the countries listed. Those marked with an asterisk (*) are UK branches or subsidiaries of
foreign-owned companies using the UK branch/subsidiary as a base for writing business into Europe.
Though a large number of companies are foreign-owned, they account for just 14.2% of the £5.3 billion
general business premium income written in Europe by all these companies.

5 January 2006

Further supplementary memorandum submitted by the Association of British Insurers

1. Summary

1.1 The ABI is the trade association for Britain’s insurance industry. Its nearly 400 member companies
provide over 94% of the insurance business in the UK. It represents insurance companies to the
Government, and to the regulatory and other agencies, and is an influential voice on public policy and
financial services issues.

1.2 We have taken a close interest in theMarkets in Financial Instruments Directive (MiFID). Insurance
is explicitly excluded from the scope of MiFID. However, both as major investors, and as providers of
MiFID-scope retail investments, MiFID will impact upon insurers. Furthermore, the FSA has said it will
consider applying MiFID conduct of business rules to sales of some insurance products.
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1.3 Insurance sales were excluded from MiFID and are regulated at the EU level by the Insurance
Mediation Directive. The extension of MiFID rules to cover insurance should only occur if it leads to more
coherent regulation and does not increase the existing burden of regulation. If changes are made that impact
on insurance sales, the implementation deadline should be later than the November 2007 deadline that
applies to MiFID-scope investments.

1.4 The ABI welcomes most of the changes made during the consultation process on the MiFID
implementing regulations (“Level 2”). However, we are concerned that Article 38(1) of the Level 2 Directive
will add unnecessary costs to non-advised “direct oVer” sales of investments. This would be contrary to the
UK Government’s policy of reducing barriers to saving.

1.5 In the remainder of our submission, we provide detailed comments on the specific topics on which
the Treasury Select Committee requested evidence.

Specific Topics

2. Whether the proposals adequately reflected prior input into the legislative process and the extent to
which there were any significant “surprises” in the proposals, or whether any new requirements were
included without suYcient prior consultation.

2.1 For the most part, the ABI considers that the European Commission’s Level 2 proposals reflected
prior input, and represented an improvement on their draft proposals. Inevitably the text has evolved since
the Committee of European Securities Regulators (CESR) oVered its advice to the Commission last year.
However, most of the changes were a sensible response to concerns highlighted by trade associations and
other stakeholders during the consultation process. For example, changes to the detailed provisions
concerning compliance, risk management and internal audit functions were broadly positive because the
requirements are now more proportionate than those originally proposed.

2.2 Wewere also pleased that changes weremade to the definition of investment advice. The Commission
initially proposed that the definition should extend beyond product-specific personal recommendations to
incorporate “generic advice” (eg a general recommendation that a person should invest in equities). This
could have threatened eVorts in theUK to improve the financial capability of consumers, because additional
regulatory costs could constrain the provision of generic advice. So the ABI joined the FSA and the
Financial Services Consumer Panel in calling for a narrower definition of investment advice, as is the well-
established approach in the UK. The Commission’s final proposal reflected this recommendation.

2.3 Another “surprise” decision was the late inclusion of conduct of business provisions within the
proposed Directive, rather than the proposed Regulation (as previously expected). However, we supported
this decision, as the conduct of business rules require some flexibility, making it inappropriate for them to
have direct eVect (as applies with a Regulation).

2.4 We welcome the extensive consultation conducted by CESR and the Commission as the Level 2 text
was developed. The Treasury and the FSA have also made considerable eVorts to keep the UK industry
informed about the EU-level negotiations.

3. The extent to which the proposals now provide suYcient information for a full cost benefit analysis to
be undertaken at this stage and the desirability of undertaking such analysis.

3.1 It has long been our view that regulators should conduct a full cost-benefit analysis (CBA) before
proposing new legislation. CBAs are a key tool for improving the quality of regulation, as they help assess
whether a regulation will correct a market failure, or only add costs for firms and customers.

3.2 The Commission’s White Paper on Financial Services policy (2005–10), confirms the Commission’s
commitment to the principles of “Better Regulation” in financial services. In future, legislative initiatives
will be based on transparent consultation and impact assessment. While welcome, it is regrettable that the
Level 1 Directive on MiFID predated this policy, so no impact assessment was conducted on MiFID.

3.3 In future, there could be a case for a requirement on CESR or the Commission to conduct a CBA
when theymake Level 2 proposals.However, a full CBAonMiFID at the EU level at this stage would not be
desirable, as the Level 2 regulations are almost finalised, and the transposition deadline is fast approaching.

3.4 When the FSA comes to introduce new rules in implementing MiFID it will be required to conduct
a CBA under the Financial Services and Markets Act. A number of ABI firms have co-operated with the
FSA as it prepares its CBA on MiFID.

3.5 In so far as the FSA is considering extending MiFID rules to “non-scope” business, such as life
insurance, a CBA will be of critical importance. We are concerned by the suggestion made by the FSA that
retail conduct of business rules within MiFID should apply to sales of insurance products currently
regulated by the FSA’s conduct of business rules. Insurance is explicitly excluded from the scope ofMiFID,
as it is regulated by other EUDirectives, including the Insurance Mediation Directive. We are not aware of
any other national regulator proposing to applyMiFID rules to insurance and there are no obvious benefits
to customers. SoMiFID should only be “gold-plated” in this way if the FSA can establish a clear cost-benefit
case for doing so, and if it leads to more coherent regulation.
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4. The identification of any elements of the proposals which are most likely to be interpreted diVerently
across Europe and the problems that this may generate.

4.1 It is diYcult to anticipate the way in which national governments and regulators will transpose
MiFID. However, the development of more detailed rules at Level 2 ought to reduce the scope for
inconsistent interpretation of Level 1. Furthermore, Recital 10 in the Level 2 Directive permits the
Commission and CESR to issue guidance to ensure consistent application. The ABI welcomes this.

4.2 More generally, we consider that CESR has an ongoing role in monitoring transposition and
addressing any problems of inconsistent implementation. CESR (and indeed the other Lamfalussy
Committees) has so far devoted most of its energy to the task of providing advice to the Commission on
legislation such as MiFID. But in future, it should spend time fostering convergent implementation of
regulations.

5. The identification of any elements of the proposals which conflict with existing UK regulation and an
indication of the costs and benefits of changing these elements to reflect the rules under MiFID.

5.1 A series of FSA consultations on MiFID implementation will be issued later this year. Significant
changes to current UK regulation are likely. For example, the UK regime for unbundling/soft commissions
is more complex than that proposed by MiFID, so this is one area where changes may be required.

5.2 One area requiring clarification, and of particular concern to the ABI, is the potential imposition of
additional regulatory costs on sales that do not involve investment advice. This potentially includes both
“direct oVer” sales (eg sales of investments triggered bymass-mailed letters to customers) and the enrolment
of employees into group personal pensions or stakeholder pension arrangements. Depending on the FSA’s
approach to implementation of key concepts in the Level 1Directive, and its decision on extension ofMiFID
rules to non-scope business, sales of these types may be subject to a new “appropriateness” test.

5.3 Sales regulation should be proportionate and tailored to the nature of the service and the risks of the
product. However, Article 38(1) in the Level 2 Directive, which relates to the appropriateness test, includes
burdensome information collection requirements. It includes obligations to collect information on the
client’s educational qualifications, employment history and previous transactions in financial products and
services. This information is unlikely to be a reliable guide to the appropriateness of the product. Its
collection is intrusive and it may trigger a hostile reaction from customers. By adding costs to a well-
established business model, and erecting inappropriate barriers, this could prevent some consumers from
investing for the first time.

5.4 We believe that these prescriptive requirements should be removed from Article 38(1). They do not
stand up to a cost-benefit test and they run contrary to the UKGovernment’s objective of increasing saving.
But if they remain, we will oppose any extension by the FSA of the requirements to non-advised sales of
insurance products. Such an extension could inhibit the enrolment of employees into pensions arranged
through the workplace without the involvement of a financial adviser. This would run contrary to
Government policy to increase participation in pension schemes.

6. The identification of areas in which the UK could benefit from rules additional to those included in
the Commission’s draft proposals and areas in which such “super-equivalence” should be avoided.

6.1 Super-equivalence can add costs to domestic markets, reduce competitiveness, and undermine the
scope for cross-border trade. Nevertheless, there may be circumstances under which additional rules are
needed to address specific national risks. We therefore support the inclusion within the Level 2 Directive of
Article 4, which constrains the ability of national regulators to retain or impose additional regulations, but
prescribes the limited circumstances under which they may do so. We also support a notification procedure
to ensure that any imposition of additional requirements is transparent and subject to scrutiny.

6.2 In our experience, the absence of such constraints can lead to considerable “gold-plating” of EU
Directives in the UK. For example, recent ABI research found the UK had taken a more prescriptive
approach to the implementation of the Insurance Mediation Directive than other Member States.

6.3 There will be circumstances where the industry would value guidance on howMiFID rules should be
interpreted. Recital 10 of the Level 2 Directive states that regulators are expected to issue interpretative
guidance on MiFID provisions, to clarify practical applications to particular kinds of firms and
circumstances. This is welcome, and we urge the FSA to issue guidance in relation to the impact of MiFID
on “direct oVer” business, for example.

6.4 Industry guidance will also play a role in reducing uncertainty regarding implementation. The ABI
is a member of MiFID Connect. MiFID Connect brings together a number of trade associations, to assist
them with implementation of MiFID, and it may issue guidance in due course.

7. Whether the UK financial services sector is prepared for the domestic implementation of MiFID and
the extent to which the proposed MiFID implementation timetable is realistic for UK firms.

7.1 Given the scope of MiFID, its impact on investment firms will be significant and wide-ranging. Asset
management arms of insurance groups will be subject to many one-oV changes to business processes and
systems. There will also be an increased ongoing burden in terms of documenting and reporting costs. A
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number of firms have set up MiFID project teams and allocated budgets. But given the uncertainties
regarding the FSA’s approach to conduct of business rules in particular, it is diYcult to assess with certainty
the degree of preparedness of ABI members.

7.2 The ABI welcomes the FSA’s recent decision to delay publication of a consultation paper on new
rules for investment product disclosure, because we agree that it would be inappropriate to consult on rule
changes while the final outcome of MiFID remains uncertain. But we urge the FSA to discuss possible
options for changes to conduct of business rules for insurers well in advance of the scheduled publication
of formal consultation papers in the autumn. The absence of clarity about rule changes to non-scope
business makes it diYcult for firms to make decisions about system changes and for us to assess
preparedness.

7.3 We supported the extension of the implementation deadline for MiFID to November 2007. The
original timetable was unrealistic, given the need to consult on CESR’s advice and the Commission’s draft
proposal. The FSA’s consultation timetable is still very tight, so any further delays at either the EU or the
UK level would be a major concern to firms.

7.4 The FSA has indicated that it may not apply the November 2007 deadline forMiFID related changes
to non-MiFID firms. We endorse such an approach, since insurers need time to implement any unexpected
regulatory changes. Firms should, however, have the flexibility to implement all MiFID related changes by
November 2007 if they are so able.

March 2006

Memorandum submitted by the Association of Independent Financial Advisers (AIFA)

Executive Summary

The consultation process has yielded positive results and some of the concerns of UK firms have been
taken into account but the process has also shown up areas of national interest which have proven to be
non-negotiable. Overall, we believe that due to the lack of an impact assessment and CBA, MiFID runs the
danger of imposing vast amounts of new regulation whilst mainly achieving benefits for larger firms and a
relatively small group of sophisticated investors. We have highlighted client money rules, suitability
requirements and the disclosure regime as areas that conflict with existing UK legislation and believe that
they provide examples of howMiFID is likely to have a negative impact on consumers and competitiveness.

We have concerns about the EUCommission determining whether a Directive should be implemented as
a Directive or a Regulation without consulting the industry or conducting a proper cost benefit analysis of
the potential outcome.

Finally, wewould like to emphasise our support for the open and constructive co-operation between FSA,
HMT and industry, which has helped to resolve a series of diYcult issues. However, we still feel that overall
the implementation timeframe set by the Commission is unrealistic, bearing in mind that other member
states have yet to evidence their attempts to comply with the set deadlines.

Detailed Submission

1. AIFA is the trade association that represents UK regulated independent financial advisers (IFAs).
Membership of AIFA is voluntary and on a corporate basis. AIFA currently represents around 70% of IFA
firms in the UK. It should be noted that the majority of IFA firms are very small businesses, often falling
under umbrella organisations, such as networks.

2. IFA firms are the leading distribution channel for retail financial products in the UK. They generate
over 60%of business inmonetary value and are themajor sector advising and arranging investments, private
pensions, mortgages and protection policies in the UK. As such, IFA businesses represent a dominant force
in the maintenance of a competitive and dynamic retail financial services market.

3. The position of UK IFA firms is a unique one because their business model is not widely replicated in
other EUmember states where the financial products aremore commonly sold through banks and insurance
companies. We believe that the UK model has many advantages for consumers because it enables them to
gain impartial advice before buying a financial product and also stimulates competition amongst product
providers, who have to compete on price, service and functionality.

4. The Treasury proposes to exempt IFA firms from the requirements of MiFID provided they do not
hold clientmoney or elect to operate cross-border. This is a welcome and proportionate response. This does,
however, create a situation where exempted firms would be in direct competition with MiFID firms when
advising on certain investments. Our concern is that in order to create a standard approach, the FSAmight
feel it is appropriate to apply the same ie MiFID conduct of business rules to bothMiFID and non-MiFID
firms. Whilst this would be appropriate in areas where consumers risk being disadvantaged or confused by
diVering standards, our fear is that there could be a much wider knock-on eVect in aligning rules as business
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areas overlap. If IFA firms become subject to the greater part ofMiFID rule changes, it will dilute the benefit
of the exemption and have a disproportionate impact as IFA firms are, on average, much smaller than
MiFID firms, with most of our members falling within the EU criteria for small firms.

5. We have concerns about the EUCommission determining whether a Directive should be implemented
as aDirective or aRegulationwithout consulting the industry or conducting a proper cost benefit analysis of
the potential outcome. We recognise the validity of the Commission’s argument in favour of implementing
Directives as Regulations but feel that the UK financial services market is distinctly diVerent from the
continental model and that maximum harmonisation will not allow FSA the discretion or flexibility to
regulate, taking account of the particularities of the UK market. This is especially true with regard to the
retail investment advice market which in the UK oVers consumers a wider choice of advisory services and
retail products than in most of continental Europe.

6. In our view the implementation of Directives as a Regulation can also have the opposite of the desired
eVect by inscribing national particularities into the text of theDirective and therefore rolling themout across
Europe instead of allowing member states to take account of their national markets’ requirements when
implementing the Directive.

7. Our responses to the questions focus on the conduct of business requirements in MiFID as our
members are most likely to be aVected by changes in this area.

Questions

8. Whether the proposals adequately reflected prior input into the legislative process and the extent to
which there were any significant “surprises” in the proposals, or whether any new requirements were
included without suYcient prior consultation.

9. In our experience, input from the industry was taken into account and has led to major improvements
of the original draft.

10. UK firms have benefited from the intensive dialogue with both Treasury and FSA that ensured that
UK industry representatives were fully updated about the negotiation process by setting up several industry
groups and meetings which allowed an open exchange of views and provided a forum where solutions for
potential problems could be discussed.

11. The extent to which the proposals now provide suYcient information for a full cost benefit analysis
to be undertaken at this stage and the desirability of undertaking such analysis.

12. We believe that a full cost benefit should be undertaken especially with regard to the eVects on small
businesses. So far, it has been diYcult to carry out a meaningful CBA due to the ongoing negotiations and
changes to the Level 2 implementing measures. However, any CBA undertaken needs to take account of the
diVerent business models of the firms caught by MiFID. A preliminary CBA carried out by FSA failed to
do so and only yielded partially usable results. IFA firms were included in the CBA but it was based on alien
terminology and processes which did not relate to non-scope firms.

13. In our opinion, any future CBA has to be tailored according to the various business models so that
it can properly measure the eVect that MiFID will have, and in particular on exempted firms.

14. The identification of any elements of the proposals which conflict with existing UK regulation and
an indication of the costs and benefits of changing these elements to reflect the rules under MiFID.

15. Client money rules:

The MiFID rules relating to client money could have an adverse eVect on the current trend away
from commission to fees as a form of payment for financial advice. The majority of our members
oVer their clients the option to pay for their services by fee or commission. Many operate a system
whereby a fee is agreed and any commission generated from products recommended is used to
meet, or is oVset against, the fee. Situations occur where the commission exceeds the fee and the
firm holds the excess on account for future work. Another fee model is where the client pays a fixed
amount on a regular basis, eg monthly or annually, to meet the cost of ongoing services. The FSA
currently allow this without the firm falling under the full weight of the “client money” regime
which requires significantly higher prudential requirements. We are very supportive of these
arrangements as it helps to smooth the cost of financial advice and encourages a move to fee-
based services.

The client money rules in MiFID allow FSA no discretion and firms operating fee-based models
where, at any point in time, the “client account” is in credit, will fall directly under full MiFID
rules and the client money regime. This could threaten firms who would otherwise be exempt and
may well reconsider their business model to avoid being caught by the Directive. A reversal of this
nature would be detrimental to consumers as it reduces the choice in which they pay for services
and could reverse the current trend away from commission based services. Most consumers are
still hesitant about paying a straight fee and the current commission oV-setting system has proved
a more acceptable way of progressing towards fees.
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16. We are currently workingwith FSA to try and define fee structures that work for firms and consumers
and do not fall foul of the MiFID client money rules.

17. Suitability requirements:
MiFID goes beyond current UK suitability requirements by asking firms to take account of a
client’s previous experience when giving investment advice, including their level of education. Our
concerns are twofold. First, is that some of the criteria used in the MiFID suitability test are
subjective and will be diYcult to ascertain. A high level of education and qualifications does not
necessarily mean that a customer understands investments or the associated risks. Second, we
question the practicality and rationale of requiring diVerent suitability criteria for other
investments, such as life and pensions business. The outcome could be that FSA feels the need to
raise the bar across all investment advice, whether the products fall within scope ofMiFID or not.
This will potentially increase costs and risk advisers making incorrect assumptions about a
person’s financial capability, when assessing suitability.

18. The identification of areas in which the UK could benefit from rules additional to those included in
the Commission’s draft proposals and areas in which such “super-equivalence” should be avoided.

19. Disclosure regime:
The current UK disclosure regime is more prescriptive than that required byMiFID, whichmakes
it super-equivalent. Article 4 of the Directive to implement the Level2 requirements states that
member states can only go beyond the MiFID requirements in exceptional circumstances.
Generally, we do not support super-equivalence but we believe in this particular case it can be
justified in the interest of consumer protection.

20. Our particular concern is that any reduction or removal of the current disclosure documents,
including the Fees and Commission Statement (commonly known as the menu), will lead to an anti-
competitive marketplace, where MiFID firms will no longer have to give consumers detailed information
on how they are remunerated for their services and non-MiFID firms will still have to comply with the
current, much stricter disclosure rules. It will leave consumers unable to compare the costs of the services
oVered and make an informed decision.

21. There are concerns that the current regime is not functioning correctly and that the menu in
particular, is not meeting its objectives. Whilst we consider the version in use to be overly complex, we do
believe that it is giving value to consumers. This document has only been in place since June 2005 and it
needs to be given more time before a final judgment is made. In our view, the menu is important in
maintaining comparable disclosure across all distribution channels.

22. Whether the UK financial services sector is prepared for the domestic implementation ofMiFID and
the extent to which the proposed MiFID implementation timetable is realistic for UK firms.

23. We have worked closely with Treasury and FSA over the last 12 months and will continue to do so
to prepare our members for the implementation of MiFID and the resulting changes to COB rules. Our
greatest concern is the limited timeframe between the final publication of the Level 2 measures which is
expected in June/July this year and the planned UK transposition in January 2007. This leaves very little
time for the FSA consultation process. However, we acknowledge that both FSA and Treasury are carrying
out a substantial pre-consultation exercise to facilitate the timely implementation of the Directive.

24. The UK is currently one of a very small minority of member states who are aiming to meet the
commission’s timetable. This could lead to the creation of an un-level playing field with major uncertainty
for UK firms who are making use of the passporting rights. Our fears are compounded by the recent
experience with the implementation of the InsuranceMediation Directive (IMD) where 14 months after the
oYcial implementation date several member states have still not implemented the Directive.

March 2006

Memorandum submitted by the Association of Private Client Investment Managers
and Stockbrokers (APCIMS)

Summary

1. It is too early to judge the Financial Services Action Plan as while the measures have mostly exited
Brussels, the majority have not yet been implemented in the UK. However:

(i) the Distance Marketing Directive has been applied in the UK to financial services with a greater
rigour than elsewhere;

(ii) the Prospectus Directive appears to be having an adverse impact on bond oVers to retail clients;

(iii) the Market in Financial Institutions Directive (MiFID) and its sister the Capital Requirements
Directive (CRD) will be expensive to implement;

(iv) no work on understanding how the diVerent markets operated, where the barriers truly were and
impact analyses/cost benefit analyses was undertaken in advance of creating the FSAP.
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2. TheCommissionWhite Paper on Financial Services Policy (2005–10) counts to the important principles
of impact assessments, transparent consultation, including pre-consultation, the avoidance of gold plating
and equal implementation. This is a big step forward and is commendable. However:

(i) the temptation to bring forward more measures for “retail” in the area of securities must be
resisted. Individuals use an intermediary (whether it is on an advice or on a no advice basis) when
they buy or sell investments and their access to more cross border securities at a better price will
depend on the intermediary. In turn, that relates directly to MiFID;

(ii) the arrangements for redress and compensation should something go wrong is very patchy and
the comprehensive arrangements of the UK are not repeated elsewhere. Revising the FIN-NET
arrangements or similar is therefore required.

3. The Lamfalussy arrangements are an improvement on the previous process and have resulted in more
and better consultation with the industry. However:

(i) CESR produces too many and too detailed technical measures or rules;

(ii) there exists clear diVerences between those countries who want every requirement to be exactly the
same and those who prefer principles and equivalence;

(iii) there is a desire from CESR to create a pan-European regulator;

(iv) where political decisions are ducked at the Directive stage, they have to be revisited at CESR;

(v) CESR has to improve its consultation both in terms of the time it gives and in responding to
legitimate industry issues;

(vi) the Level 3 or equivalent implementation stage and Level 4 the enforcement stage have not yet
been tested.

4. The European Parliament, and particularly the ECON Committee, have taken an active involvement
in the FSAP. ECON has amended significantly the main Directives in response to industry requests, has
produced reports from its own initiatives and has sought to understand the issues. However:

(i) it plays no formal part after the Directive has been created and only considers the CESRmeasures
as a result of an agreement between the Chairman of CESR and the Chairman of ECON;

(ii) it is the only European institution in the process that has a democratic mandate and as such its
role in the Lamfalussy process needs to be further extended and formally established.

5. The implementation of MiFID will be complex, extensive and costly aVecting both wholesale markets,
firms and institutions and the nature and type of arrangements between firms and their retail clients or
customers. The UK has undertaken to “copy out” MiFID and extensively consult on the best way to
implement its requirements. However:

(i) there will be many areas where interpretation is required (for example, best execution) and so six
trade associations (FOA, BBA, ICMA, APCIMS, IMA and LIBA) have formed the MiFID
Connect project and hired legal advisers to write the necessary industry guidance;

(ii) whilst MiFID is market opening for some countries, it may well be restrictive for the UK;

(iii) it requires firms to make changes even when they undertake no cross border business.

6. Although cross border clearing and settlement is expensive and there are clear requirements for
reducing the costs, we are not convinced of the need for a Clearing and Settlement Directive. The reasons
for not being in favour are:

(i) firms need a rest from continuous regulatory change;

(ii) Directives inevitably consist of a series of compromises; they take longer than intended and they
bring about unintended consequences and unintended changes;

(iii) much can be achieved using common standards, harmonising corporate actions requirements and
through Exchanges who are at the start of the “food chain”.

7. We consider that the Better Regulation Principles would be assisted in the UK by:

(i) An All Parry Committee of House of Commons and House of Lords be set up to scrutinise the
EU Directives once they have been drafted for inclusion in UK law. This Committee should have
the power to call for evidence from the industry and to determine whether the UK proposals
implement the Directive to give the intention that was required or whether there are additions and
changes which will have an adverse impact on the industry. Such a Committee will need to have
relevant powers to recommend changes to the proposed UK draft of the legislation.

(ii) Although there are already a number of panels and forums for industry practitioners with
representatives from HM Treasury and the FSA, we believe that a new panel needs to be set up
specifically to monitor the development of the FSAP and to take evidence from industry on
problems and issues over implementation, including rule changes and with the powers to
recommend alteration and adjustments as necessary. This panel would be able to take evidence
from industry on problems and issues and to come up with sensible and pragmatic solutions.
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(iii) Our third recommendation is that the FSA sets in place an information group specifically designed
to discover, discuss and determine how other countries are proposing to implement the various
FSAP requirements and how this will impact on their existing industry practices. This information
gathering unit also needs to look at the timing of implementation in the various states. Such
information then needs to be widely disseminated with the intention of ensuring that the UK does
not go ahead of other member states.

(iv) In view of the very technical nature of financial services legislation, an industry/Parliament briefing
session of Ministers should take place before they attend meetings in Brussels.

1. Developments in Relation to the Financial Services Action Plan (FSAP)

The main areas which have most aVected the FSAP measures and will continue to do so in future unless
the European authorities change their approach are:

— the absence of detailed market knowledge before Directives are created;

— the extent and nature of the industry consultation;

— whether or not legislation is tightly targeted and used only as a last resort;

— the extent that CESR exercises its powers to make detailed technical measures or rules;

— the absence of impact analyses/cost benefit analyses in advance of proceeding with proposals;

— the unresolved tension between those countries who wish to have complete harmonisation of rules
and those who want a high level principled approach; and

— to-date the unaddressed question of diVerential implementation in the diVerent countries.

Although most of the measures of the FSAP are now through their European legislative processes the
majority have not yet been implemented. The APCIMS community is heavily involved in all aspect of this
FSAP as our member firms address the market in institutional capacity but their client under conduct of
business rules. This means that our firms have to make the changes which relate to “wholesale” as well as
those which aVect “retail”. As such, it is likely that many APCIMS member firms will find themselves
making more changes than any other sector of the financial services industry in the UK.

Those Directives which have already been adopted and implemented include the Distance Marketing
Directive, the Market Abuse Directive and the Prospectus Directive. At present it is too early to assess the
impact of these changes as the implementation has been so recent. However, we are aware that the Distance
Marketing Directive has resulted in our firms making changes which have not necessarily been replicated
in other European countries. Whilst philosophically we do not object to the cooling oV periods that the
Distance Marketing Directive required, nevertheless because the UK applied it to service contracts where
other did not, they have had extra costs as a result. In addition, it is diYcult to see that there have been any
benefits gained by the implementation of this Directive.

With respect to the Market Abuse Directive, much of the cost of implementing this in the UK has been
attributed to the new requirements for PLCs. It is also important to note that the UK had only recently
implemented its new market abuse regime and therefore this further change was seen as being unnecessary.

Turning to the third Directive that has already been implemented, the Prospectus Directive, two
particular issues have arisen as a result. The first was eventually resolved by legal opinion taken by ourselves
in conjunction with the QCA—an organisation that represents smaller quoted companies—so that
discretionary clients could in future continue to invest in new issues where appropriate without triggering
expensive additional costly prospectus requirements.

The second issue though is “slow burning” and at present we have not firm data with which to assess the
final outcome. When a company issues bonds, the determination as to whether it is targeted at “wholesale”
or “retail” is decided by the size. If the bond is oVered in sizes less than ƒ50,000 then it is deemed “retail”
and triggers an additional set of requirements whereas if the bond size is above ƒ50,000 then this is deemed
to be “wholesale” and the costs of issuance correspondingly much lower. Since the Prospectus Directive was
implemented in the UK, there appears to be a noticeable movement away from issuing bonds in retail sizes.

Realistically a full assessment of the full impact of these three Directives will only be possible some 12 to
18 months after their live operation, and that will not be until early 2007.

However, the two main Directives that will aVect the financial markets are the Markets in Financial
InstrumentsDirective (MiFID), which is part of the FSAP, and its sisterDirective the Capital Requirements
Directive, which is not technically an FSAP measure. Any firm that is inside MiFID is required to also
implement the CRD. Taken together, these will have the most far reaching and costly impacts on our
members. The Capital Requirements Directive does not start to implement until the beginning of 2007 and
MiFID has as its deadline date November 2007. This underpins why any reasoned evaluation of the FSAP
cannot take place as the two major Directives have not even started their implementation process—in fact,
some of the detail of MiFID has not even yet been finally decided!

The UK authorities have decided to “copy out” these two Directives in order to avoid the risk of gold
plating. In turn, this means that there will inevitably be areas where significant further clarification is
required. This is particularly noticeable with MiFID, and APCIMS, the Future and Options Association
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(FOA), British Bankers Association (BBA), International Capital Markets Association (ICMA), the
London Investments Bankers Association (LIBA) and Investment Managers Association (IMA), have put
together the “MiFID Connect” project which will provide coherent and practical guidance for all financial
services firms on these interpretive issues.

2. The European Commission’s Green Paper on Financial Services Policy andWhite Paper 2005–10

APCIMS considers that the fundamental principles that should be followed by the Commission is that
further action should only be taken at EU level when the following conditions apply:

— The industry has highlighted a problem or barrier that still remains; and

— other methods of removing this problem, such as competition policy, have already been tried; and

— a cost benefit analysis has been undertaken which shows that the costs of taking action are
outweighed by the benefits that would result.

Our assessment of the Commission’s White Paper is favourable in that it is openly committing itself to
the important principles of impact assessments, transparent consultation including pre-consultation, the
avoidance of gold plating and equal implementation. This is a substantial step forward changing the
emphasis from policy diktat to asking the industry first what actually needs to be done, how it should be
done and what are the costs involved. If this approach is maintained then the chances of realistic and
pragmatic changes in future which target only the problem areas is much more likely to be achieved.

Whilst we accept the need for financial integration and the ultimate benefits of creating a true single
market in financial services, care needs to be taken to be both practical and realistic in what is proposed for
individuals, whether we call them retail, consumers or private clients.

We do not propose to comment upon banking issues in this context, rather our areas of attention are how
will an individual in one country be able to purchase securities cross border, what protections will they
receive, what arrangements are in place should a problem arise and redress mechanisms are in place?
Realistically individuals are muchmore likely to involve themselves in the financial services within their own
country than externally, particularly where advice is required. The model therefore that the industry should
be seeking to achieve is one of “think pan-European; sell local”. Whether an individual requires advice or
whether they purchase the financial service from an internet site, it is the firm that takes responsibility for
that individual and therefore the key issues are whether that firm can operate coherently on a pan-European
basis. We make these points as often confusion can arise in this area with some not fully realising that it is
barriers to firms trading which are as important for the individual as they are for the financial entity.
Individuals are not directly connected to, for example, stock exchanges without an intermediary. The issue
is one of whether that intermediary is execution only or whether they give advice.

In advance of any consideration to target further measures into the retail financial services arena, serious
consideration must be given to the whole question of compensation and redress should problems arise. The
UK operates a far more extensive financial services ombudsman arrangement than any other country and
has a compensation scheme where failure has arisen whose breadth and depth is not replicated elsewhere.
Whilst not wishing to place similar arrangements on other European countries, nevertheless, unless there is
simple easy access to a local ombudsman and a local compensation scheme, then it is diYcult to see how the
individual can participate cross border with suYcient confidence. The loose arrangement known as “FIN-
NET” requires review in order to meet these criteria.

Our last comment with respect to the White Paper is that European changes must take into account the
global context. Firms do not just operate in a number of European countries but also on other continents,
multiple regulatory requirements resulting from insuYcient co-ordination between the policymakers of the
diVerent countries has to be avoided in future as a matter of significant priority.

3. The Operation and Development of the Lamfalussy Arrangements

The intention of the Lamfalussy process was for Directives to contain a few high level principles and the
technical measures to be created through the Committee of European Securities Regulators and in
conjunction with the industry. Equivalent implementation would then result, enforcement if required and,
over all, a greater degree of flexibility to make and unmake technical measures in accordance with the
dynamic market place.

APCIMS supports the Lamfalussy process but nevertheless notes that Directives such as MiFID have
become enormously extensive pieces of legislationwith considerable detail in the Level 1 text of theDirective
with further lengthy rules and requirements added as a result of the technical measures advised by CESR.
As the Lamfalussy process develops, so CESR has to learn to trust the regulators who make up its
committees muchmore if this detail is to be reduced. Equally, many European countries have to understand
much better what is meant by consultation with their own industries and adopt open processes. Lastly,
politicians need to bemore fully aware of bothwhat it is that they are agreeing to and be better able to debate
some of the detailed technical issues as and when called upon to do so.



3246464009 Page Type [O] 31-05-06 01:29:51 Pag Table: COENEW PPSysB Unit: PAG1

Treasury Committee: Evidence Ev 41

Overall though it is too early to assess in a comprehensive way how the Lamfalussy arrangements are
operating nor do we wish to seem too critical. The so-called Level 3 which is the equal implementation in
the various countries and Level 4, which is enforcement as and when necessary, have not yet been tested.
However it is possible to make some general observations, and these are as follows:

(i) It is vital to keep the Lamfalussy process under continuous review and, in this context, we support
and endorse the work of the Inter-Institutional Monitoring Group (IIMG) and have contributed
three written responses to its consultations, in May 2003, December 2003 and January 2005.

(ii) We believe that CESR’s role and the boundaries of its responsibilities need to be defined much
more clearly. It has become increasingly apparent, especially through theMiFID discussions, that
CESR believes it has a right to have its proposals included unchanged in the legislative process.
Furthermore, CESR is not only including too much detail in areas that should be left to national
regulators, it also has been re-looking at issues that have already been decided at level 1, or for
which it has not been given mandates. In part, the lack of clarity over where CESR’s boundaries
lie may have been caused by unclear mandates from the European Commission over some of the
MiFID mandates, but this is an important point which needs to be resolved in the short term.

(iii) There is little doubt CESR has included toomuch detail in its advice especially onMiFID because
of a failure to agree on some important issues when the Directive was being considered. For
example, what is meant by “a liquid share” and the definition of “investment advice”. The result
of this is that all the arguments that took place over the Directive were revisited as CESR, putting
the regulators who comprise committees in diYcult positions and resulting in many more rules
than might otherwise have been the case.

(iv) The involvement and role of industry practitioners must also be highlighted. It is our view that at
present there is insuYcient practitioner involvement with the various processes. We are very
concerned that there are so few practitioners on CESR’s expert groups. Whilst we have no doubt
that CESR’s consultative processes have improved, there is a long way to go before CESR truly
recognises that it is only the market practitioners who will be able to say why a particular rule will
or will not work. It is often impossible to see that CESR has taken on board industry comment
and to see this reflected in the final advice it has given the Commission. It is not possible to have
better regulation without additional market practitioner involvement.

4. The Impact of Better Regulation Principles

Wewholeheartedly welcome the commitment to “better regulation principles” and to targeted regulation
rather than more regulation. We consider that the key steps in ensuring better regulation are as follows:

(i) A survey needs to be undertaken on how the markets in the diVerent European countries are
operating in relation to the particular issue the Commission is considering.

(ii) Following that study, consideration has to be given as whether the problem identified can be
resolved by any other method including:

— mutual agreement amongst regulators;

— competition policy; and

— market resolution.

(iii) If it is necessary to take the proposal forward, then an impact analysis must be done next, in
conjunction with a full consultation with industry. This impact analysis must include a cost
benefit analysis.

(iv) If the impact analysis and the cost benefit analysis both point towards a need for legislation, it is
then and only then, that a Directive or Regulation should be considered.

(v) Any such Directive must be tightly targeted at the problem and with considerable care given to
ensure that it does not have either a wider than intended impact or adverse consequences to other
sectors of the market place.

(vi) The Directive needs to set out high level principles only, rather than detail.

5. The Role of the European Parliament in the Legislative Process

When the Lamfalussy process commenced, the role of the European Parliament was uncertain. Whilst it
could participate in the Directive process, it had not established role in looking at the mass of measures
proposed by CESR.

It has been our experience that the members of the Economic andMonetary AVairs Committee (ECON)
have taken their work very seriously with the Directives that make up the Financial Services Action Plan
and have been prepared to amend the Directives, put forward proposals and debate initiatives which have
significantly improved the quality of the result. Indeed, the industry found itself not only spending time and
eVort with the Commission and with CESR but also with ECON who arguably have been more prepared
to accept industry issues than the other two institutions.
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As a result, the European Parliament plays a vital role in the assessment and review of financial services
legislation and that their proposed amendments on bothMiFIDand theCRDhave led to significantly better
final legislation. This needs to be properly enfranchised and it is our view that the European Parliament
needs to be fully involved with all stages and have agreed powers to review and amend—it is, after all, the
only part of the European process where the institution has a democratic mandate.

6. The Implementation of theMarkets in Financial Instruments Directive (MiFID)

One of the very significant projects for the UK financial services industry next year will be preparing for
the implementation ofMiFID.AlthoughMiFID is unlikely to go live before 1November 2007, as the FSA’s
document “Planning for MiFID” advises, firms need to start planning now.

An industry response: APCIMS is part of MiFID Connect, a grouping of the UK’s principal trade
associations, including the Futures and Options Association, the British Bankers Association, the
International Capital Markets Association, the Investment Management Association and the London
Investment Bankers Association which have come together in order to establish practical, cost-eYcient and
market-sensitive guidance and a programme led by the industry for implementing MiFID. It covers both
the wholesale and retail financial service sectors. This programme of work is intended also to reduce
regulatory risk and provide real and tangible assistance to member firms in how to comply with the new
requirements. The associations have appointed CliVord Chance as lawyers to the project. We believe it is of
critical importance that the FSA and HMT engage fully with this industry group. The group has embarked
on a series of meetings to encourage that engagement.

Involvement of HMT and FSA: Both HM Treasury and the FSA have held regular and frank meetings
with trade associations particularly over the period of the CESR and the Commission consultations on the
draft Level 2 proposals. These range from the draft measures themselves, to cost benefit analysis. APCIMS
has warmly welcomed this approach and the leadership shown by HMT in this area.

The remaining areas of concern:We have a number of continuing reservations concerning both the process
and implementation.

(i) Although the FSAwill have little choice when it comes to implementingMiFID (as the obligations
arise from European Directives and regulations), it would in our view be wrong to reach the view
that FSAhave had no say in whatwe end upwith. FromChairman level down, significant numbers
of the FSA have taken part in the workings of CESR and the preparation of the advice which was
delivered to the Commission. In our view the advice provided by the CESR to the Commission
would, had it been adopted uncritically by the Commission, have resulted in far greater burdens
being placed upon UK firms than we now expect.

(ii) Whilst CESR is a committee of some 27 countries’ securities regulators (since the EEA countries
are represented), its MiFID work relating to intermediaries was chaired by Sir CallumMcCarthy.
The advice from CESR is this area would have required all clients to consent to a firm’s conflicts
policy in a manner that might have required every firm to issue new contracts for signature
(“repapering”) to the millions of existing clients in the United Kingdom. This is one of the
proposals that the Commission has to date explicitly rejected as imposing too great a burden on
industry; but repapering remains a concern.

(iii) In relation to domestic implementation, we also think that units in regulated collective investment
schemes should no longer be treated as “packaged products”. The reason for this is that a whole
raft of UK specific regulation to dowith initial disclosure documents, menus and trail commission
are applied to such products, when the marketing and information disclosure for collective
investment schemes regulated in the UK and EU are dealt with the same way as listed shares (or
other investments) by MiFID. If the UK continues with these out-dated systems of classification
of units, then the relevant obligations that are imposed on them will be both the MiFID
requirements and the UK requirements. The FSA are considering the position and will announce
its views early next year, but a UK-specific regime is unjustified and will ensure that firms based
elsewhere in the EEA will be able to promote unit trust sales into the UK when our member firms
may not be able to do so (since under MiFID, the UK may not impose requirements upon non-
UK firms which are passporting services into the UK which are in addition to those required
under MiFID).

It is vitally important that when the FSA say that they will not gold plate, that that phrase is tested also
by reference to the rules they keep in place and not merely the rules that they vary or bring in.

Our third reservation relates to international comparisons. Although great play is made as to the need for
CESR, through what is called Level 3 work, to ensure supervisory convergence, long before that, it will be
essential that the FSA has regard to the approaches taken by other regulators. Although several countries
do not normally consult publicly and so their rules will not be visible as early as in the UK, it would be
unfortunate if UK firms faced new and unforeseen barriers to cross-border business due to other countries
implementing MiFID in a lighter way. It is therefore vital that FSA commits resources to information
gathering on what other countries are doing.
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7. The Commission’s Consideration of a Possible Clearing and Settlement Directive

We believe that there continues to be the potential for further harmonization and that the optimal goal
in the whole debate is for firms to be able to trade on the exchange of their choice, use a clearing system only
if they wish and settle in their home state jurisdiction—and all at a reasonable price. Hence we believe there
is considerable potential for further harmonization.

There are however many vested interested though in this process and the diYculties that are ahead in
achieving this goal are substantial. Whilst cross border clearing and settlement is more expensive than the
ideal, these costs are much less relevant in the wholesale market on a per basis because bargains are large
than when considering the cost to the private investor and the private client investment manager. Although
the private investor has a smaller bargain they carry the same absolute cost penalty.

We remain unconvinced about the need for a Clearing and Settlement Directive for a number of reasons.
The significant Directives of MiFID and CRD alone together with the other regulatory changes and
proposals are absorbing much time, energy and cost in many firms. Continuous change in the industry
reduces the ability of firms to concentrate on developing their business and of taking full advantage of all
commercial opportunities.

The next reason for not being in favour is that whatever is present in a draft Directive is considerably
diVerent to that which is finally agreed. Inevitably there are compromises on the way and equally inevitably
many more things are covered than was originally intended. They take much longer than hoped and always
end up implemented in diVerent ways. For example, theMiFID has ended up being twice as long as the ISD
that it replaces, and by the time the final package is produced incorporating CESR’s advice, we anticipate
that it will be more than four times in length. With this in mind, APCIMS prefers to concentrate on what
can be achieved without changes to the law.

Some of the quick wins that we would like to see implemented are as follows:

— common messaging standards such as the introduction of ISO 15022, and ISO 20022;

— the removal of national restrictions that are currently in place in several countries including but
not limited to Portugal, Spain, France and Germany;

— harmonisation of the rules and processes relating to corporate actions.

There are undoubtedly many diVerences in detail and practicalities surrounding corporate actions and
also that a large country may well have more frequent and more complex corporate actions than a small
EU state. However, as the major corporate advisers are the same in every country in Europe it certainly is
not beyond the bounds of possibilities to have much better harmonization in corporate actions.

Two further points in all this are the role of Stock Exchanges in Clearing and Settlement and the role of
competition authorities. In considering first of all the role of Exchanges as they are at the start of the food
chain then how they approach flexibility and choice for their clients in clearing (or not) and settlement is
very important indeed. Secondly, much of this is in fact a competition issue rather than a regulatory issue.

If a country is preventing access to or alternatives to their own infrastructure, then that country is acting
anti competitively. This is a matter which should much more quickly and readily be dealt with by the
competition authorities than by creating a new Directive.

We consider that market regulators should be concerned with ensuring that there is fair and open access
of markets, that there is no discrimination on account of size or location of the applicant providing system
criteria are met, and that cost of access including capital requirements are not used to exclude any sectoral
applicant.

8 December 2005

Supplementary memorandum submitted by Angela Knight, Chief Executive, The Association of Private
Client Investment Managers and Stockbrokers (APCIMS)

The Association of Private Client InvestmentManagers and Stockbrokers (APCIMS) provided a written
submission to this Treasury Committee enquiry and we gave evidence at the public open hearing in the
House of Commons on Wednesday 14 December 2005.

At the end of that hearing, the Chairman of the Treasury Select Committee, the Rt Hon John McFall
MP, asked for some further information where political decisions that should have been made during the
Level 1 Lamfalussy process have been left to Level 2.3

The importance of this is that Level 1 is the part of the directive making process where the Commission is
creating the proposals, consulting on themwith the industry and other relevant parties, where the European
Parliament has a role as indeed do governments. Meanwhile the Level 2 stage is supposed to be the
procedure whereby the European regulators come together at CESR, the Committee of European Securities
Regulators, and work out the technical measures that are needed in order to implement the requirements

3 Q61
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of some of the clauses of the directive. These technical measures are then given to the Commission as advice
and the Commission then incorporates some or all of them within the Directive. Therefore, the practical
aVect of not resolving all the diYcult political issues in the first instance means that regulators are left to do
this, consultations go further than intended and take longer than was intended and the democratic process
has in part been sidelined.

The negotiations on the Markets in Financial Instruments Directive 2004/39/EC (MiFID) provides a
number of examples and some of these are as follows:

(i) The Definition of Investment Advice

Although in the UK investment advice has long been regulated, for the first time by including investment
advice within the scope of MiFID this will become a requirement across Europe. It is surprising in fact how
many of the large European countries have to date not required financial advisers to take qualifications and
have not regulated this activity. Unfortunately, the definition of investment advice in the Level 1 text is not
particularly clear and it still remains open as to whether what will become the regulated activity of
investment advice will only relate to advice about specific financial instruments, or whether it will also
include generic types of financial instruments. This has been debated for more than a year and although it
is now unlikely that generic advice will be included, it has occupied a very considerable amount of time at
Level 2, not least because it would have a significant impact upon, for example, those who provide asset
allocation advice to institutional and other funds. The diYculties are compounded by the fact that although
some countries such as the UK have a very clear definition of what financial advice is (whether or not they
regulate it) in many other countries it is either undefined or defined diVerently.

(ii) Article 27—Systematic Internalisers

This has been a problematic area from the start. The basic issue here is that some large financial firms in
a number of EUcountries are of such a size that they can undertake business internally in away that provides
a competition to exchanges. Where this is considered to be a particular problem is when a retail customer
is involved. For example, it is common in some European countries for an individual who wishes to buy or
sell equities to have to go to a bank as they are precluded from going directly to a stockbroker. That bank
can then elect either to execute that client’s order on the national exchange or it can decide to buy it or sell
it to itself, ie internalise the order. As most countries do not have a “best execution” requirement that covers
all trades undertaken for individuals as the UK does, the intention in Article 27 is to make the firms who
internalise orders systematically more transparent about both the orders they are receiving and the prices
that they are oVering. Although the terminology and the general intention was in place at Level 1, none of
the details were agreed. Therefore the requirements on systematic internalisers, such as when they have to
be transparent and when they do not, and under what conditions this should apply have still not been
determined. Therefore there are some firms who do not know even whether they will fall into the internaliser
definition or not, and if they are an internaliser what changes they will have to make in order to meet the
requirements, or whether to change their business practice to avoid particular requirements. As there are
also obviously some very significant competitive issues around here it is clearly an uncomfortable situation.

(iii) Article 27—Definition of “liquid market” and “standard market size”

This article contains these new terms which so far have been undefined. The importance of this is that
under some circumstances a quote to a retail investor can be withdrawn if the market has stopped being
liquid and if the order placed by the investor was of standard market size. Evidently what is a liquid market
in, for example, London is likely to be significantly diVerent to what is a liquid market in a smaller financial
centre. Whilst extensive work has been carried out by a whole variety of committees to try and specify the
criteria and determine what should be the definitions of these terms, the debate is no longer driven by
economic or business considerations but more by concerns that some member states fear that their size and
market means that many of their company shares will be deemed to be illiquid regardless. Again this matter
has not yet been resolved.

(iv) Article 21—Best Execution

As I have previously said, best execution where firms have a requirement to choose the best price for their
client’s order in a circumstance where there are a number of alternatives is only a requirement in the UK.
Generally speaking in other European countries the requirement to date has only been to execute orders to
their local stock exchange. This is known as a “concentration rule” but MiFID removes this restriction and
replaces it (and rightly so) with best execution. However the provisions of Article 21 do not specify whether
the requirement is for firms to have an order execution policy, tomaintain and review that policy and inform
clients of material changes to that policy, or whether the requirement is to execute orders on terms most
favourable to the client for each and every transaction executed. Again this is a fundamental issue as it is
market transformational and should have been handled at Level 1.
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(v) Minimum or maximum harmonisation

It is widely recognised that the process of achieving a single market in financial services has been
significantly hindered in the past by individual member states putting up barriers in the form of additional
local rules and regulations. Invariably this has occurred under the guise of the needs of their particular
markets or for consumer protection reasons. For this reason, it was always vital that MiFID should reduce
as much as possible this practice whilst recognising that a certain amount of “wriggle room” will inevitably
be required due primarily to the diVerent legal base of the diVerent countries and some local cultural reasons.

The conclusion therefore that the industry came to was that MiFID should be introduced under terms of
“maximum harmonisation” where this means that competent authorities (that is local regulators and
governments) are unable to add on any additional rules. The “wriggle room” is achieved by not absolutely
specifying in the directive every conceivable action and choice under each article. Inevitably though some
authorities have beenworking on the assumption that this would not be amaximumharmonisation directive
whilst others have assumed that it will be. Our belief is that an announcement is shortly going to be made
that it will be a maximum harmonisation. However, clearly this is a decision that should have been taken
earlier on in the negotiations and that it should have been explicitly stated in the Level 1 text.

I hope this gives you a flavour of our concerns in this area and we are continuing to discuss these matters
with the relevant oYcials in the European Commission in Brussels as well as here in the UK. Should you
need any further information, please do not hesitate to contact us on this or any other points of clarification.

1 February 2006

Further supplementary memorandum submitted by Guy Sears, Deputy Chief Executive, The Association of
Private Client Investment Managers and Stockbrokers (APCIMS)

The Association of Private Client InvestmentManagers and Stockbrokers (APCIMS) is the organisation
that represents those firms who act for the private investor and who oVer them services that range from no
advice or execution only trading through to portfolio management for the high net worth individual. Our
217 member firms operate on more than 500 sites in the UK, Ireland, Isle of Man and Channel Islands, and
following the merger of EASD into APCIMS increasingly in other European countries as well. APCIMS
members employ 21,000 regulated staV, they have under management GBP290bn for the private investor
and undertook last year 18.6 million trades on their behalf.

We would like to thank the Treasury Committee for providing this opportunity to make further
comments concerning MiFID. We have in our response attempted to follow point by point the particular
requests for submissions that you made in your Press Notice No 40.

Executive Summary

In summary our comments are as follows:

(i) level of consultation: the level of consultation on MiFID has been considerably greater than we
have experienced with other EU financial services legislation. This has been true both in terms of
the drafters of the legislation in Brussels, and in terms of the UK authorities.

(ii) super-equivalence: the introduction of a specific Article, designed to prevent individual member
states from “gold plating” the legislation, has attracted criticism from some member states but it
is one which we strongly support. Much further work will have to be undertaken to review those
FSA rules which go beyond MiFID requirements and which could not be imposed on incoming
non-UK firms. The risk is that the UK could otherwise be put at a competitive disadvantage by
having a more onerous regime than other EU states.

(iii) data consolidation: this is an area where a European solution is needed, and some standardisation
of how transactions are reported and consolidated needs to be achieved. It is important that the
solution is simple and cost-eVective because this is an area where any change will involve systems
changes and could be expensive.

(iv) timetable: the UK is on schedule, just, to meet the timetable for implementingMiFID, and for the
most part UK industry is well advanced in its knowledge of, and planning for the new rules. We
are aware that planning has essentially not yet begun in some other member states, and several
states have told their industry that they will not meet the timetable requirements.

Our Response

As an opening remark, as the Treasury Committee will be aware, the Level 2 measures which were
published on 6 February 2006 are still being heavily debated with a considerable number of amendments
or refinements proposed, by the member states individually and the European Parliament. Additionally, we
are aware that CESR and the European Central Bank have made suggestions for amendments.



3246464014 Page Type [E] 31-05-06 01:29:51 Pag Table: COENEW PPSysB Unit: PAG1

Ev 46 Treasury Committee: Evidence

Adequate Reflection of Prior Input and Surprises

We think the proposals as published more than adequately reflected prior input into the legislative
process. There has been, certainly in European terms, unprecedented consultation both formally and
through meetings with Commission staV and drafters which has meant that for those trade associations
engaged in the process, there has been little of true surprise in what has come out on 6 February 2006. Some
of the points were unresolved before that date and some remain slightly more fluid than others.

If there was a significant surprise on 6 February 2006 it related to the provision at Article 4 of the draft
Level 2 Directive which commonly is referred to as the “super equivalence provision”. This provision was
not debated at any earlier time and did not appear in any earlier draft, which itself has been a cause of some
adverse comment from some of the member states and CESR. In December we became aware from the
Commission and from HM Treasury that there was a move to constrain excessive additional rule making
by member states above and beyond MiFID’s requirements so as better to achieve harmonisation and the
purposes of the Financial Services Action Plan. The actual provision was trailed by a speech by
Commissioner McCreevy at the London Stock Exchange on 16 December 2005 in which he committed to
ensuring that extensive gold plating by individual nations would be firmly addressed. To some extent the
inclusion of this provision is a good example of when consultation is not always the most valuable thing to
do when there is a clear political agenda. We have welcomed the inclusion of this provision as we think it
is entirely consonant with the intent of MiFID.

Cost Benefit Analysis

As and when the FSA implement MiFID by exercising any discretion, they will then be required to carry
out a cost benefit analysis. Strictly speaking we think cost eVective analyses may be more suited in some
cases at this stage; that is to say that diVerent options should be proposed which are costed rather than a
single option to which a cost benefit analysis is attached. FSA have commissioned cost benefit analyses
already and these will be presume be published in due course, further cost benefit analyses would not greatly
assist industry at this time.

Differential Interpretation

We think the list of elements that might be interpreted diVerently across the EU could be long and is
somewhat unpredictable. By diVerential interpretation, we think there will both be a diVerent interpretation
in the way that the Directive is legally transposed and diVerent interpretation in the way that supervisors
and regulators respond to particular business situations. As an example, where measures have within them
some form of calibration, such as requiring internal systems and controls “appropriate” to the size and
nature of the business, there is a greater likelihood that individual countries will set the standard at diVerent
levels. However, the Lamfalussy process does recognise this risk and the expectation is that CESR will be
far more committed to what is called Level 3 work, that is to ensuring supervisory convergence. It is key
that this does occur if the potential benefits of a harmonised regime are to be realised.

Additional Rules and Super-equivalence

As far as proposals which conflict with existing UK regulation, we think it is likely that the United
Kingdom will have to consider afresh some of the more detailed rules applying in the area of financial
promotion; and diVering regulatory treatment of economically similar (but legally diVerent) investments,
particularly as regards information obligations.

More particularly as regards proposals which conflict with existingUK regulation, we have informedHM
Treasury that we consider that the proposal in their consultation paper onMiFID implementation to retain
sections 238 and 240 of FSMA in their current form is inconsistent with the implementation of MiFID.
These provisions prohibit the promotion of unregulated collective investment schemes, broadly put, to the
retail market. We consider that the statutory banning of any category of investments within MiFID is not
envisaged by MiFID. Even if the United Kingdom wanted to continue with this, the UK would both have
to determine that it wished to impose it locally and that it was free to do so under MiFID. The reason for
this dual requirement is that FSA is not allowed to impose restrictions beyond MiFID’s requirements on
incoming passported business from other member states of the EEA.

We consider that the FSA is the appropriate body for determining the extent to which marketing should
be subjected to particular protections and the extent to which suitability and advice tests should have regard
to any particular risk characteristics associated with unregulated collective investment schemes.

We are not convinced at this stage that there are any particular areas in which the UK could benefit from
rules additional to those included in the Commission’s draft proposals. This is not to say that the draft Level
2 proposals always capture the optimum balance between the sometimes conflicting objectives except for
the FSA under FSMA. The diYculty is, as said above, that if the UK imposes legal rules then they will not
generally be allowed to impose them on incoming passported businesses. So, for example, if there were
particular additional requirements in terms of marketing or financial promotion imposed upon online
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execution only brokers based in the United Kingdom, they would only operate to restrict access from the
point of view of that firm because investors themselves would be able to access other online brokers which
were in fact headquartered in the Netherlands or in Dublin. The fact that there are already a considerable
number of businesses which are internet based is an important factor to consider when determining whether
there should be additional local rules. The obvious risk is that the UK may be put at a competitive
disadvantage and have to comply with a more restrictive set of rules than its EU neighbours.

We have said to the FSA that as they come to review certain areas in which there has been a national
approach to a particular area of regulation, we will not approach that review in the belief that the United
Kingdom could never put forward additional rules. Nevertheless, at this stage, we are unconvinced that
there would be benefit to investors from additional rules. As regards areas in which super equivalence should
be avoided, we have made some points above.

There is an additional important area in our view in which there needs to be a European rather than a
UK solution. This is the area of data consolidation across all the trading spaces in the EU. MiFID permits
a much wider range of reporting channels to be used for post-trade data. It is important that that data can
be consolidated and made available on a cost-eVective basis to a wide range of users. For example, having
a reliable reference price for a wide range of instruments is valuable both for ensuring and evidencing best
execution and also for having a consistent basis that is independently verifiable for the valuation of, and
consequent assessment of performance of, portfolios and other investments.

We do not believe that as of 1November 2007 therewill bewidespread data fragmentation. But if liquidity
pools do fragment or significant other competitive markets oVer trades in, for example, shares on the
London Stock Exchange, there may be a much greater need to access data from a wide range of sources.
The United Kingdom, through the FSA, have rightly identified this as a risk area. CESR themselves have
now called for evidence in relation to this issue of data consolidation. It is important in our view that a
European solution is sought which also reflects the fact that Europe is but one of several major markets in
the world.

UK Preparation

At the risk of sounding complacent, we think that whilst the UKfinancial services sector currently reflects
a very wide range of level of preparation for the domestic implementation of MiFID, that sector is on the
whole in very good shape compared to most if not all of the other member states. The early publication by
the Treasury of its implementation consultation paper, and the clarity of its drafting, has set the scene for
a series of pre-consultations and planned consultations by the FSA which in our contacts with other
European trade associations is universally admired.

It is our experience that the sort of questions that this Committee have asked could not be addressed in
the vast majority of the other member states at this stage because the industry have little understanding of
what their finance ministries and regulators propose (in contrast to the position here).

The timetable is fantastically tight and it is notable that several other member states have already
eVectively told their industry that they will not meet the timetable requirements. The UK is still just about
on timetable in our view and it will be possible to implement most of the requirements by the firms on time.
By “most of the requirements”, we have in mind that the information and document side of the process
ought to be deliverable and so, as regards direct measures for investor protection, the UK will implement
on time. Some of the market transparency and market data issues which rely upon other member states
implementing on time may get disrupted. For example, the ability to provide transaction reports only to the
FSA for firms which operate in several member states, might be put at risk by a need to maintain other
systems for countries that do not implement MiFID on time and require continued reporting under
legislation that should have been repealed.

There is one serious note of caution in our assessment. Some of the member states are pressing still for
amendments to the Level 2 measures which include a more explicit requirement for written agreements
between firms and their clients. Naturally we do not oppose written agreements but in some member states
this may be read as a proxy for demanding two-way agreements, that is to say agreements to which the
investors themselves have assented by the application of a wet signature or some other explicit consent. It
is vital that if this is a route that is gone down for all firms and all clients, that care is taken to ensure that
existing agreements can be grandfathered. If the industry was required to repaper, that is to say to send out
fresh contracts and obtain signatures to them all for every existing client, then this could not be done, in our
view, in time andwould impose very considerable costs upon the industry at no significant additional benefit
for existing clients. To be clear, the resigning of a contract ought not to be necessary to provide clients with
any additional protections that MiFID gives them. A firm is generally well able, under its agreements, to
notify the client of the additional obligations that the firm will take on and to allow the client to assent or
object by continuing business or taking it away.

The preparation of the UK financial services sector will, we hope, be assisted by the work being carried
out by MiFID Connect, a grouping which may have, by the time that this paper is considered, a dozen of
the UK’s trade associations within it. The work of MiFID Connect is focused upon providing, where
practicable, guidelines for investment firms both as regards implementation and application of MiFID in
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the areas not addressed by the regulations orDirectives. So, for example, guidelines are likely to be proposed
to assist firms in understanding the process of and obligationswithin best execution; the handling of conflicts
of interest; and other such matters. The work will not be a substitution for the rule making that FSA will
engage in, but will, we trust, greatly assist firms in their preparations, particularly those who do not have
the resources themselves to set aside strategic implementation teams within their existing staYng.

We thank you again for this opportunity to provide written evidence and remain, as ever, more than
willing to assist you with any clarification or further observations as you may require.

April 2006

Memorandum submitted by the British Bankers’ Association

Executive Summary

The BBA firmly supports the development of a single-market in financial services. An integrated market
however is characterised by open competition, it cannot be achieved by regulation alone.

In terms of the specific topics highlighted in the press notice our comments are as follows:

Lamfalussy—The BBA has from the outset strongly supported the development of the Lamfalussy
arrangements. Over the next five years, we consider that supervisory convergence activity should be focused
on making the Lamfalussy network operate better.

Better Regulation—The BBA wholeheartedly endorses the Commission’s pledge to deploy “the most
open, transparent, evidence-based policy-making based on a dual commitment to open consultation and
impact assessments.” The EU should also encourage self-regulation where possible and look at co-
regulatory options.

MiFID—Recognising the importance to financial services firms of minimising the costs and uncertainty
of implementing MiFID, the BBA has recently, with five other trade association announced a project to
provide assistance and guidelines to members.

Clearing and Settlement—TheBBA is still unconvinced that a directive is the right vehicle to eVect change.
The BBA supports the market developing its own solutions rather than having these imposed through law
or regulation.

Green Paper on Mortgage Credit—We believe that the Commission should concentrate its eVorts in
reducing macro barriers to market entry and the creation of a pan-European funding market followed by
infrastructure issues.

In addition, we have commented briefly in the attached paper on issues such as barriers to cross-border
mergers and acquisitions, retail financial services market, DG Competition’s Sectoral Review, Capital
Requirements Directive, Consumer Credit Directive and the External Dimension.

BBA SUBMISSION FOR THE TREASURY COMMITTEE INQUIRY: EUROPEAN FINANCIAL
SERVICES REGULATION

(Ahead of oral evidence on 14 December 2005)

The BBA is pleased to provide evidence to the Treasury Committee on European Financial Services
Regulation.

With 220 member banks from over 60 countries, the BBA is the authoritative voice of the banking
industry in the UK, and represents members’ interests in both wholesale and retail markets. BBA members
have a particular interest in EU legislation and the British Bankers’ Association has been closely involved
in lobbying on behalf of its members.

1. SingleMarket in Financial Services

The BBA firmly supports the development of a single market in financial services. However, an integrated
market is characterised by open competition; it cannot be achieved by regulation alone. Banks and other
financial services organisations operate in global markets. Therefore, the EU markets must be competitive.

Wewelcome the work being undertaken by the European Commission to identify and assess the obstacles
to cross-border mergers and acquisitions in the financial sector. Action, legislative or otherwise, to remove
them all would not only be burdensome but would be unlikely to be successful. The focus should be on the
true obstacles eg legal structures that prevent some institutions from being taken over. We consider the top
barriers to be:

— Legal Structures.

— Limits or Controls on Foreign Participants.

— Employment Legislation.
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— Misuse of Supervisory Powers.

— Political Influence.

— VAT.

We note that the Commission has announced in its recently published White Paper Financial Services
Policy 2005–10, its intention, after a broad consultation process with all stakeholders, to present a legislative
proposal to adapt the rules on VAT in financial services to the evolution of the single market.

2. Operation and Development of the Lamfalussy Arrangements

The BBA and the EBF have, from the outset, been strong supporters of the development of the
Lamfalussy arrangements. The arrangements should be seen as evolutionary and will continue to develop
over time as the EU institutions, the regulators andmarket participants work together to achieve the correct
balance between regulatory oversight and economic growth.

Considerable work needs to be done in relation to the development of Lamfalussy Levels 3 and 4. Over
the next five years we consider that supervisory convergence activity should be focused on making the
Lamfalussy network operate better, using the regulators’ current powers, together with the new powers
given to them by the FSAP legislation. We are pleased to note the Commission’s stated intention to keep
faith with this process and develop it over the next five years to fulfil its maximumpotential.We concur fully
with the Commission, that the debate on comitology reform is particularly important.

3. Better Regulation

TheWhite Paper on Financial Services 2005–10 sets out the Commission’s pledge on deploying “the most
open, transparent, evidenced-based policy-making based on a dual commitment to open consultation and
impact assessments” in order to ensure that regulatory requirements are drawn up on a sound basis and
add value to the financial services sector and consumers. Open consultations will play a central role before
legislation is deemed necessary and impact assessments will accompany any new Commission proposal.
These will focus on costs and benefits across the broad economic, social and environmental dimensions, and,
where appropriate, the impact on financial stability, proper functioning of markets and consumer
protection. The Commission will also work intensively with member States to monitor progress during
implementation and enforcement to ensure accurate implementation and the avoidance of regulatory
add-ons—so called “gold-plating”.

The BBA wholeheartedly endorses these intentions and, on behalf of the UK banking industry, commits
to engaging constructively in the open dialogue that will form the bedrock of better regulation.

The EU should also encourage self-regulation where possible and also look at co-regulatory options
whereby even when legislation exists there may be means by which regulators and industry can work
together to produce joint initiatives which serve both public policy and industry objectives.

4. Implementation ofMiFID

This will be a very significant exercise within the UK and will involve significant uncertainty and costs for
the financial services industry. The precise costs are diYcult to predict while the Implementing Measures
remain unpublished (and will continue to be for a considerable time after this). Some very large figures have
been bandied about in the press—but they are likely to be overstated.

The BBA already has significant experience of working with its members, the FSA and government on
the implementation of EU Directives in the UK. Recognising the importance to financial services firms of
minimising the costs and uncertainty of implementing MiFID the BBA has recently, with five other trade
associations, announced a project to provide assistance and guidelines tomembers to help themwithMiFID
implementation.

The BBA also encouraged the FSA to develop the recently published document: “Planning for MiFID”,
which explains the main areas of MiFID likely to require firms to change their procedures and IT
arrangements and exhorts firms to start MiFID implementation planning.

5. Clearing and Settlement

The Commission are still in the throes of deciding the content of a prospective measure (possibly a
Directive). They are due, although this is subject to some uncertainty, to make a statement about their
intentions in Q1/Q2 2006, when the results of an accompanying Regulatory Impact Assessment will also be
published. The BBA, and indeed a significant number of other interested parties in the UK, is still
unconvinced that a Directive is the right vehicle to eVect change. It will be hard to focus the content of the
Directive on the key areas, with the propensity to unnecessarily aVect (custody) banks as well as
infrastructure providers (clearing and settlement entities proper). The BBA supports the market developing
its own solutions, rather than having these imposed through law or regulation. Indeed there has already
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been a significant amount of market consolidation of infrastructure providers, with the mergers eVected by
the Deutsche Börse, Euroclear, Euronext and LCH.Clearnet Groups. And the London Stock Exchange is
still in play. Another way of breaking down perceived diYculties is through more assiduous use of EU
Competition Law.

6. Green Paper onMortgage Credits

The BBA supports the Commission’s high level aim to develop an internal market for residential
mortgages and ensure a consistent baseline level of protection for consumers. We do not see cross-border
sector growth to be demand led at least in the first instance. As such, we are encouraged by the Commission’s
view that cross border trade does not manifest solely as consumers purchasing mortgage products from
other Member States, but equally this could potentially extend to establishment, merger or joint-venture
type activity.

Our preference is for the Commission to concentrate its eVorts in reducingmacro barriers tomarket entry
and the creation of a pan-European funding market, followed by infrastructure issues such as the
standardisation of valuation procedures and mutual database access on a reciprocal basis.

7. Retail Financial Services

A comprehensive programme of new legislation in this area is neither justified nor desirable. There are
few retail financial products that lend themselves to true cross-border integration and the percentage of
consumers interested in purchasing products cross-border is currently very small. However those consumers
who wish to should be able to do so with confidence.

Our members support targeted harmonisation (sometimes referred to as “targeted full harmonisation”)
of those elements necessary to foster cross-border competition.

We remain to be convinced that legislation is the key to opening-up the fragmented Retail Financial
Services Market. We are supportive of the Commission’s intention of adopting a targeted and consultative
approach in this area.

We note with interest the Commission’s announcement in the recently published White Paper on
Financial Services 2005–10, that it will create an expert group, consisting of industry and user
representatives, to identify problems associated with user mobility (eg cross-border opening of accounts,
closing fees, and transfers between banks) and consider the usefulness of an optional standard bank account.
We look forward to participating in this initiative. It will be important that any harmonisation proposals
are subject to a rigorous cost-benefit analysis.

8. DG Competition Sectoral Inquiry into Financial Services

Questionnaires issued by DGCompetition as part of its Sectoral Inquiry into Retail Banking are detailed
and require a significant amount of data to be collected. Concern has been expressed that respondents are
not being given adequate time to respond. In addition, due regard is not being given to issues such as banks’
year ends. It is the same personnel that provide the data and complete the financial results.

9. Capital Requirements Directive (CRD)

The Capital Requirements Directive (CRD) will implement Basel II in the EU and we are pleased that
the Directive made its way through the European Parliament in a single reading in September. MEPs were
helpful in listening to industry comments and proposing amendments to ensure the Directive can be
appropriately introduced by our member banks.

Implementation (which is required by 1 January 2008) is likely to be a non-trivial process and banks are
working with the FSA on technical implementation issues and there is a good level of industry /regulator
dialogue.

The recent announcement of a one-year delay by US regulators in implementing the Basel II advanced
approaches will create transition problems but these should be resolvable if there is a good level of dialogue
between UK and the four US regulators.

The CRD is a high-level directive and there could still be room for diVerential national implementation
although we look to the Committee of European Banking Supervisors to foster convergent harmonised
CRD implementation. The initial signs are good.
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10. Consumer Credit Directive (CCD)

The Commission published its modified proposal on 7 October 2005, and we are presently assessing the
implications, although it is immediately apparent that a number of concessions have been made that are
conducive to the arguments made by the UK financial services industry in the months before the proposal
was re-published. These issues are broadly mirrored by the industry across Europe. The industry has not
sought to gain legislative change to its advantage through this initiative, rather to establish that the directive
will (i) create a genuine single internal market for consumer credit and (ii) does not impinge on prevailing
Member States’ legislative arrangements. This latter point is important to the UK as it has the most
developed and mature credit market in the EU.

We are involved in a constructive dialogue with DTI who are also considering the implications of the
Directive and we will look to support them as they undertake a formal regulatory impact assessment—an
aspect of the law making process that has thus far not been pursued by the Commission.

11. The External Dimension

As the White Paper on Financial Services Policy 2005–10 observes, there is a significant external
dimension to the regulatory dialogue when it comes to financial services, with international bodies such as
the International Accounting Standards Board, the International Auditing and Assurances Standards
Board and the Basel Committee on Banking Supervision playing a pivotal role in developing accounting,
auditing and bank capital requirements. To these we can add international bodies leading the fight against
corporate and commercial fraud, money laundering, terrorist financing, tax evasion, corruption and other
malpractices. In each instance there is a need for strong European representation and the need to influence
the direction in which the debate is taken. It is also imperative that these bodies be brought to account on
the basis of Better Regulation principles in order to maximise their impact and ensure that the initiative is
not simply side-stepped.

December 2005

Supplementary memorandum submitted by the British Bankers’ Association

The BBA has been asked to provide the Committee with examples of political decisions left to Level 3 of
Lamfalussy and this supplementary submission responds to this request.

1. First it is important to set out what we understand by Level 3 of Lamfalussy for these purposes—as
we believe there is widespread confusion about what is, and what is not, Level 3 of Lamfalussy. There are
twomain situationswhere the EuropeanCommission asks Level 3 Committees to advise it. The first is where
the Commission asks for advice prior to developing Level 2 Implementing Measures. The second is where
the Commission asks for advice prior to considering what measures if any it should propose in relation to
an area of financial services policy eg how it should approach developments relating to hedge funds. We
consider the first of these situations to be an example of Level 2 work—even though the advice is given by
a Level 3 Committee. Similarly we consider the second situation to be an example of Level 1 work. In both
cases the Level 3 Committee is advising and the advice is given in a context which is political. The ultimate
decisions on what proposals are then put forward are taken by the Commission and the adoption of any
proposals are for the Council and, so far as the process requires, the European Parliament.

2. We believe that many of the circumstances where Level 3 Committees are accused of taking “political
decisions” fall within one or other of the situations described above. The reality is that any advice given by
a Level 3 Committee in such circumstances is not a “political decision” but simply advice. If it was found
that the advice was invariably followed without significant modification then there might be grounds for
concern that a Level 3 Committee was usurping the political prerogative—but the evidence to date does not
support such a conclusion.

3. Another important consideration is the subjectivity of the characterisation of a decision or a piece of
advice as “political” or as “technical”. In reality the extent to which a particular decision is “political”
depends upon how important it is perceived to be by politicians or interest groups. Generally if a decision
is regarded as uncontentious or not having a significant eVect on the industries or consumers of one or more
member states it is accepted as being technical. Otherwise a decision is at risk of being described as political
by one or more interest groups or by politicians. In reality some very “technical” issues are very political
but it is often extremely important for them to be decided with the benefit of expert technical advice.

4. A good example of this is the definition of “liquid shares” in the Markets in Financial Instruments
Directive—which is to be defined in a Level 2 ImplementingMeasure. Strictly speaking the question of what
is a liquid share should be capable of being given a technical solution—and on a legal analysis of Article
27 of MIFID it would have been possible to conclude that “shares . . . for which there is a liquid market”
meant shares for which there is a pan-European liquid market—rather than a small local market which is
“liquid” in a particular member state but would be regarded as illiquid in, for example, the London,
Frankfurt or Paris markets. Industry (eg most European financial services trade associations) argued for a
pan-European definition (and consequently for a smaller number of shares to be deemed to be “liquid”) but
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CESR’s advice did not follow this—andmember states have been arguing for a significant number of shares
to be included within the definition which would not be regarded as liquid in a pan-European context. This
is an example of a case where CESR’s advice was undoubtedly aVected by political considerations of what
would be acceptable to the national regulators and the national finance ministries. However, it is not a case
of a “political decision at Level 3”—rather it is an example of advice provided in the context of Level 2 which
was aVected by considerations of what was considered likely to be politically acceptable.

5. Strictly speaking Level 3 is, in our view, the situation where a Level 3 Committee sets standards or
takes interpretative decisionswhich strictly speaking are not legally binding inEU lawbut, nonetheless, have
an important impact in practice either because national regulators act in accordance with the interpretation
or, in some cases, because the national regulator—or its legislature—then turns the standards into national
regulatory rules/laws.

6. There are a number of cases where CESR has developed standards or draft standards which have
proved contentious but as yet no other Level 3 Committee has developed standards. The standards which
CESR has produced that have proved contentious have been their “Investor Protection” standards and the
draft European System of Central Banks/CESR standards on clearing and settlement. In the case of the
Investor Protection standards there were a range of aspects of these standards which the BBA and the
European Banking Federation, for example, considered to be burdensome and impracticable. However,
implementation of these standards by CESR members was, quite sensibly, deferred pending adoption and
implementation of MIFID and will now be superseded by MIFID and the Implementing Measures made
under it. Similarly the ESCB and CESR have deferred finalising the clearing and settlement standards
pending the European Commission’s decision on what it will propose in relation to clearing and settlement.
These would be the two examples we would cite of Level 3 activity which were potentially politically
sensitive.

January 2006

Further supplementary memorandum submitted by the British Bankers’ Association

1. This Submission ismade pursuant to the Committee’s PressNoticeNo 24 of 1March 2006. The British
Bankers Association (BBA) previously submitted, and subsequently gave oral evidence, in relation to the
Committee’s Inquiry into European Financial Services Regulation.

Whether the proposals adequately reflected prior input into the legislative process and the extent to which there
were any significant “surprises” in the proposals, or whether any new requirements were included without
suYcient prior consultation?

2. In certain respects theMIFID proposals diVered significantly from the advice given by the Committee
of European Securities Regulators (CESR) to the Commission. However, generally speaking the diVerences
represented improvements to the text from the perspective of UK financial services and reflected the fact
that the Commission ran an open consultation process to which financial services users could contribute.

3. There were no significant surprises in the text for those, such as the BBA, who had been following the
development of the text closely. One of the main surprises for some whomay have been less closely involved
was Article 4 of the Directive which imposes quite tight constraints on the extent to which a member state
and its regulator can impose additional regulatory requirements in relation to, for example, conduct of
business requirements that are not found in the Implementing Measures. The BBA and the European
Banking Federation of which it is a member are supportive of this provision provided the Implementing
Measures are not substantially modified—since this is likely to lead to a more level playing field across
Europe and make it more diYcult for some member state regulators to impose additional requirements on
firms passporting from the UK into other European member states. The BBA understands that the UK
government and the FSA may wish to have some drafting changes made to this provision. So far as the
changes do not change the broad thrust of the provision the BBA is neutral as regards those drafting
changes.

The extent to which the proposals now provide suYcient information for a full cost benefit analysis to be
undertaken at this stage and the desirability of undertaking such analysis

4. We do not believe that there is suYcient time for a useful cost benefit analysis to be undertaken at this
stage of the process and regard it as more important at this stage for the industry to be focused on preparing
forUK implementation of theDirective and its ImplementingMeasures. There have already been significant
delays in the timing of production of the text of the Implementing Measures. They were due in September
2005 and were only published by the Commission in February 2006. A cost benefit analysis at this stage
would only delay their production further at a time when the Directive must be implemented by member
states by end January 2007.
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The identification of any elements of the proposals which are most likely to be interpreted diVerently across
Europe and the problems that this may generate

5. Any part of the text is capable of being interpreted diVerently in diVerent member states. This is an
issue with any European legislation. The means of dealing with this the EU employs is to give the European
Court of Justice primacy in the interpretation of EU legislation. The European Commission can also
produce interpretative communications, although these do not have the authority of an ECJ judgment and
can be overruled by the ECJ. There is also scope for European Lamfalussy Committees such as, in the case
of MIFID, CESR to provide guidance—although, as with a Commission communication, such guidance
does not have the authority of an ECJ judgement.

6. The provisions in a Regulation are more likely to be interpreted in a similar fashion across Europe and
those in theDirectivemay bemore likely to be interpreted diVerently. This is because aRegulation has direct
eVect and the only scope formisinterpretation arises through translation and through the need for amember
state to interpret the text in the light of its own legal and cultural framework. In the case of a Directive the
fact that aDirective has to be implemented through national law adds a further element where there is scope
for diVerent text to emerge. However, this does not mean that there should be a preference for Regulations,
because there are many situations where there is a need for the added flexibility that a Directive gives. HM
Treasury and the FSA are seeking to ameliorate the risk of diVerent implementation by adopting a “copy
out” approach in the UK ie generally simply copying the text of the Directive except where change is
required for clarity or a strong case has been made for a diVerent approach.

7. Experience shows that, in general, even Directives are being implemented in a more similar fashion
across Europe than they were 10 years ago. The City of London has recently published a research paper on
the Implementation of the Market Abuse Directive which shows that, while implementation diVerences
remain between member states, this Directive was implemented in a much more similar way by member
states than the Insider Dealing Directive which was its predecessor from the 1990s.

8. These comments do not mean that the BBA and its members are unconcerned about possible
implementation and interpretative diVerences across Europe. Many of our members are doing business
across many European jurisdictions and would value a more common supervisory and interpretative
approach. At the moment we consider that this can be best developed through:

(i) encouraging the Commission to proactively manage the implementation process with a view to
more convergent approaches emerging;

(ii) supporting better supervisory convergence within the Lamfalussy networks; and

(iii) proactive dialogue with regulators to encourage similar, rather than divergent, interpretations.

The identification of any elements of the proposals which conflict with existing UK regulation and an indication
of the costs and benefits of changing these elements to reflect the rules under MIFID

9. There are certain elements ofMIFIDwhich are either in conflict with existing requirements in the UK,
or are additional to them. Most of these elements derive from the Level 1 text (ie the main Directive).
Generally speaking the Implementing Measures are only in conflict with the UK regime insofar as they are
the detail of elements found in the Level 1 text. Two exceptions are the provision relating to inducements
in the Implementing Measure Directive and the possible impact of Article 4 of the same Directive.

10. The provision relating to inducements, although titled as such, appears to be more akin to a
requirement relating to disclosure of commissions and fees. As such it is very widely, and loosely drafted
and goes far wider than any obligations in UK law. In our view it should be correctly described and should
accord with the UK requirements, which are properly focused on the sorts of disclosures which should be
made to retail customers.

11. The Article 4 Directive may possibly require that elements of the UK regime that are not found in
MIFIDhave to be removed from theUK regime unless a justification for them can be established.At present
it is not clear whether this would have to occur or not—andmuch will depend upon the final form of Article
4. Among the aspects of the UK regime which might be aVected if this was to be the case are the approved
persons regime—which requires individuals working in core financial services roles to be approved by the
FSA and the recently instituted arrangements relating to softing and unbundling.However, we consider that
there are good reasons for having both of these requirements in place and that, accordingly it may well be
possible to justify them.

12. There are a range of requirements at Level 1 which are additional to, or diVerent from, UK
requirements and are likely to result in additional cost to the industry. Among the most significant are:

(i) the pre-trade transparency requirements and the transaction reporting requirements;

(ii) the best execution requirements;
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(iii) the customer classification requirements and the associated need to send new information and
terms and conditions to existing and new customers; and

(iv) modifications to existing requirements relating to the suitability and appropriateness regimeswhen
dealing with customers and to the way in which execution only business will be conducted.

The identification of areas in which the UK would benefit from rules additional to those included in the
Commission’s draft proposals and areas in which such “super-equivalence” should be avoided

13. The BBA’s members consider that while other European member states do not have an approved
persons regime that this is an important element in the UK’s regulatory system. In particular it is important
in instilling senior management responsibility and a good compliance culture within financial institutions
and, as such, also helps to safeguard customers of financial institution.

14. An area where the UK has traditionally had more detailed requirements than many other European
jurisdictions is in relation to dealing with retail customers. The implementation of MIFID means that the
FSA will review their retail conduct of business rules for compliance with MIFID and it is likely that they
will consider the extent to which superequivalence is needed.

Whether the UK financial services sector is prepared for the domestic implementation ofMIFID and the extent
to which the proposed MIFID implementation timetable is realistic for UK firms

15. While the banking industry has already begun preparing to implement MIFID and many of the
largest institutions have hired MIFID project managers and are bringing together significant teams to
implement they still await the final text of the Implementing Measures and the FSARules and cannot carry
out much of their implementation activity until they have these.

16. The Implementing Measures are unlikely to be available before July 2006 at the earliest and the FSA
Rules will not be available before the end of January 2007. Consequently while the industry can, and will,
make some preparations during 2006 the bulk of the implementation activity by banks, including, in
particular much of the vital IT work, will have to take place during 2007.

17. At this stage it is diYcult to say definitively whether or not the timetable can be met or not. However,
the timetable is unquestionably tight and there are concerns, in particular, about the extent to which it will
be possible to develop IT requirements and test them in time for the deadline of 1 November 2007. This is
particularly so as the European and national authorities do not appear to have a clear and agreed idea at
this stage about theway in which some of the requirements can bemet. For example there is still considerable
uncertainty about what is meant by the requirements relating to “systematic internalisers”, precisely how
pre-trade transparency in equities can be given and the implications of the requirements relating to “liquid
shares” and the obligations attaching to firms dealing in such shares.

18. In addition there is still a possibility that the EU legislative timetable for the ImplementingMeasures
and/or the FSA’s consultation timetable might slip. Were either of these to happen it is almost certain that
it would not be possible to implement by the 1 November 2007 deadline.

19. To ease this diYculty the BBA has been working closely with its members, the wider financial services
industry and the FSA andHMTreasury. In particular in the summer of 2005 the BBA proposed to the FSA
that it should publish a document alerting the financial services industry to the implications ofMIFID. This
document “Planning for MIFID” was published in November 2005 following close co-operation between
the financial services trade associations and the FSA in its development and has been very well received. It
is designed to encourage financial services firms to think about the implications for their firm and customers
and to plan and budget for the implementation process.

20. A second important implementation project for which the BBA is secretariat isMIFIDConnect. This
is a project designed by the trade associations to assist their members with implementation of MIFID. As
at the time of writing it comprises eleven trade associations—the Association of British Insurers, the
Association of Foreign Banks, APCIMS, the BondMarkets Association, the British Bankers’ Association,
the Building Societies Association, the Futures and Options Association, the International CapitalMarkets
Association, the Investment Management Association, the International Swaps and Derivatives
Association and the London Investment Banking Association.

21. MIFID Connect is intended to provide help to financial services firms in a variety of ways. This will
include the development of:

(i) aMIFID Survival Guide which the firms can buy and which will assist themwith implementation;

(ii) interpretative guidelines and practical advice on requirements of the legislation;

(iii) seminars and training; and

(iv) information about the progress of implementation.

March 2006
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Memorandum submitted by Barclays

Executive Summary

We believe the EU has come a long way in recent years. It now consults more thoroughly and is, at least,
paying lip service to the whole better regulation agenda. We consider that it is still too early to be definitive
about the success of the Lamfalussy process. That said, any developments must be evolutionary not
revolutionary. Our view is that the increased involvement of the European Parliament has been of benefit
to all stakeholders wishing to engage in the legislative process.

As far as the three specific issues highlighted:

MiFID: the extension of time is to be welcomed but we have concerns about the level of detail now being
introduced by CESR.

Clearing and Settlement: we remain unconvinced that legislation is required and consider that the
Giovannini Barrier approach is to be preferred.

MortgageGreen Paper:we have urged the Commission to take special care to consider impacts on theUK
market (the EU’s largest andmost developed) before it takes any action.We also recommend that eVorts be
prioritised to ensure those likely to integrate markets are tackled first (funding access, market entry barriers,
legal commonality including collateral, consumer protection issues).

In conclusion we are more optimistic than for some time about the approaches to financial services
legislation being exposed in Brussels.

1. The Operation and Development of the Lamfalussy Arrangements:We have closely followed and long
supported the Lamfalussy arrangements. Currently our Group General Counsel, Mark Harding, sits, in a
personal capacity, on the Inter-Institutional Monitoring Group (IIMG) one aim of which is to improve
the process.

2. Our current main concerns are that the process should be given suYcient time to bed down before any
significant changes are contemplated. It was originally envisaged that the Lamfalussy process would
improve the updating of legislation but to date it has mostly had to deal with new framework legislation.
We therefore consider it somewhat premature to judge its performance in the role for which it was originally
designed.

3. In terms of the three Level 3 committees we consider that they should work together to converge
practices between themselves and co-ordinate activities in the most eYcient fashion.We do not believe that,
at this stage, there is any merit in considering new structures or arrangements and that to do so would be
to distract from the need to make existing arrangements work well. It is very much a case of evolution not
revolution.

4. It appears from the drafts we have seen that the Commission will put forward such an approach in its
White Paper, specifically:

— Settling the European Parliament call back issue.

— Improving accountability and transparency.

— Improving cross-sectoral co-operation.

— Embedding better regulation principles.

— Being mindful of the global context.

5. The Impact of Better Regulation Principles: We have noticed an increasing willingness of the
Commission to consult in an open fashion. This is very much to be welcomed. Some Member States might
benefit from adopting a similar approach, although we would commend both the Treasury and the
Department of Trade Industry on their willingness to consult. In particular we regard it as important to
allow suYcient time for considered and meaningful responses to be prepared. The recent inquiries initiated
by DG Competition into financial services have unfortunately not done so. There is always the danger that
hurried input from consultees will result in poor conclusions being reached by policy makers.

6. A second area where we do not think that the principles have been applied suYciently rigorously is in
respect of the Consumer Credit Directive. No rigorous cost benefit analysis (CBA) has been conducted for
this proposal and the Commission lost an opportunity to clearly demonstrate commitment to this aspect of
the better regulation agenda when it declined to conduct one.

7. There is also a clear case for both the Council and European Parliament to consider conducting CBAs
when they make significant amendments to Commission texts which do have CBAs attached to them.

8. The Role of the European Parliament in the Legislative Process:We regard the European Parliament
as a very useful participant in the legislative process. It is probably the most open in terms of interested
parties’ ability to influence the outcome of legislation.

9. In terms of the specific initiatives highlighted by the Committee we oVer the following comments:
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10. The Implementation of the Markets in Financial Instruments Directive (MiFID): We welcomed the
initial Commission proposal to extend theMiFID implementation deadline. The subsequentUKPresidency
proposal to extend it further to a total of 18 months (nine for regulators and nine for firms to implement
the necessary systems and compliance changes), bringing the deadline to 1November 2007 is also beneficial.
We have been concerned by the tendency by CESR on some aspects of its advice on the implementing
measures to stray beyond the remit accorded to it by the Level 1 directive. It is therefore pleasing to see the
Commission’s readiness to disregard the sections of advice that do so, reverting rather to the principle set
out in the underlying directive. We are, however, a little confused by the mixed messages coming out of the
Commission on the subject of whether this is a minimum or maximum harmonisation directive. We would
favour minimum harmonisation, coupled with mutual recognition.

11. The Commission’s consideration of a possible Clearing and Settlement Directive:The Barclays position
over the several years that the debate on clearing and settlement has been rumbling along has always been
that legislative action is unnecessary here as market forces will bring about the necessary cross-border
integration over time. We support the identified non-legislative measures identified to overcome the so-
called “Giovannini Barriers” to cross-border integration of clearing and settlement systems and believe they
should be given time to take eVect before any legislative action should be considered. We were at first
encouraged by the Commission’s commitment to undertake a thorough regulatory impact analysis (RIA)
before making any decisions on how to proceed in this area. However, we have since been disappointed by
developments that at one point indicated that the RIAwould not be published for scrutiny and consultation
but rather be published at the same time alongside a proposal for a directive in the first half of 2006, thus
undermining the whole purpose of such an exercise. We understand that as a result of pressure from
industry, the RIA will now be published ahead of the draft directive but it still seems inevitable that a
directive will follow regardless.

12. The Commission’s consideration of Mortgage Credit in the context of the development of a Single
Market in Retail Financial Services: Barclays submitted its response to the European Commission’s Green
Paper, Mortgage Credit in the EU, at the end of November. Like many others, we were relieved that the
Green Paper was relatively high-level—it contained very few concrete proposals. However, it did provide
an indication of the direction of Commission thinking with regard to mortgages.

13. The Commission is keen to see the development of an integrated European market for mortgages,
with more cross-border lending; although it was not entirely clear from the Green Paper exactly what was
meant by this, or whether there was consumer demand for such a development. The Commission however
feels that consumers will be better served in a larger and more integrated market.

14. Broadly, Barclays does not disagree with this sentiment. However, in our consultation response, we
urged the Commission to be cautious in how it goes about achieving its objective. TheGreen Paper proposes
four main areas of activity—consumer protection, legal issues, mortgage collateral and funding. We believe
that only changes to the last of these—funding—will actually lead to the more integrated market the
Commission desires.

15. We encouraged the Commission to prioritise any activity as follows:

(a) Measures to increase access to funding across Europe.

(b) Measures to reduce barriers to market entry and product development, such as the removal of
usury rules and interest rate caps, and greater access to databases.

(c) Measures to support common standards in legal issues and mortgage collateral.

(d) Measures to further protect consumers.

16. We made the point throughout our response that the UK represents the largest and most developed
mortgagemarket in the EU, and that the Commission should take care not to damage inadvertentlymarkets
such as the UK which are already working well. There is no evidence that increased consumer protection
would help drive integration across Europe, and would be detrimental to the UKmarket. In this sphere, we
suggested that the Commission might like to focus its attention on encouraging implementation and
embedding of the voluntary code of conduct among lenders.

17. We welcomed the production of a Cost-Benefit Analysis to accompany the Green Paper, but feel that
such examinations should in future bemore robust. The analysis was somewhat one-sided and focusedmore
on the expected benefits that the costs, which we thought were underestimated. However, it was based on
a somewhat hypothetical set of proposals and the actual costs will be based on whatever measures the
Commission decides to adopt. Nonetheless, we are pleased that the Commission has accepted the need for
such assessments and would urge that one is undertaken on the proposal for a Consumer Credit Directive.

18. Commissioner McCreevy has repeatedly stated that for him to agree to any new proposals for
directives, such proposals must be able to demonstrate (a) clear evidence of the need for action; (b) that the
EU is best placed to act; and (c) that a regulatory proposal is the only possible solution. We are encouraged
by this sentiment and think that mortgages represent a real test of the Commission’s commitment to such
principles and to the wider better regulation agenda.

December 2005
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Memorandum submitted by the Children’s Mutual

1. Introduction

1.1 The Children’s Mutual is a specialist provider and distributor of savings and investment plans
designed to allow families to build up funds for their children’s futures. We are the only financial services
organisation dedicated solely to this area of customer need, and have over 50 years of relevant experience
on which to draw.

1.2 We have become amajor player in theChild Trust Fund (CTF)market, oVering both stakeholder and
non-stakeholder plans, based on underlying investment in funds of selected UCITS collective investment
schemes. We also oVer and promote both wrapped and unwrapped investment in such funds for adult
consumers, designed primarily for use by parents and grandparents as a way of building additional funds
for a child’s future.

1.3 We have responded separately to the HMT Consultation Paper on the UK implementation of
MiFID. A copy of that response is attached for reference. We would particularly draw your attention to the
concerns expressed therein over the potential threat to the continued distribution of non-complex
products—and most specifically stakeholder CTF accounts—via the “direct oVer” route, as currently
undertaken in the UK. We see this eventuality having the possible outcome of totally undermining
Government eVorts to improve the financial wellbeing of future generations, and to start addressing the
“savings gap”.

2. Submission

2.1 We wish to make the following submissions in response to the specific issues raised by the Inquiry.

2.2 Whether the proposals adequately reflected prior input into the legislative process and the extent to which
there were any significant “surprises” in the proposals, or whether any new requirements were included without
suYcient prior consultation?

2.2.1 We are not aware that any public consultation, either at EU or UK level, had taken place prior to
the adoption of the MiFID framework directive (EC/2004/39) in April 2004. We now believe that the scope
of the directive has increased immeasurably beyond that which was originally envisaged—for example by
the inclusion of investment advice as a separate regulated activity (we accept that the giving of advice is
already regulated in the UK), and by extending the list of financial instruments covered to include units in
collective investment undertakings—even though the undertakings themselves are not covered.

2.2.2 We are concerned that this widening of scope will, in the UK, lead to FSA significantly changing
the nature of its conduct of business (COB) rules for other types of investment product (eg life insurance) so
as, eVectively, to bring within the scope of MiFID-type regulation, products and services which were never
intended to be covered by the architects of the original directive. The costs of implementing such a wide-
ranging change will be very significant, and yet it is impossible to identify any quantifiable benefits accruing
to UK consumers, in terms of enhanced protection or otherwise.

2.2.3 The lack of clarity regardingmany elements of the directive, and the draft implementing directive—
the prime example being the issue we have raised regarding direct oVer promotions—is making it extremely
diYcult for firms to undertake a meaningful analysis of what the ultimate eVects, and hence costs, on their
business is likely to be. The lengthy delays which are continuing to occur, whilst the implementation date
of November 2007 remains “set in stone”, serve only to exacerbate this diYculty.

2.3 The extent to which the proposals now provide suYcient information for a full cost benefit analysis to be
undertaken at this stage and the desirability of undertaking such analysis?

2.3.1 Whilst we believe a full cost-benefit analysis is essential—both at EU and UK level—at this time
we have not been able to identify any benefit for either UK consumers or the UK industry, beyond (from
our perspective) the very limited relaxation of requirements for firms wishing to transact business in other
Member States. Following on from our comments above, we do not see how such an analysis could be
undertaken at the present time, given the continuing uncertainties and lack of clarity.

2.3.2 The partial regulatory impact assessment undertaken by the UK Government at present does not
go far enough in considering either the initial or on-going industry costs which will impact on UK firms,
and the consequent eVect on consumers.

2.4 The identification of any elements of the proposals which are most likely to be interpreted diVerently
across Europe and the problems that this may generate

2.4.1 Experience shows that fewMember States are able to devote the necessary energy and resources to
eVect the successful and timely transposition and implementation of EC financial service directives required
by Community bodies. We firmly believe that the length and complexity of MiFID will mean that it is
extremely unlikely to buck the trend set by earlier measures. DiVerential implementation byMember States,
and at varying speeds, should be anticipated. In particular, specific aspects such as customer advice, financial
promotions, complaints handling and systems and controls are likely to be implemented in a variety of ways,
and may lack the comprehensive approach normally adopted in the UK.
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2.5 The identification of any elements of the proposals which conflict with existing UK regulation and an
indication of the costs and benefits of changing these elements to reflect the rules under MiFID

2.5.1 The most significant element of the proposals that appears as if it may conflict with current FSA
regulations is the issue of distributing non-complex financial products (falling within MiFID) by “direct
oVer”, where the promotional material is sent (usually by post but also, increasingly, by email) to individual
consumers, about which providers and distributors typically know very little, or nothing, other than their
name and address.

2.5.2 Although this method of distribution is not disallowed by MiFID per se, its total absence from the
directive as a distinct distribution channel—given that the way direct oVer currently works excludes it fom
the definition of “execution only”—means that the potential position post-MiFID is unclear, leading firms
to have to consider the “worst case scenario” that this distribution channel may either be closed completely,
or become too expensive to operate. This eventuality could leave the only routes via which a huge proportion
of consumers could access basic, low-cost, investment products (such as the CTF) being the display of
leaflets in high street outlets, and generic sections of providers,/distributors, websites. Both channels would
require pro-active engagement by the consumer in the first instance, which experience shows to be lacking
in the community at large, and especillay amongst the less financially sophisticated.We cover this issue, and
the significant level of consumer detriment that we believe would ensue, in much greater depth in the
attached response to the HMT consultation paper.

2.5.3 The costs to the industry (and hence, indirectly, to consumers) would be negligible if HMTandFSA
were to implement the directive in such a way as to remove direct oVer business from the scope of the
directive; a high level of consumer protection is already in place under current FSA COB rules for buisness
transacted in this way. A list of possible options for achieving this desired outcome is included in the
attachment. The benefit to consumers—and especially those for whom the cost of obtaining advice is
prohibitive—of taking such action would be the continued freely available access to straightforward
aVordable financial products.

2.6 The identification of areas in which the UK could benefit from rules additional to those included in the
Commission’s draft proposals and areas in which such “super-equivalence” should be avoided.

2.6.1 We have not identified any area which would be of relevance to our business in which the adoption
of additionalmeasures would be advantageous or beneficial.We are unable to comment on other areas, such
as trading platforms and asset management issues. In general, we are opposed to super-equivalence unless
significant tangible benefits for both UK consumers and firms can be demonstrated.

2.7 Whether the UK financial services sector is prepared for the domestic implementation of MiFID and the
extent to which the proposed MiFID implementation timetable is realistic for UK firms

2.7.1 We do not believe that the present timetable is attainable for the vast majority of firms in the UK
financial services sector. Given that final agreement of the level 2 proposals is not anticipated until June
2006, the period that will remain for FSA to finalise, publish and consult on its implementation proposals,
to be able to have the necessary regulations in place by the end of January 2007, will be far too short.We have
already seen the results of trying to implement measures in such a rushedmanner in respect of the Simplified
Prospectus Directive—and MiFID is in our view far more complex and far-reaching in scope. We do not
believe that achieving full implementation by 1 November 2007 is a realistic prospect.

April 2006

Memorandum submitted by Citigroup

Citigroup welcomes the inquiry by the Treasury Committee (the Committee) into EU financial services
regulation with a particular focus on the proposed framework Directive on Clearing and Settlement (the
Directive).

As part of this submission, we have commented on the Directive as outlined in the “Communication on
Clearing and Settlement—the way forward” (the Communication) datedApril 2004. In relation to the issues
that we understand will be considered in the inquiry, youmay find it useful to refer to sections 3.2 (TheNeed
for a Directive), 3.3 (Principles to underpin the New Directive), 3.4 (Scope of the Directive as Proposed)
and 4 (Conclusions) and Appendix 7 (Minimum Regulatory Standards) of the Citigroup response to the
Communication dated July 2004 (enclosed—not printed).

If it may be of assistance, Citigroup would welcome the opportunity to meet with the Committee and
discuss this submission or issues relating to the EU clearing and settlement in general.

1. The Need for the Directive

1.1 It is widely recognised that the European Commission should only legislate in the EU financial
services sector: (i) where there are demonstrated risks which are currently unregulated or under-regulated;
(ii) where neither the market nor national laws can solve the problem; and (iii) where the benefits outweigh
the costs.



3246464019 Page Type [O] 31-05-06 01:29:51 Pag Table: COENEW PPSysB Unit: PAG1

Treasury Committee: Evidence Ev 59

1.2 Citigroup considers that these criteria are satisfied in the EU clearing and settlement sector.

1.3 The Directive should establish minimum standards that state principles rather than prescribing
implementation methods, following the four-level approach embodied in the Lamfalussy procedure. The
standards should be left to national authorities to implement, and cross-border implementation should
occur through mutual recognition.

1.4 All terminology should be defined to avoid confusion and in a way which will not limit the market’s
ability to innovate.

2. Principles that Should Underpin the Directive

2.1 Citigroup considers that the Directive should pursue the following policy objectives:

2.1.1 Avoid regulation where need is not proven, and where market forces should be able to
deliver a solution;

2.1.2 Adopt risk-based functional regulation, and protect investors, market participants, and
intermediaries from undue risks;

2.1.3 Foster competition that will result in cost savings and innovation for the benefit of users.

Undue and double regulation should be avoided

2.2 The Directive should not cover issues which the market can resolve. Regulatory requirements should
not be imposed where risks are not shown to exist, or where an adequate regulatory response is already
in place.

2.3 Safekeeping, asset transfer and banking activities should be supervised to the minimum standards
imposed on banks, regardless of the nature of the institution carrying out such activities, but should not
impose additional regulation where the institution is already supervised by existing regulation to the
minimum standard in such areas.

Appropriate risk-based functional regulation

2.4 An appropriate approach to risk-based functional regulation should be adopted. The risks associated
with diVerent firms undertaking the same activities should be appropriately assessed, managed and
minimized. The Directive should not follow an inappropriate form of functional regulation which requires
that the same activities be subject to the same treatment, regardless of the institutions that perform them.
Such an approach will not deliver the objectives of safety, eYciency, or a level playing field.

Minimum standards of risk management

2.5 There should be minimum standards of risk management practices for market infrastructure, such as
central counterparties (CCPs), central registers and central settlement institutions, that deliver an acceptable
level of safety and soundness demanded by market participants and investors. In particular, in the absence
of minimum safety standards, operational and credit risk management could be compromised in order to
reduce costs and increase revenue because of the systemic risks introduced by centralized functions.

Minimum standards of supervision

2.6 There should be minimum standards of supervision of CCPs and central settlement institutions by
the home state competent authority. The rationale for such standards is to combat systemic risk, which is
inherent in centralised functions, such as clearing and settlement, which in practice are provided by
dominant firms in each EU Member State, including the UK. Investors are exposed to risk if the central
register or settlement functions are not subject to minimum supervisory standards. If a CCP or central
settlement institution carries out banking activities, systemic risk and investor protection issues are
potentially compounded.

Mutual recognition

2.7 CCPs and central settlement institutions should be given mutual recognition (“passport”) rights to
do business in other Member States, provided they are adequately supervised in their home state. The
Directive does not need, however, to establish a uniform pattern of such rights.Mutual recognition through
an “EU passport” is the best model since it introduces a degree of competition, is non-prescriptive, and is
a familiar model in the financial services field.
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Non-discriminatory access

2.8 Conditions of access to CCPs and central settlement institutions should be non-discriminatory, risk-
based, and transparent for all members. This principle is a vital underpinning to the “passport”: an
institution should not only have the right to go out to operate in other EU Member States, but should not
apply discriminatory practices to would-be members who wish to come in to use it from outside the
institution’s home state.

Issuers’ choice of access

2.9 EU Member States should repeal laws and exchange rules which deny issuers freedom of choice of
central registers and central settlement institutions. The grant of a “passport” to central settlement
institutions will not of itself be suYcient to achieve this goal, as many of the obstacles are inherent in
exchange rules. If issuers have no choice, central registers and central settlement institutions will not face
eVective pressure to improve the eYciency of specific services needed by issuers.

Coherence with existing regulations

2.10 Coherence with existing EU legislation, such as the Settlement Finality Directive and the Financial
Collateral Directive, is essential. It is of major importance that the definitions used in the Directive are
consistent with those used in existing EU legislation and any imminent legislative measures. In this context,
Citigroup welcomes the delay in the adoption of any ECB/CESR Standards which appear to be diYcult to
reconcile wholly with the European Commission’s simultaneous initiatives.

Governance

2.11 CCPs and central settlement institutions should, through governance standards, be subject to
suYciently robust separation of anymonopoly business from services where they competewith others. CCPs
and central settlement institutions are in dominant market positions, and may therefore undertake anti-
competitive or abusive behaviour which cannot be addressed adequately, or promptly enough, by
competitive forces or ex-post enforcement by competition authorities. Governance measures, including
accounting separation and unbundling, are required if the risk of exploitative practices by dominant
providers is to be contained eVectively.

3. Key Issues in the Proposed Framework Directive which Cause Concerns

3.1 In the Communication, the European Commission set out three key elements of the Directive,
namely:

3.1.1 rights of access and choice;

3.1.2 a common regulatory/supervisory framework; and

3.1.3 appropriate governance arrangements.

Rights of access and choice

3.2 The provision of rights of access is pro-competitive and, if realised, would be likely to enhance
competition in the EU clearing and settlement sector. However, in this context, there are several important
risks outlined below which need to be noted:

3.2.1 Ensuring issuers also have choice—If the provision of central register and settlement
functions are not eVectively unbundled, competition is restricted at both levels. In particular,
in those jurisdictions where there is no choice, the lack of choice on the part of issuers to
choose which central register they wish to use endorses andmaintains the dominant position
of that central registers. Alternatively, in those EU Member States where the central
settlement institution is also the central register, it means that this central settlement
institution faces little or no competition. No other central settlement institution will be able
to compete to provide settlement services and have direct access to the central register
without going through the existing national settlement system. Unless such links are
unbundled (which is not necessarily the same as being divested), competition between central
settlement institutions will be restricted.

3.2.2 Inclusion of non-financial institutions—The current access model of clearing and settlement,
where mainly investment firms and banks have direct access to clearing and settlement
institutions, is implicitly supported in the Communication.While this appears to be themost



3246464019 Page Type [O] 31-05-06 01:29:51 Pag Table: COENEW PPSysB Unit: PAG1

Treasury Committee: Evidence Ev 61

eYcient practice at present, it may be that in the future an alternative and more eYcient
model for clearing and settlement is built which is predicated on allowing free and direct
access by other types of market participants to clearing and settlement institutions.

3.2.3 Focus on implementation—Notwithstanding the pro-competitive intent of the
Communication, the political process for finalising and implementing the Directive may
mean that these rights of access are not in practice realised. This is most likely to happen
either because onerous requirements are placed on firms wanting cross-border access to
clearing and settlement institutions, or because exceptions are established which allowCCPs
and central settlement institutions the right not to grant access to specified firms.

Common regulatory/supervisory framework

3.3 The European Commission’s proposal to establish a common set of high-level principles for the
authorisation, regulation and supervision of EU clearing and settlement systems creates the following
concerns:

3.3.1 Regulation only where needed—Notwithstanding the stated intention only to impose
regulatory requirements where the risks associated with a particular function might
adversely aVect prudential and investor protection goals, excessive regulation may in fact be
imposed. There appears, for example, to be little evidence to date that matching or
confirmation, which both appears to be covered by the Proposals in the communication,
warrant EU regulation.

3.3.2 Appropriate application of “functional regulation”—Functional regulation is only useful if it
is applied in a risk-based manner. It should not mean, as the Communication stated, that
“the same activities . . . [should be] subject to the same treatment . . . regardless of the
institutions that perform them”. Such an approach will not lead to the minimization of
systemic risk and investor protection concerns.

3.4 Risk-based functional regulation involves the assessment of the risks arising from a particular
institution undertaking a particular activity. Any regulatory framework established should ensure that
specific relevant concerns about systemic risk and investor protection are managed in a manner, where the
benefits outweigh the costs of doing so. If, and only if, the same risks are faced by diVerent institutions, does
a risk-based functional approach require that the same regulation be imposed on diVerent institutions.

Governance arrangements

3.5 Citigroup has a number of concerns relating to the eVectiveness of the provisions relating to
governance in the Communication:

3.5.1 Establishing appropriate level of requirements—Any additional governance requirement
imposed need to be proportionate to the risks they are seeking to mitigate. Governance
constraints should only be imposed: (i) to restrict anti-competitive or abusive behaviour; (ii)
to promote systemic stability and investor protection; and (iii) where the benefits of doing
so outweigh the costs.

3.5.2 Where the possibility of anti-competitive or abusive behaviour is low, namely where a
provider does not have a dominant position, and where existing regulation is suYcient to
promote systemic stability and investor protection, the need for additional governance
constraints is low and they should not be imposed.

3.5.3 Enforcing unbundling—If the European Commission’s proposals concerning unbundling are
reflected in the final version of theDirective, whichCitigroup considers is essential, theymay
be unenforceable. Evaluating whether an accounting separation is appropriate and fair is a
complex and ongoing activity, and the European Commission will need to have the means
of assessing firms’ compliance with these requirements. The policy of unbundling is likely to
be ineVective unless the Directive prescribes a common, industry-sensitive methodology on
cost allocation, imposes the requirement that dominant providers provide standardised
accounts in relation to both their dominant and competitive activities, and requires that such
accounts be subject to regular external audits. In this respect, please refer to section 3.4.3 of
the Citigroup response to the Communication for further information.

3.5.4 Enabling eVective competition in all relevant banking services—The European Commission’s
proposal in relation to what type of money should be used for settlement purposes has a
major weakness. The judgment of whether a settlement system should use central bank
money or commercial bank money constitutes a judgment on best practices in risk
management, and is beyond the scope of this paper. However, if a dominant settlement
system uses commercial bank money, requiring it to oVer simply its users the alternative of
settling in central bank money will not be suYcient to ensure that competition prevails in
relation to the full range of relevant banking services (such as credit provision, securities
borrowing and triparty repo services). Simply requiring central settlement institutions to
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provide an alternative oVering will enable it to maintain de facto exclusive rights to oVer all
relevant banking services to the detriment of users, who would gain from competitive
oVerings from other commercial banks.

4. Minimum Regulatory Standards to be Covered in the Directive

4.1 As mentioned above, Citigroup considers that the Directive should include minimum standards of
supervision of CCPs and central settlement institutions by the home state competent authority. Such
standards are intended to combat systemic risk and provide investor protection and should include the
following:

4.1.1 The entity provides settlement arrangements which are legally, operationally and otherwise
eVective in all relevant jurisdictions;

4.1.2 The entity’s rules contain adequate provisions relating to insolvency and/or default, and
the respective consequences;

4.1.3 The entity has adequate arrangements and resources for eVective monitoring and
enforcement of its rules;

4.1.4 The entity is prudently managed, in particular with internal systems and controls which are
adequate for that purpose;

4.1.5 The entity’s activities are carried out with integrity and appropriate professional skills;

4.1.6 The entity has financial resources in a formappropriate to and of an amount commensurate
with the nature and scale of its operations and the risks to which it is or is likely to be
exposed and which are suYcient for the proper performance of its functions;

4.1.7 The assets of the entity are such as to provide it with liquid resources suYcient for the
proper operation of its settlement arrangements and otherwise for the proper performance
of its functions;

4.1.8 The ownership structure of the entity does not result in any unacceptable conflicts of
interest and is not in any other way a potential source of weakness;

4.1.9 The entity has obtained and continues to maintain all authorisations, licences and consents
necessary for the conduct of its activities in all relevant jurisdictions;

4.1.10 The structure, organisation and procedures of the entity are such as to make possible the
eVective supervision of the entity;

4.1.11 The entity is able andwilling to co-operate, by the sharing of information or otherwise, with
specified regulatory bodies; and

4.1.12 The entity is required to notify the competent authority on the occurrence of specified
events (including changes of control, member default, and failure by the entity to comply
with any of these requirements)

8 December 2005

Memorandum submitted by the Council of Mortgage Lenders

Introduction

1. The Council of Mortgage Lenders (CML) welcomes the opportunity to make a submission and give
oral evidence to the Treasury Committee inquiry into European financial services regulation.

2. The CML is the representative trade body for the UK residential mortgage lending industry, and a
member of the European Mortgage Federation (EMF). Our 147 members represent over 98% of the assets
of the UK mortgage market. We maintain active links with key stakeholders in the Commission and other
European mortgage markets to seek to ensure that European regulatory initiatives do not pose a potential
threat to the competitive and highly developed UK mortgage market.

3. In parallel, we have been supportive of the Commission’s policy to promote integration measures to
create a single market, which may open up new business oppportunities in other member states for the few
CML members which operate internationally.

Background

4. Over a number of years, through the EMF, the CML has been closely involved in debates with the
Commission and consumer bodies in Europe on improving comparability and transparency of mortgage
product information for consumers. The CMLhas been supportive of the voluntary code of conduct on pre-
contractual information on home loans produced in 2001.
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5. We supported the Commission’s decision to set up a ForumGroup onMortgage Credit inMarch 2003
with the task of considering the barriers to further mortgage market integration and making proposals to
tackle those barriers. Its report The Integration of the EU Mortgage Credit Markets was published by the
Commission in December 2004. It contained 48 recommendations for action which were then encapsulated
in the Commission’s Green PaperMortgage Credit in the EU published in July 2005. A copy of the CML’s
response to the Green Paper is attached as annex 1 to this submission.

Financial Services Policy 2005–10

6. While this submission focuses on mortgage credit, the CML would like to touch briefly on one other
aspect of the White Paper Financial Services Policy 2005–10 published on 5 December. The CML was
particularly pleased to see a continuing strong commitment to a Better Regulation agenda in which an
analysis of costs and benefits and impact studies are integral to the development of new regulatory
proposals. This personal commitment was reaYrmed by Commissioner McCreevy in his speech at the
Hearing on the Green Paper on Mortgage Credit on 7 December. Previously he has articulated his views
as follows:

“Every new piece of legislation that crosses my desk has to show that it provides a clear benefit to
the European economy. I ask simple questions: ‘Is there a case for action? Is it the EU that is best
placed to act? Is a regulatory proposal the only possible solution, or are there less intrusive, less
costly alternatives that can achieve the same objectives?’ Only if I get a ‘yes’ to all these questions
will new proposals get my stamp of approval.”

7. This must be the right approach in our view.

Mortgage Credit in the EU

8. The Green Paper is the Commission’s considered response to the report of the Forum Group on
Mortgage Credit. It is consultative in tone but sets out a wide range of possible measures from enhanced
consumer protection rules to proposals to improve the eYciency of the secondary mortgage markets. The
Commission also asked the consultancy London Economics (LE) to produce an analysis of the European
mortgagemarkets and the potential costs and benefits thatmight flow from integration. TheCMLpublished
an article on the LE report which is attached as annex 2 to this submission.

9. The Commission held a public hearing on the Green Paper on 7 December. A White Paper on
mortgage credit is expected in 2006. Somewhat confusingly, the Commission’s Financial Services Policy
White Paper onMonday referred to publication at the end of 2006 butMrMcCreevy onWednesday referred
to publication by the middle of the year.

10. The Commission has announced an intention to create an expert market participants group to advise
on the promotion of a pan-European mortgage funding market. It is disappointing that this initiative has
not been progressed since July as we consider it is a positive step for the Commision to take. It is also
unfortunate that, we understand, the Commission proposes to publish its White Paper on mortgage credit
before the funding group has completed its work. This slow progress seems to understate the importance of
improving funding market eYciency to deliver tangible lender and consumer benefits from integration.

MortgageMarket Integration

11. In order to assess the costs and benefits of integration, it is important to be clear about the definition
of integration that it is appropriate to employ. The CML supports the definition oVered by the LE report
referred to above: “The same range of products is available in all member states at the same prices.”

12. The focus should be onmarket eYciency and the product range in diVerent member states. The CML
believes that there is real scope to promote further integration with measures to address deficiencies in these
areas. The CML does not believe that integration can usefully be fostered by the promotion of cross-border
borrowing by consumers. The cultural, legal and structural impediments to such activity are too great.

13. The 2004 Eurobarometer study estimated that consumers shopping across borders accounted for less
than 1% of all lending in the EU. LE concludes that there is little appetite from either consumers or lenders
to extend such activity. Cross border activity can expand, but evidence suggests that this will be by way of
lenders crossing borders by establishing a presence in other national markets throughmergers, acquisitions,
establishment of branches and joint ventures.
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Priorities for Action

14. In responding to theGreen Paper and the LE report, the CML established a clear ranking of priorities
for Commission action set out in paragraph 3 of annex 1.

Integration not Regulation

15. Overall, the CML believes that a case can be made for Commission action to promote integration
but this should not be by regulatorymeasures. Such a case would be based on a clear set of priorities looking
at funding, removing national barriers in other member states, and improving market infrastructures to
improve eYciency and enhance competition. At the end of the day, it is lenders themselves whowill promote
integration through their determination to gain access to new national markets. There will only be lender
determination to act when a clear commercial case can be made.

The UK Context

16. As the LE report recognises, the UK has a highly developed and competitive mortgage market, with
awider range of products available than any othermarket in the EU. LE uses theUKmarket as an exemplar
for the key characteristics of an integrated EU market. Ironically, as LE recognises, the highly developed
nature of the UK market means that the UK would derive less benefit from moves to promote integration
than other member states.

17. We cannot allow the UKmortgage market—the EU’s largest—to be damaged by measures intended
to bring benefits to the EU as a whole.

18. It should not be forgotten, also, that the UK market is itself responding to major challenges,
principally in the field of regulation and new home buying and selling rules due in 2007. Regulation of
mortgages came into force in October 2004. This has resulted in major changes that the mortgage industry
is still absorbing. The costs of new statutory regulation, ultimately payable by consumers, have been
substantial. The UK now has one of the most developed consumer protection regimes in the EU, and UK
lenders have little appetite for further regulatory upheavals that are unlikely to bring benefits to themselves
or their customers.

9 December 2005

Memorandum submitted by the City Remembrancer’s OYce of the Corporation of London

Introduction

1. The Corporation of London has for some time been seeking to highlight the importance of thorough
and detailed scrutiny of EU financial services legislation by Parliament, in addition to trying to ensure that
directives which emanate from the EU are both principles-based and proportionate. EVective transposition
into UK law through eVective parliamentary scrutiny is closely connected to the successful pursuit of the
Government’s better regulation agenda as a whole. The City supports the Government’s desire to bring
about a fully functioning single market in wholesale financial services, recognising that such harmonisation
would be beneficial to economic growth in the UK and EU.

Lamfalussy Arrangements

2. The Lamfalussy scheme is primarily directed at the legislative and regulatory process (including the
implementation and enforcement stages). So far, progress in establishing a framework for legislation and
regulation has been generally reassuring, although it is too soon to reach a definitive judgement on all the
facets of the application of the Lamfalussy approach because the process is still evolving, as are markets
themselves. The implementation of Financial Services Action Plan (FSAP) directives is at an early stage;
CEBS and the Committee of European Insurance and Occupational Pensions Supervisors (CEOIPS)
became fully functional only at the start of 2004; the directive establishing Level 2 Committees for banking
and insurance has recently been finalised; and it is so far hard to tell how eYciently and eVectively the
relationship between Levels 1, 2 and 3 is functioning. If problems do arise, it will be important to determine
whether they result from any fundamental design flaw in the Lamfalussy framework or from its faulty
implementation. Level 4 now needs more attention.

3. For the time being there is widespread agreement that the emphasis should be on improving the
working of the Lamfalussy arrangements (for legislation, regulation and enforcement set out in the
Lamfalussy report), which are likely to remain for the foreseeable future, and that every eVort should be
made to make them work, for example, by:

— ensuring that Level 1 legislation really is framework legislation and is not encumbered with
“details” that would be better dealt within Level 2;
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— deciding within Level 2 how much should be determined at that Level and how much should be
left to implementing measures by national rule makers;

— using Level 2 procedures actively to ensure that regulation is kept up to date and mistakes in
regulation are corrected quickly; and

— reinforcing the Level 4 arrangements for the enforcement of Community rules.

4. It is worth noting that the European Parliament’s acceptance of the Lamfalussy framework, especially
for the Level 2 arrangements, was made conditional on a change to the European Treaties that would allow
the Parliament a power to “callback” Level 2 legislation. The Treaty establishing a Constitution for Europe
provided such a power but now the Treaty has become defunct, some other way of meeting the Parliament’s
concerns may need to be found.

Better Regulation

5. In the current climate when “Better Regulation” is top of the political agenda, business organisations
have the chance, and the responsibility, to use the better regulation machinery and techniques to make a
real diVerence to the quality of legislation. Techniques like regulatory impact assessment will only work if
business shares details of its compliance costs with regulators and legislators. The full potential will only be
achieved if business is prepared to deploy, where necessary, its own impact assessments where legislators
and regulators have not done a thorough enough job.

6. The commitment to better regulation is widely welcomed. In particular, a systematic approach for the
avoidance of “goldplating”, for justifying the principles of new legislative initiatives by rigorous cost benefit
analysis, and then by full regulatory impact assessments of specific regulatory methods; for using non-
legislative approaches wherever possible; and for the ex post evaluation of the actual impact of regulations
with a commitment to repeal or revise where the evidence so justifies. This should, however, be accompanied
by more consistent implementation and enforcement of legislation. A crucial test of the Commission’s
resolve to give priority to such work will be the necessary reallocation of resources within the Commission
services devoted to these objectives. To reinforce the commitment to and delivery ofMembers States’ better
implementation and enforcement agenda, it is suggested that a new combined unit should be established to
monitor this within the Commission and reporting to the InternalMarket and CompetitionCommissioners.

7. The new European Commission came into oYce in November 2004 determined to press ahead with
the “better regulation” agenda. The agenda has received widespread support from practitioners in the City
and beyond who have been calling for some time for both less and better legislation, and a genuine policy
shift towards achieving more considered and intelligent regulation. At the EU and the domestic level, there
is currently a major push towards these goals. The recent Commission Green Paper on Financial Services
Policy emphasised the importance of thorough impact assessment and extensive consultation in all
policy-making.

8. There is a growing realisation that the most eVective legislation is produced in close consultation with
key practitioners and stakeholders. This was the key finding of the report by the UKBetter Regulation Task
Force launched at the UK Presidency Better Regulation Conference in September 2005.

9. Better regulation has been one of the key priorities for the UKPresidency of the EU. The Corporation
consulted with City practitioners and provided the Government with a “wish list” of priorities which we
wanted to see on the agenda during the six months of the Presidency. Of particular relevance was the call
to “establish systems and procedures which guarantee better regulation and simplification of legislation, and
ensure the thorough use of cost-benefit analysis and regulatory impact assessment”. The Corporation hopes
to continue this dialogue with the Commission and other Member States holding the EU Presidency. It is
hoped that as a member of the Six Presidency Initiative, the Austrian government will continue the UK’s
eVorts. It appears that the Austrians are broadly supportive of the UK’s work on impact assessments.

10. City practitioners feel there should be a major emphasis on the need for eVective and consistent
implementation of Financial Services directives across the EU as a whole. To realise the potential benefits
of economic integration from EU financial services legislation while avoiding costly burdens on business, it
is vital that there should be eVective, proportionate and consistent implementation of legislation across the
EU. Now that the legislative framework of the Financial Services Action Plan (FSAP) has largely been set,
the City would like to see resources within the Commission shifted from legislative work to implementation
and enforcement in order to tackle these issues and to pursue a system of reviewing the practical impact of
legislation already in operation.

11. There is also the desire for initiatives to reduce the regulatory burdens on business, and to securemore
evidence-based policy-making. At a time when the financial services industry is facing a period of enormous
and costly institutional change as a result of the impact of the FSAP, it needs a substantial period to
consolidate these changes eVectively. Where further legislative moves are suggested these should first be
justified through transparent and eVective cost benefit analysis, and then involve a rigorous regulatory
impact assessment in consultation with practitioners which demonstrates that the chosen regulatory route
is the least burdensome to business within the spirit of the legislation. TheCommission should seek to ensure
that once transitional changes have been absorbed, regulatory/supervisory and other burdens are
permanently reduced.
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Clearing and Settlement

12. Clearing and settlement is a key part of the working of capital markets. When they are low-cost and
eYcient, they contribute to the eVectiveness of the market. When they are expensive or ineYcient, they
inhibit the development of eYcient markets. The value of the assets held and transferred through these
systems means that their safety, soundness and reliability are vital.

13. Clearing and settlement in Europe is based on a patchwork of national systems which at the national
level are generally eYcient, sound and reliable, but lack the scale to bring their costs down to the lowest
international levels. For cross-border transactions, however, clearing and settlement in Europe is neither
eYcient nor cheap. These features hold back development of a truly European capital market. The
Corporation commissioned research4 in 2004 which confirmed that the direct costs of clearing and settling
an equity transaction in Europe are significantly higher than in the US.

14. Creating an eYcient and integrated clearing and settlement infrastructure for Europe has been a goal
for the financial services industry and the European Commission for several years. In April 2004 the
European Commission published a communication setting out its objective as the “achievement of an
eYcient, integrated and safe market for securities clearing and settlement”. In September 2005,
CommissionerMcCreevy re-emphasised the fact that improving the eVectiveness of clearing and settlement
in Europe is high on the list of priorities.

15. The Corporation of London therefore commissioned a new research report5 to contribute to this
debate by presenting the collective views of key stakeholders on the vision for the future of European
clearing and settlement and the best way of achieving that vision.

16. The research demonstrates the belief of the industry that there is a scope to further reduce the cost
and complexity of clearing and settlement in Europe. The research shows a need to simplify systems and
procedures and to gain economies of scale through consolidation. This would reduce the cost of connection
to multiple clearing and settlement providers and would reduce transaction costs. The research shows
widespread support for developing a single clearing house (CCP—Central Counterparty Clearing House)
for Europe which would reduce the amount of capital users would be required to commit to the clearing
function. It should also be easier to achieve than the consolidation of settlement providers (CSDs) since
CCPs are less driven by the particular procedures and the legal regime of a particular national market. This
should be coupled with the harmonisation and consolidation of settlement.

17. There is general agreement that settlement consolidation is likely to result in a small number of
regional CSD groupings, this giving the advantage of improved economy of scale whilst being more
achievable than a pan-Europeanmegalith covering all markets. There is a clear majority view that to get the
true benefit from each of these groupings they would have to involve corporate mergers. The key to eYcient
corporate consolidation and maximum economy of scale is the harmonisation of clearing and settlement
practice in the markets concerned. Central clearing and settlement systems need to be able to process all
markets in a standardway and users should be able to use the samemessages and procedures for anymarket.

18. Two other aspects have been raised by the industry. First, there is agreement that the best way to
maximise economies of scale is by consolidation, creating a single organisation, operating one set of systems
with standard procedures, processing the greatest transaction volume. There is also a shared belief, however,
that competition is the best mechanism for driving costs down and encouraging innovation. The reluctant
view of the majority of practitioners is that competition will have to be sacrificed in order to achieve the
consolidation which will create significant economies of scale.

19. Second, most market participants agree that clearing and settlement organisations should be not-for-
profit utilities, owned by their users, but recognise that eVective user governance is diYcult to achieve.
Separating the ownership of clearing and settlement organisations from exchanges is seen as vital to ensure
that they operate to reduce costs and promote competition. However, many in the industry with direct
experience of user owned clearing and settlement organisations take the view that they are neither as eYcient
nor as innovative as a commercially driven organisation would be. There is therefore a desire to establish a
significantly improved model for user governance.

20. Looking to the future, the evolution of clearing and of settlement in Europe is likely to take two
parallel routes. The most important development for improving the cost and eYciency of cross-border
settlement in Europe is the evolution of standard procedures and messaging. It is the key to gaining
economies of scale from corporate consolidation. Even without mergers, there would be considerable cost
benefits for users if all the CSDs in Europe were operating according to common procedures and connection
standards. There needs to be a concerted push to adopt common standards irrespective of the eventual
corporate structure of the industry.

21. The goal of forming a consolidated European CCP is important as it would reduce transaction costs
and the amount of capital employed by users, would have a positive impact on the competitiveness of trading
and settlement, would allow users to switch trading venues more easily and would reduce the number of

4 NERA Economic Consulting, The Direct Costs of Clearing and Settlement: an EU-US Comparison, City Research Series
No 7, Corporation of London, June 2004.

5 Bourse Consult, The Future of Clearing and Settlement in Europe, City Research Series No 7, Corporation of London,
December 2005.
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settlement transaction processed by CSDs, thereby encouraging them to improve eYciency. The main
benefits of a European CCP will come from consolidation of clearing for the biggest markets, therefore the
core of this concept must be the bringing together of LCH Clearnet and Eurex Clearing. This would pose
a significant challenge to the current owners’ belief in user ownership since it would require significant
investment to fund it.

22. There has been debate on whether an EU directive would speed up the process of rationalisation. A
significant minority of industry participants believe that it would galvanise speedier action. The majority,
however, believe that it would be unlikely to help. It would take some time to agree a directive, there would
be a danger of it gathering unrelated and undesirable provisions, and the authorities already have, in
competition regulation, most of the powers necessary.

23. As the consolidation of clearing and settlement continues, many providers will becomemultinational
monopoly utilities. There is concern that the financial services regulatory system, based on separate national
regulatory bodies sharing the regulation of multinationals, will become an increasingly cumbersome
mechanism for regulating these organisations. Competition regulation will also become an increasingly
prominent element of the regulatory mix. A coordinated and more eYcient regulatory structure will be
needed for clearing and settlement in the future.

December 2005

Memorandum submitted by Mr Stephen Eastham

THE IMPLEMENTATION OF THE MARKETS IN FINANCIAL INSTRUMENTS DIRECTIVE
(MiFID)

As a small IFA (one registered individual £*** turnover, £***0 net profit) I was concerned to read that
David Kenmir intends not to apply the exemption for Financial Advisers as allowed in this Directive.

I believe this is to create a level playing field between myself and the banks!

Is this correct? As you will appreciate the resources I have at my disposal for further regulatory burden
is nothing compared to the banks.

Further in this directive firms will have to comply with the new Capital Requirements Directive.

If I was to be directly regulated I would currently need to have £*** (28% of turnover) in my companies
bank account to comply with the Capital Adequacy requirements. I am concerned that this amount could
increase further.

December 2005

Memorandum submitted by Fidelity International

1. Fidelity International is grateful for the opportunity to contribute to the Treasury Select Committee
Inquiry into European Financial Services Regulation.

The Operation and Development of the Lamfalussy Arrangements

2. Though still in their infancy, the Lamfalussy arrangements are a distinct improvement on the previous
set-up in the European Union. But there is clearly still room for improvement.

3. Of principal concern to us is the UCITS Directive (Undertaking for Collective Investment in
Transferable Securities). Although this is not strictly speaking a Lamfalussy Directive, the arrangements
envisaged under the Lamfalussy process have been brought into play. CESR (The Committee of European
Securities Regulators) has undertaken work on a number of areas emerging from the 2001 Directives. Their
recent publication on eligible assets has gone a long way to clarifying the rules governing the asset classes
into which UCITS funds may invest. These new rules, if implemented consistently, will clear up a number
of diVerences that have emerged between national regulatory authorities in the EU. This process has shown
CESR willing to listen to consultation by changing a number of its original suggestions following
constructive feedback from the industry. But it was dealing with an issue that was already causing problems
for firms in themarketplace. The time it has taken to resolve has caused confusion and significant additional
costs for firms.

4. The CESR work on the Notification Process has also raised concerns. When a firm wishes to sell a
UCITS across borders in the SingleMarket it has to register the fund with the Regulator in those markets it
intends to target. The process has become a costly administrative nightmare, with each Regulator imposing
diVerent requirements on the fund. CESR has been charged with clearing up the mess and arriving at a
uniform system. It recently published a consultation paper outlining a proposal for a new harmonised
system.
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Though a welcome step in the right direction, the proposals lack detail. For example, the paper fails to
specify where responsibility lies for verifying translations of legal documents required in the process. Also
host states retain the right to question a firm’s marketing plans but the paper fails to specify what is included
in the definition ofmarketing. There is thus scope for national regulators to impose individual requirements.

5. In the case of the Markets in Financial Instruments Directive (MiFID), we feel that there is still far
too much detail at Level 2 which is likely to create a great deal of adjustment in the FSA regime and indeed
other European regimes, with no clear understanding of the possible benefits and probable costs.

6. The timescale around Lamfalussy is also troubling—as directives typically only have between 18 and
24 months from going on to the books until implementation. It is clear that this is an inadequate length of
time for any complex topic to be dealt with properly. In the case of MiFID—Directive out April 2004—the
EUwill struggle to have final text of Level 2 by the original implementation date of April 2006 and countries
will struggle to have made new laws and new rules by a mere eight months after that. We believe that the
industry should have a full year from the date final rules are agreed to implement the necessary changes.

Better Regulation

7. The FSA and others have promoted the principle and importance of cost benefit analyses (CBA) in
Brussels. On the face of it this is encouraging. However, we have had occasion in the past to questions the
eVectiveness of the FSA’s own CBAs. We believe that the position should be that unless demonstrable
benefit to the investor can be established new rules should not be considered.We have no examples of better
regulation aVecting financial services.

MiFID Implementation

8. The FSAhas stated publicly onmany occasions that it will not “gold-plate”MiFID andwe thus expect
to see the FSA’s rule book slimmed down considerably when MiFID is implemented. However, the FSA’s
emphasis on principles-based regulation, particularly in the area of Treating Customers Fairly (TCF),
means that it has the ability to use the somewhat fluid character of a principles-based system to extend the
eVect ofMiFIDbeyond its intended scope.Wewould urge the Committee to probe the FSA as to what plans
it has to prevent this type of gold-plating.

Consumer Interests

9. A final issue which we would like to bring to the attention of the Committee is that we believe the
Commission could and should listen more to the consumer. They are careful to include consumer
representatives in their public consultative activities but themess over theUCITSSimplified Prospectus (SP)
is evidence of how much room there is for improvement. The SP is a testament to the tendency of both
regulators and consumer lobbyists to insist on every conceivable piece of information being included. As a
result it contains so much information that it is both confusing and, crucially, uninformative. In the case of
an umbrella fund with a range of sub-finds, the SP can run to well over 100 pages.

Even in the case of simpler products the SP can be more than 10 pages. In our experience the document
could be reduced to two pages and still be eVective in giving consumer the information they need. With the
SP the investor is like someone who asks for directions to a house around the corner and is given a large
scale ordinance survey map of the entire county.

8 December 2005

Supplementary memorandum submitted by Fidelity International

Summary

1. Fidelity International believes that the European Union’s legislative process (as seen most recently in
the case of MiFID) has been transparent and consultative. However, the MiFID process has taken longer
than it should have and the time between the finalisation of rules and their implementation has been
squeezed significantly.

2. The decision to use a Directive rather than a Regulation will exacerbate this problem and open up
greater scope for further delay and inconsistency between Member States. Many firms will face significant
challenges to develop new IT and systems. Current uncertainty makes planning very diYcult. If the
European Parliament fails to pass the Level 2 work before its summer recess an orderly transfer to the new
regime will be all but impossible.

3. UK firms are increasingly aware of the impact of MiFID and levels of preparedness are increasing.



3246464024 Page Type [O] 31-05-06 01:29:51 Pag Table: COENEW PPSysB Unit: PAG1

Treasury Committee: Evidence Ev 69

Detail

4. As a pan-European fund manager, Fidelity International supports the eVorts aimed at achieving a
Single Market in financial services. It has engaged with the development of MiFID and particularly the
evolution of the Level 2 measures.

5. Fidelity International currently makes use of the Investment Services Directive (ISD) passport to
conduct branch and cross-border activity throughout the EU. It intends to make similar use of the MiFID
passport.

6. For a pan-European organisation one of the major benefits of MiFID will be the principle of Home
State regulation for cross-border business. The internet is a particularly good example of the ability to apply
one set of rules across all European business enabling firms to streamline operational processes and build
economies of scale.

7. Our comments on MiFID and the MiFID process are made from this perspective.

The Legislative Process

8. The CESR methodology has been transparent. The “Calls for Evidence”, consultation and feedback
have lead to constructive engagement with the industry and we believe a better result than might otherwise
have been the case.

9. The UK Treasury and FSA have also consulted extensively with the industry throughout the process,
far more so that their European counterparts.

10. However, we have three concerns with the Level 2 process of MiFID.

10.1 It has taken much longer than envisaged. Transposition and implementation dates have had to be
extended. For many firms, especially on the sell side, MiFID will have enormous IT and systems
implications. For them the delays mean that the implementation is unlikely to be orderly or timely. This
does not augur well for future Lamfalussy Directives.

10.2 Level 2 is too detailed for the purpose for which it was designed. For example, in the case of periodic
statements and contract notes, instead of a simple obligation to set out the material facts, the required
content is laid out in detail. The process of agreeing this detail has delayed the process and resulted in lengthy
discussions of fine drafting options. This may be a stimulating intellectual exercise for the bureaucrats but
it ignores the variety of business models and practices which MiFID is seeking to cover.

10.3 Despite the generally consultative nature of the Commission’s approach, there have been occasions
when they have introduced new material into the working drafts (and indeed into its final draft text of
6 February 2006) which has not been the subject of prior consultation, and at a stage in the process when
the consultation is relatively informal, unstructured and subject to significant time pressure. For example,
Article 45 of the February 6 draft Directive attempts to place the obligation of best execution in the context
of portfolio management. We had consistently argued that the Level 2 measures relating to trading ignored
the fund manager context and dealt solely with a retail brokerage scenario. Article 45 seeks to address that,
but does so in a way that confuses separate obligations of best execution (MiFID article 21) and acting in
the best interests of clients (MiFIDArticle 19). CombinedwithMiFID itself this also has the eVect of placing
greater obligations on the managers of regulated funds than unregulated funds—a strange outcome that we
would have hoped to avoid if we had been given the opportunity to consult more fully.

The Current Status as a Basis for Planning

11. At the close of 2005 the Commission was indicating that the bulk of the Level 2 measures were likely
to be contained in a Regulation. Only those aspects involving significant diVerences in local legal structures
would be in an implementing Directive requiring local legislation and/or rule-making. The February draft
Directive and Regulation however found the bulk of the conduct of business rules being included in a
Directive. Moreover, Article 4 of the implementing Directive sets out a process by which Member States
would be permitted to “gold-plate” elements ofMiFID subject to conditions whichwe believe are too vague.
Crucially Member States will only be required to notify the Commission of any such measures. There is no
requirement in the Directive for the Commission to consent, still less any mechanism for it to object.

12. This volte face has meant that, for many firms, MiFID has become a problem of process rather than
substance. There are still issues with aspects of the Level 2 (see below) but we will now have to wait until
the fourth quarter of 2006 for the main FSA consultation on MiFID. With a Regulation we could
reasonably have expected the final text by the summer. The opportunity to prevent bad rules being made
before end of January 2007 would now appear to be remote given that only one of month consultation will
be possible.
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13. Our understanding is that most European regulators state that they will adopt an “intelligent copy-
out” approach to implementing the Directive. We would, however, not underestimate the amount of
intricate carpentry required to fit the requirements of the Directive seamlessly into the FSA’s and other
regulators’ rule books. Such complexity often leads to unintended consequences, the eVect of which tends
to be greater when insuYcient time is allowed for the process to be undertaken.

14. It should be borne in mind that even apparently small changes in regulations can require very
significant systems up-dates. The lack of clarity at this stage in the process makes it very diYcult for firms
to plan and budget for the systems work that may or may not be needed in 2007.

Variety as the Spice of Life

15. The move of virtually all the conduct of business requirements to a Directive, together with the
flexibility aVordedMember States byArticle 4, means that the eventual character ofMiFID implementation
is likely to diVer significantly from one State to another. We would point out two areas where we think there
will be diVering views. The list is, of course, not exhaustive, but it illustrates the two main ways in which
diversity can arise.

15.1 The question of outsourcing has been a vexed one, and the section on this has seen more substantive
change (and change back) than perhaps any other part of the Level 2 work. Several Member States remain
unhappy with the Commission’s compromise. Broadly, this states that if fund management on behalf of
retail investors is outsourced outside the EU the firm being used as a delegate must meet certain criteria or
the firm outsourcing the activity must notify its regulator and that regulator not object. The criteria include
the delegate firm being prudentially supervised (as US-based fund managers are not subject to financial
adequacy rules no US asset manager will meet the criteria) and the delegate’s regulator having a means of
exchanging information with the outsourcing firm’s regulator (though we note most IOSCO members do
not have memoranda of understanding with most other IOSCO members). It is likely therefore that many
firms will need to use the notification route. However, there are no conditions set out for the regulators to
consider so each will adopt their own. There is a danger that those Member States who did not approve of
this provision will object on principle to any third country outsourcing while we expect the FSA to act
responsibly and justifiably. This is an example where the Level 2 Directive structurally creates the potential
for variety.

15.2 Another vexed area has been the obligation on firms to “know the client”. In the UK this has
traditionally been required if the firm is giving advice or oVering bespoke portfolio management. However,
MiFID places that obligation on any firm processing an order so that it can assess the suitability (or
otherwise) of the order. HMT understood that much business in the UK, especially in the mutual fund
world, is conducted on an “execution-only” basis—where the client is not advised but places the order on
the basis of information such as a fund’s prospectus. As a result the obligationwas removed for non-complex
instruments (such as a regulated fund) and provided the transaction was at the client’s initiative. The FSA
has indicated that it will not apply the suitability obligationwhere a client is responding to a firm’smarketing
material. The reality is that funds are sold not bought and clients, even when acting on their own initiative,
are often responding to material put out by the firm. In other parts of Europe we believe that the own-
initiative requirement will be interpreted more strictly and that in some States the concept of execution-only
may eVectively become extinct.

Conflicts with UK Rules

16. Our general impression is that firms already compliant with the FSAprinciples and rules will not have
any great problem with the majority of MiFID’s requirements as they stand today. Those areas which are
potentially awkward are still the subject of discussion and negotiation with the EU institutions involved and
may yet be resolved.

17. Our primary concern is thatMiFID has the potential to balkanise the current point-of-sale disclosure
regime for retail savings. The FSA has, quite rightly in our view, attempted to ensure that retail investors
looking for savings vehicles receive broadly similar information, regardless of the underlying character of
the product, but with due consideration of the characteristics of each such product, whether they be deposit
account, fund, equity or insurance-based. We may not agree with the totality of what is in place today, but
conceptually the FSA approach is absolutely right and we trust it will remain intact after MiFID.

Preparedness

18. There is a growing awareness of the impact of MiFID among UK firms. It is most marked amongst
larger firms with a European dimension to their operations. The FSA and the Treasury have both done an
excellent job of keeping the industry appraised of their plans and of the broader picture developing in
Brussels. The Planning for MiFID document issued by the FSA has been useful, but its eVect has been
undermined by the delay in agreeing the Level 2 text and the extent to which a Directive will be the
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implementing measure. In many ways the UK is well placed as the discussions and documentation is in
English. It remains to be seen how some of the distinctions between “suitability” and “appropriateness” for
example will be interpreted in other languages.

19. We are now in a “phoney war” that will last until the finalisation of the Level 2 text. As an industry,
we can plan but we cannot commit people andmoney until we have that finality. Even then, if we believe that
the FSA intends to use the Article 4 flexibility to gold-plate there is little we can do until the fourth quarter.

20. Further delays are possible, and if the EU Parliament fails to pass Level 2 before its summer recess,
then timely implementation will become almost impossible. Should the EU-level timetable be met, and
provided the FSA keeps its consultation to the point and does not excessively gold-plate the Directive, then
most buy-side firms should meet the timetable.

21. However, the IT issues on the sell side andmarket side (including those related to definitions of liquid
share, pre- and post-trade transparency and the market system protocols for systematic internalisers) are
far more sensitive to delay and change. They are also reliant upon reciprocal technologies and systems being
in place at competent authorities the prognosis for which is at best unclear.

March 2006

Memorandum submitted by Futures and Options Association

Following the announcement of the above-mentioned Treasury Committee inquiry into European
financial services regulation, we would make the following observations on the topics which are to be the
subject of review.

1. Executive Summary

1.1 The FOA’s views on each of the topics identified by the Committee for inquiry are set out in
abbreviated form in this response and may be summarised as follows:

(a) the Lamfalussy process (see Section 2), although still in its infancy and untested as regards a
number of its core objectives, has resulted in a much more open and transparent process of
consultation and generated an expedited approach to the EU legislative process;

(b) the Commission’s initiative in assessing the impact of the clearing and settlement infrastructure
(see Section 3) is to be welcomed, but the FOA believes that it is:

(i) diYcult to comment meaningfully on the prospects of a directive until such time as its
contents are known;

(ii) that shaping the clearing and settlement infrastructure should be a matter for the
market, subject to the constraints of competition law;

(c) the FOA is strongly supportive of the “better regulation” agenda (see Section 4) of the
Commission, providing that the motivations for that agenda are simplicity, cost eYciency and
regulatory coherence;

(d) MiFID (see Section 5) has an immediate and significant impact on the shape of the UK financial
services and on the role of London as the world’s leading financial services centre and, as such,
the process of implementation—which has economic, commercial and social, as well as regulatory,
implications—must be taken forward on a collegiate basis between industry and the FSA
regulators to ensure that, in addition to meeting FSA’s statutory objectives and complying with
overarching EU regulations, those other objectives are attained (and it is for these reasons that a
major group of industry associations have combined together to develop a pan-industry approach
to implementation: the “MiFID Connect” project).

2. The Lamfalussy Process

2.1 Following its trialling in the securities markets, the Lamfalussy process now governs the legislative
process in the banking and insurance and pensions sectors and is monitored by an Inter-Institutional
Monitoring Group (IIMG) established in 2002. To date, it has been applied to a number of directives in the
securities sector, including the Prospectus Directive, the Transparency Obligations Directive, the Market
Abuse Directive and the Markets in Financial Instruments Directive (MiFID). The Commission recently
issued a Green Paper “Financial Services Policy (2005–10)” in which it emphasised the importance of
“simplifying and consolidating” financial services regulation. The Lamfalussy process provides a very
appropriate mechanism for fulfilling this objective, providing the original Directive has been produced
through that process.

2.2 The third report of the IIMG (November 2004) stated that “the Lamfalussy process is working well
over all and has led to swifter preparation of legislation. There is better inter-institutional working and
transparency.” While there have been problems regarding the amount of detail that has often sought to be
included in Level 1 legislation (and even inLevel 2), theFOA supports that view and believes that the process



3246464025 Page Type [E] 31-05-06 01:29:51 Pag Table: COENEW PPSysB Unit: PAG1

Ev 72 Treasury Committee: Evidence

has brought about a major improvement in legislation and the quality and standard of consultation,
particularly when measured against the EU’s pre-Lamfalussy legislative process. That said, it should not be
forgotten that the Lamfalussy process is, in itself, a fairly protracted andmulti-tiered legislative process and
it has yet to be proved (a) in the context of Level 4 (ie enforcement and monitoring of compliance with EU
law); and (b) as a vehicle to deliver fast track legislative change whichmay be eithermarket or events driven.

2.3 The FOA believes that the existing framework for monitoring the eVectiveness of the Lamfalussy
process is adequately provided for under existing monitoring arrangements. However, there are inter-
institutional tensions over the issue of legislative/democratic sovereignty and one of the consequences of the
failure to agree on a European Constitution has meant that the Lamfalussy process at Level 2 is subject to
a four year parliamentary approval which, if not forthcoming, would eVectively bring it to an end. However,
the FOA believes that positive steps are being taken to regularise the situation and improve transparency
of the process and it is worth noting that the Commission has confirmed in its recently issued White Paper
“Financial Services Policy (2005–10)” that “the central policy of the Commission is to keep faith with this
process and develop it over the next five years to fulfill its maximum potential” (page 9).

2.4 The FOA remains strongly supportive of the continuance of the Lamfalussy process and has no doubt
about the positive impact it has had on the EU’s legislative and consultative processes.

3. Clearing and Settlement

3.1 The FOA shares the general concern that cross-border clearing and settlement costs are greater than
those that apply at the domestic level and supports therefore the Commission’s current consultation and
impact assessment.

3.2 That concern should not be construed as suggesting that the FOA supports the need for a framework
directive and that regulation should be used as a vehicle for shaping the clearing and settlement
infrastructure. This has to be market-driven, subject to the constraints of competition law.

3.3 In view of the fact that the Commission is not proposing to make any final decision until 2006 on
whether or not this is a matter that needs to be addressed via a directive, the FOA believes it is diYcult to
comment until such time as that directive is brought forward and its contents are known.However, the FOA
believes instinctively that a directive should not be necessary.

4. Better Regulation

4.1 The FOA is strongly supportive of Commission McCreevy’s focus on post-FSAP targeting on the
need for a more simplified regulatory structure (see para 2.1), providing the “watch word” for ongoing
regulatory change is simplification and greater regulatory coherence. This is the only basis on which the
majority of firms would tolerate yet further regulatory change. If that is not the motivation, the prevailing
sense of serious “regulatory fatigue” and the need for a period of regulatory stability will take precedence.

4.2 The Commission has clearly committed itself to simplifying the regulatory environment under the
nomenclature of “better regulation” and recognises that post-implementation analysis of the FSAP will
almost certainly result in the modification of existing requirements and that some of the governing factors
that stand behind that process will be avoidance of independent member state “gold plating”, evenhanded
implementation of the requirements and avoidance of any “splintering” of the single market.

4.3 In its White Paper on Financial Services 2005–10, the Commission committed its policy to deploying
“the most open, transparent, evidence-based policy-making based on a dual commitment to open
consultation and impact assessments, so as to ensure sound rules are drawn up, adding value to the EU’s
financial services sector and consumers”.

4.4 The FOA applauds this commitment, but believes strongly that this policy should be hard coded into
a statutory commitment in the same way that the principles of good regulation are hard coded into UK
legislation in the Financial Services and Markets Act 2000. After all, EU regulatory authorities regard it as
fundamental to the good behaviour of those they regulate to impose principles of good business practice.
Is it not perfectly logical and equitable to expect them to acquiesce to similar standards of good behaviour
placed on them in carrying out their own business?! Like the providers of financial services, regulatory
authorities are engaged in the business of providing a service to the public at large. In fact, adoption of those
principles would not only further facilitate the process of mutual recognition, but it would (a) help to
establish a common regulatory culture within the EU towards rules development; (b) aYrm industry
expectations that EU regulatory authorities, whether acting collectively or individually, will take into proper
account the economic and commercial needs of financial service providers and consumers; and (c) will
contribute to the setting of common standards across 25 member states (and a multiplicity of regulatory
authorities).

4.5 It is particularly welcome, in the context of better regulation, that the Commission has committed
itself to completing a full economic and legal assessment, wherever possible, of applicable FSAP measures
on the basis that if they are found to be deficient, they will be modified or repealed as appropriate.
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4.6 As can be anticipated, the FOA is a strong and committed supporter of the concept of “better
regulation”, but believes that the evolution of this approach should be conducted on a Transatlantic basis,
particular insofar as the benefits of that approach (identified in para 4.4 above) would then operate on a
Transatlantic basis to the greater benefit and facilitation of the US/EU dialogue on the regulation of
financial services.

5. MiFID and “MiFID Connect”

5.1 MiFID has an immediate impact on the shape of UK financial services and, in particular, on London
as the world’s leading financial services centre. In November, the Corporation of London published “The
Competitive Position of London as a Global Financial Centre” which placed London marginally ahead of
New York, but rather more significantly ahead of Paris and Frankfurt. The most important competitive
factors identified by respondents to the survey were, at number one, the availability of skilled personnel and,
at number two, the regulatory environment. The importance attached to the regulatory environment
demonstrates the impact that disproportionate implementation of MiFID could have on the City’s
international and EU competitiveness. In order to reduce that risk, it is critical that the process of
implementation:

— meets the vital criteria of being—as well as compliant with the overarching EU requirements—
market, product and service-sensitive to the City’s unique and internationally important market,
product and service diversity, which is not replicated elsewhere in the EU;

— is taken forward on the basis of a level of engagement with the industry that has to be of a
significantly higher order of magnitude than has traditionally been the case in the past, if the
intended economic, commercial and social (as well as regulatory) benefits are to be attained and
the potential threat to the City’s competitiveness is to be avoided;

— should not disturb acceptedmarket and trading practices, save onlywhere it is specifically required
by the overarching EU requirements or where there are sound public policy reasons justifying
change; and

— should be monitored carefully by HM Treasury to ensure that there is a proper balance between
attainment of the statutory objectives of the FSA and observance of the statutory principles of
good regulation.

5.2 For information, the FOA has initiated, in association with the BBA, APCIMS, LIBA, IMA and
ICMA, a pan-industry approach to MiFID implementation (“MiFID Connect”) (see Appendix 1—not
printed) with a view tomitigating the high degree of legal and regulatory uncertainty and risk that surrounds
some of the MiFID’S more ambiguous requirements and assisting the financial services industry to come
into compliance with the new obligations in a practical and cost-eYcient manner. The project will go
forward under the chairmanship of the FOA and with the secretariat being based at the BBA, Pinners Hall,
105–108 Old Broad Street, London EC2N 1EX. The international law firm, CliVord Chance are the
appointed lawyers to the project.

5.3 The FOA welcomes FSA’s assurances that its approach will be “copy out” of MiFID, unless there
are sound reasons to adopt a superequivalent approach in any aspect of implementation, but questions the
extent to which that policy can be sustainedwhere, for example, its colleague EU regulators, throughCESR,
decide collectively to adopt a superequivalent approach—an approachwhichmay be significantly damaging
to the international competitiveness of some of London’s uniquemarkets (and for which that approachmay
never have been designed in the first place).

6. Closing Remarks

6.1 In closing, we would welcome the opportunity of providing the Treasury Select Committee with any
further information on the MiFID Connect project and, while we recognise that we may not have the
opportunity of given oral evidence on 14 December, we would urge the Treasury Select Committee to hold
a further hearing on the subject of implementation of MiFID in Q2/Q3 2006.

6.2 The FOA has sought, consistent with the invitation, to keep its response as brief as possible, but
would stress that the remit of the inquiry does cover four major topics, each of which merit substantial
review—although it could be argued that the Lamfalussy process is already the subject of intensive
monitoring and the position regarding clearing and settlement will not become clear until later in 2006,
which, in our view, leaves better regulation andMiFID implementation as the two critically important areas
meriting further and more detailed consideration.



3246464026 Page Type [E] 31-05-06 01:29:51 Pag Table: COENEW PPSysB Unit: PAG1

Ev 74 Treasury Committee: Evidence

Memorandum submitted by the Financial Services Authority

Introduction

1. When we gave evidence to the Committee on 14 December last year, we undertook to provide further
information in a number of areas. This memorandum covers:

— the territorial scope of the FSA’s regulatory regime;

— the role and operation of Lamfalussy Level 3 committees; and

— the Insurance Mediation Directive and incorporation of underwriting firms in Bermuda.

The Territorial Scope of the FSA’s Regulatory Regime

2. The Committee asked for further details about our obligations towards consumers who do not live in
the UK but use the services of UK-based financial services institutions.6

3. Our statutory consumer protection objective makes no distinction between UK and non-UK
consumers who deal with UK-based financial services businesses. Most of our rule-making powers also
make no such distinction, including our power to set the compulsory jurisdiction of the Financial
Ombudsman Service for authorised firms and to set the coverage of the Financial Services Compensation
Scheme. In exercising those powers, we must comply with EU Directives; EU requirements in this area
continue to evolve. We must also have regard to various principles, including that the benefits of regulation
should be proportionate to the burdens imposed.

4. In many cases, we have exercised our powers to apply the protections of the regulatory regime when a
non-UK consumer obtains regulated services from aUK establishment of an authorised firm. For example:

— The Financial Ombudsman Service is normally available.

— The Financial Services Compensation Scheme covers many claims of this type. But there are
exceptions. For example, UK branches of European firms may instead be covered by the
compensation scheme of the firm’s Home State under EU Directives, and special rules for
insurance apply.

— Many of our conduct of business rules apply. Again, there are exceptions. For example, under EU
Directives our cancellation and product disclosure rules may not apply when consumers take out
insurance relating to a non-UK risk. Another example is that we do not require firms to provide
“key features” documents to non-European consumers when selling regulated collective
investment schemes. A further example is that we have limited power tomake financial promotion
rules protecting overseas consumers.

— Our prudential rules will generally apply if the firm has its registered or head oYce in the UK.

5. On the other hand, most of these protections do not apply when a non-UK consumer deals with an
overseas branch of a UK-based firm (e.g. a UK citizen living in Germany dealing with a branch of a British
institution in Germany). In general terms, it will often not be proportionate to apply UK rules since the
branch will be subject to local rules. Consumers would probably expect to be protected under the local rules
in any event. There are exceptions, many of them derived from EU Directives. Non-UK consumers may
also benefit from prudential regulation which applies to the whole firm.

6. The FSAmakes its own services available to non-UK consumers. For example, our consumer website
is accessible to non-UK consumers and our Consumer Contact Centre answers general queries from non-
UK consumers where the matter falls within our jurisdiction.

The Role and Operation of Lamfalussy Level 3 Committees

7. The Committee asked for further details on certain aspects of the work of the Lamfalussy Level 3
committees in the light of the Committee of European Securities Regulators’ (CESR) experience in advising
the European Commission on the Markets in Financial Instruments Directive (MiFID).

8. This note:

— identifies some limitations on the operation of the Lamfalussy Level 3 committees;

— considers what can be done to prevent the Level 3 committees being asked to deal with political
issues; and

— reports on the potential use of Qualified Majority Voting at Lamfalussy Level 3.

Annex A provides background information on the Lamfalussy arrangements.

6 Q78
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Limitations of the Lamfalussy Level 3 Committees

9. The Lamfalussy Level 3 committees have been established to perform three main functions. First, they
are to advise the European Commission on technical implementing measures relating to framework
directives or regulations. Second, they should contribute to the consistent implementation of Community
directives, and may develop standards, guidance and recommendations to enhance supervisory
convergence. Third, they facilitate information exchange and co-operation between national supervisory
authorities in the supervision of financial institutions.

10. The FSA firmly believes that for the foreseeable future the Lamfalussy structures oVer the best
prospect for improving the European legislative process and for Member States to achieve supervisory
convergence. Supervisory convergence involves securing a reasonable level of consistency in the way that
supervisors monitor compliance with regulations in the day-to-day operations of firms and other authorised
entities, and can only partly be achieved through legislation.

11. The balance between providing advice to the European Commission on new legislation and pursuing
practical initiatives to achieve supervisory convergence has varied quitewidely across the Level 3 committees
since their establishment.While the Committee of European Banking Supervisors (CEBS) has beenworking
mainly on a series of level 3 measures relating to the implementation of the Capital Requirements Directive,
CESR has to date been limited to spending most of its time on providing level 2 advice on MiFID. The
priority for the Committee European Insurance and Occupational Pensions Supervisors (CEIOPS) since its
creation has been the development of advice to the Commission on the Solvency II framework directive. In
eVect two of the three committees have been required to concentrate on new legislation rather than
convergence work. For CEIOPS this will remain the case for some time, while in the case of CESR the FSA
has been very keen to emphasise the importance of shifting the agenda further in the direction of
convergence as the burden of providing technical advice on MiFID diminishes.

12. Providing advice to the Commission has put a considerable strain on the limited resources of the
relevant Level 3 committees and their members. In sending calls for advice and mandates to the Level 3
committees, the Commission needs to be conscious of what is achievable within the timeframe allowed and
to set realistic deadlines. The Level 3 Committees are committed to consultation and to operating in an open
and transparent manner. The pressure to deliver advice to unrealistic deadlines can undermine this
commitment, and may mean that high level compromises are pursued when further technical work and a
more measured approach might deliver a better result. In this context, it is essential that the Level 3
Committees can carry out appropriate impact assessments and Quantitative Impact Studies on key
initiatives, and that the results of these assessments inform the development of policy advice by the Level 3
committees.

13. The Commission has said that it will only embark on new legislative initiatives where there is robust
evidence of market failure and that failure can be addressed cost- eVectively through regulation. If fewer
legislative measures are proposed by the Commission this should permit the Level 3 committees to
concentrate on consistent implementation, convergence and practical co-operation, as the FSAwould wish.
There is considerable scope for productive work in the area of supervisory convergence, particularly in
developing more collegiate and eYcient approaches to the supervision of major groups and conglomerates.
Working with the grain of market developments, and with the way in which groups and conglomerates seek
to organise their own activities, there may be potential benefits for firms in terms of the alleviation of some
of the supervisory burdens on them. The development of peer review processes by the Level 3 committees
should also encourage the convergence of supervisory practices.

Political Issues and the Level 3 Committees

14. The four level approach under the Lamfalussy structure (see annex A) is intended to deliver a more
accountable and eYcient regulatory structure, and introduces a clear division of responsibilities. In respect
of legislation, it distinguishes between core, framework principles to be dealt with at level 1, and practical
day-to-day implementing rules (which are informed by the committees’ advice at level 2). At level 1, the
Commission adopts the formal proposal for aDirective orRegulation after a full consultation process. Once
the European Parliament and the Council reach agreement on the framework principles and the definition
of implementing powers contained in the proposal, the detailed implementing measures are developed
through level 2 processes.

15. While the allocation of responsibilities is, in principle, clear, there can in practice be some overlap
between the political and technical agendas. For example, the degree of prudence that a capital or solvency
regime should seek to achieve is clearly a political decision, but one that benefits from technical advice on
the implications of adopting diVerent levels of prudence. For the Lamfalussy structure to work eVectively
at levels 1 and 2, the key political decisions in relation to any new initiative need to be identified quickly,
and, where necessary, relevant technical advice sought from the Level 3 committees to inform those
decisions.Once the political decisions have beenmade, and a framework agreed, the Level 3 committeesmay
be asked to provide technical advice on implementing measures. In none of these stages should the Level 3
committees themselves be pressed to try to resolve political issues. This is particularly the case where
Member States have been unable to resolve them at level 1.
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Potential use of QualifiedMajority Voting (QMV)

16. All the Level 3 committees operate by consensus in relation to their work on supervisory convergence,
including work on level 3 standards, recommendations and guidance. This is appropriate since convergence
measures which have no legal force in individual Member States will clearly not be eVective unless they
command general support.

17. There are, however, diVerences between the three committees in how advice in response to
Commission mandates is dealt with. Although each seeks to achieve consensus, in CESR, if no consensus
is available, the advice to the Commission will identify and elaborate any dissenting opinions of individual
members. CEBS and CEIOPS can apply QMV in a similar situation.

18. In each of the committees the pressure to achieve a consensus creates the risk of providing advice at
a high level of generality which accommodates all opinions and existing legislative arrangements. The rules
of CEBS and CEIOPS provide the opportunity for these committees to agree advice which does not rely on
consensus—but clearly still commands wide support. CESR is currently reviewing its own procedures to
determine whether it too should have the possibility of QMV. The FSA would support this.

The InsuranceMediation Directive and Incorporation of Underwriting Firms in Bermuda

19. During the oral evidence session with the trade associations, also on 14 December, the Committee
raised the concern with Mr SklaroV of the Association of British Insurers that the Insurance Mediation
Directive (IMD) has caused capital flight of insurance firms to Bermuda. We would like to take this
opportunity to respond to this concern.

20. We do not consider the IMD to be a driver in the new underwriting firms setting up in Bermuda. The
Directive, as applied in the UK, does not impact insurance firms underwriting reinsurance or large,
international risks, which constitute the vast majority of the business underwritten in Bermuda, particularly
by the start-ups of 2005.

21. More broadly, anecdotal feedback from regulated firms suggests that there are a number of factors at
play in firms choosing in which centre to incorporate, an important one being the comparative tax regimes.

January 2006

Annex

The Lamfalussy Structure

The Report of a Committee of Wise Men, chaired by Baron Alexandre Lamfalussy, on the Regulation
of European Securities Markets was endorsed by the European Council in March 2001. In respect of the
securities sector the Report highlighted various diYculties in the legislative system including:

— the tendency of the Council of Ministers to add unnecessary levels of complexity to Commission
proposals; and

— diverging approaches to regulation across Europe leading to fragmentation at the
implementation stage.

It was also noted that the transposition byMember States of Community instruments was often late and
frequently incomplete. In eVect the existing systemwas criticised for being too slow, too rigid and producing
too much ambiguity. It failed to distinguish between core, enduring, essential framework principles and
practical day-to-day implementing rules.

In order to address these diYculties the Lamfalussy Report outlined a four-level approach—described
below—with the dual objectives of ensuring prompt delivery of the Financial Services Action Plan and
ensuring that in future there would be a more accountable and eYcient regulatory structure. This approach
was first applied in the securities sector and subsequently extended to the banking and insurance and
occupational pensions sectors.

To help deliver the necessary improvements in the system a new committee structure was created.

The European Securities Committee (ESC), European Banking Committee (EBC), and European
Insurance and Occupational Pensions Committee (EIOPC)—the ”Level 2” committees—were established
to advise the Commission on policy matters.3 They are chaired by the Commission and comprise
representatives from Member States (Ministries).

The Committee of European Securities Supervisors (CESR), Committee of European Banking
Supervisors (CEBS), and Committee of European Insurance and Occupational Pensions Supervisors
(CEIOPS)—the ”Level 3” committees—were established to advise the Commission on the preparation of
draft implementing measures; to contribute to the consistent implementation of Community directives and
to the convergence of supervisory practices; and to constitute fora for information exchange between
supervisory authorities. The members are high level representatives of the relevant supervisory authorities.

3 A separate European Financial Conglomerates Committee has also been created.
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The Four-level Approach

The four-level Lamfalussy structure introduces a clear division of responsibilities.

At Level 1, the Commission adopts the formal proposal for a Directive or Regulation after a full
consultation process. Once Parliament and the Council reach agreement on the framework principles and
the definition of implementing powers contained in the proposal, the detailed implementing measures are
developed in Level 2.

At Level 2, the Commission after consulting the relevant Level 2 committee, requests advice from the
relevant Level 3 committee on technical implementing measures. The Level 3 committee prepares advice in
consultation with market participants, end-users and consumers, and submits it to the Commission. The
Commission sets out the measures in a proposal to the relevant Level 2 committee that will vote on the
proposal within a maximum of three months. The Commission then adopts the measure. During the Level
2 process, the European Parliament is kept fully informed and the utmost account will be taken of its view.

At Level 3, The Level 3 committees work on joint interpretation recommendations, consistent guidelines
and common standards. Additionally they will compare regulatory practice to ensure consistent
implementation and application.

At Level 4, the Commission checks Member State compliance with EU legislation and may take legal
action against Member States suspected of breaching Community law.

This is shown diagrammatically, below.

The Lamfalussy four-level structure
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Supplementary memorandum submitted by the Financial Services Authority

Introduction

1. This note sets out, in response to a request from the Treasury Committee:

— our initial views on the European Commission’s draft text for the MiFID Level 2 implementing
measures;

— our plans for implementation; and

— our approach to assessing the costs and benefits of MiFID.

2. The key milestones in implementing MiFID are as follows:

— Member States will have to introduce implementing legislation and rules by 31 January 2007.

— Firms will have to implement the MiFID requirements by 1 November 2007.

Initial Views on Latest Level 2 Developments

General

3. We welcome the publication on 6 February of the European Commission’s formal draft of the Level
2 measures. In themain, we are able to support the draft proposals; in many respects they embody principles
that are already part of the regulatory regime in the UK. However, we believe that there is room for further
improvement, particularly in relation to the impact on retail consumer protection. For example, some
changes to the measures dealing with the provision of information to retail clients could usefully be made
so that there is flexibility for us to ensure that consumers receive the right information at the right time
during the sales process, and in the most useful format. Amendments to ensure that obligations owed to
professional (as opposed to retail) clients are not set at an unduly onerous level would also be desirable.

4. The text is now being considered by the Economic and Monetary AVairs Committee (ECON) of the
European Parliament, and by the European Securities Committee (ESC) . Currently, the ESC is scheduled
to vote on the text in June and formal adoption by the Commission is likely in July. Some changes are likely
to result from consideration of the text by the ESC and ECON. It is unclear at this stage what the nature
and extent of these changes will be. However, our working assumption is that the Commission’s February
draft will more or less be adopted by the Commission and the European Parliament in the summer. We are
basing our implementation plans on that assumption.

Harmonisation Status of the Level 2 Text

5. As signalled publicly by Commissioner McCreevy before Christmas, the text has been drafted largely
as maximum harmonising. Flexibility for Member States to add or retain other national requirements is
limited generally to “exceptional circumstances” in which the risks arising are of particular importance to
the market structure of that Member State, as set out in Article 4 of the draft Level 2 Directive.

6. We agree in principle with the Commission’s objective of limiting the scope for Member States to
“goldplate” the implementation of the directive. As we said in our Better Regulation Action Plan, published
inDecember 2005, wewill implement directives in a sensible and proportionateway.Wewill not “goldplate”
EU requirements—we will add national measures only when they are justified in their own right (including
through the use of cost-benefit analysis (CBA) and market failure analysis (MFA)) and where consistent
with directive provisions. In implementing MiFID, we plan to “copy-out” the directive’s requirements, and
do not envisage at this stage including significant new requirements.

7. However, we do not think that Article 4 should require us automatically to remove existing FSA rules
that address risks to investors or to the integrity of UKmarkets, particularly where these risks are not fully
covered by the Level 2 measures. There may well be areas of our existing regime that it will be prudent for
us to retain, where that is consistent with MiFID provisions, so that we can continue to provide an
appropriate level of protection for retail consumers. But we believe that the drafting of Article 4 and the
associated recitals to the Level 2 directive needs to be improved to make clear the nature of the test that
Member States would need to meet in making these judgements. As drafted, we believe it could prevent us
taking action that would otherwise be objectively justified and proportionate.

The FSAs Implementation Plans

General approach

8. Implementation of MiFID, including the Level 2 measures, is the responsibility of the Treasury and
the FSA. In late April, we will publish with the Treasury a Joint Implementation Plan, which will set out
how we will work together to implementMiFID in the UK. It will outline our consultation programme and
the timetable for making necessary changes to legislation and rules, and will explain how we propose to
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involve industry and other stakeholders in that process. The plan will build on our November 2005
“Planning for MiFID”—a well-received short guide to the key areas which we believe senior management
should be thinking about and budgeting for in preparation for MiFID.

9. Our aim is to implement MIFID in as pragmatic and cost-eVective a way as possible—in a way that
meets the requirements of the Directive, but that also makes sense for UK markets—both wholesale and
retail.

10. In our Business Plan for 2006–07, published in February, we made clear that we would use the
implementation of MiFID as the opportunity for a radical overhaul of parts of the FSA Handbook,
rationalising existing requirements not superceded by copy-out of the Directive’s requirements, when it is
sensible to do so.

11. However, the scope of MiFID cuts arbitrarily through certain markets. It does not, for example,
cover the sale and distribution of insurance products. We will therefore need to consider the impact that the
implementation of MiFID will have on the current UK regime that applies to business falling outside the
scope of MiFID. It may be appropriate to align some of our requirements in this area with what is required
by MiFID.

12. These issues will be addressed in our planned radical revision of our retail conduct of business
requirements, marking our commitment to move more in the direction of principles-based regulation. They
will be subject to full consultation, including relevant MFA and CBA, as part of our consultation
programme.

Consultation Programme

13. In our Business Plan, we set out a revised consultation programme that takes account of the timetable
for the adoption of the Level 2 measures described above. Given the range of issues raised by
implementation, and the fact that Level 2 measures, whilst near final, still have to be agreed and adopted,
we have decided that to allow suYcient consideration of those issues we should publish four consultation
papers (CPs), phased over the year, as follows:

— ACP inMay 2006 on systems and controls, setting out a single body of requirements arising from
both the Capital Requirements Directive (CRD) (which is to be implemented by 1 January 2007)
and MiFID. Dealing with both Directives in one document is helpful for firms—many of whom
are caught by both Directives.

— A Discussion Paper on Best Execution in May 2006. This will explore the new MiFID
requirements relating to best execution. It will examine practical issues around execution policies
and arrangements and how firms will monitor and review those policies and arrangements.

— A CP in July 2006 covering MiFID’s provisions on markets transparency, transaction reporting,
authorisation and enforcement and co-operation.

— A CP in October 2006 on Conduct of Business (CoB) rules. This will combine implementation of
theMiFID requirements with the results of our CoB simplification work including the application
to non-MiFID scope business as described above.

— A second CP in October 2006 covering MiFID provisions on marketing communications, set
within a wider review of our current financial promotions regime.

Cost Benefit Analysis

14. We have a statutory obligation under the Financial Services and Markets Act (FSMA) to publish
a cost-benefit analysis of any new rules, including those which we must introduce to implement European
directives. We have undertaken a substantial amount of analysis and are committed to publishing a
straightforward account of the costs and benefits in the UK arising from MiFID.

15. The precise implementation costs and benefits of MiFID will depend on the ultimate outcomes at
Level 2, and on decisions about application and interpretation. However, we think that the Commission’s
draft proposals provide a suYcient basis for us to carry out a cost-benefit analysis consistent with our FSMA
obligations. We continue to work closely with industry stakeholders to establish as clearly as we can the
likely scale and nature of those costs. In doing so, we may also be able to draw implications from the results
of our study into the Costs of regulation, which we plan to publish in May 2006.

16. On costs, we do not underestimate the one-oV cost for firms of revamping existing, or introducing
new, systems, procedures and business or trading models, particularly given the understandable desire of
many firms to minimise their legal and compliance risk. We recognise that many firms are concerned about
the possible scale of these costs. However, our judgement is that the Level 2 text has improved significantly
during negotiations, such that some implementation costs may be lower than first thought. For example, the
need for costly “repapering” of existing clients (re-issuing revised client agreements) now appears less likely.

17. We also believe that MiFID could bring benefits, and we have commissioned some focussed work to
assess their potential nature and extent. For example, it will simplify and streamline thȩ passportinģ regime
for firms doing cross-border business, increasing competition and enabling greater EU financial integration,
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both of which may act as mechanisms for lower prices. MiFID will also abolish the so-called concentration
rule, which has allowed Member States to give preference to regulated markets as distinct from other
execution venues as venues for the execution of transactions. MiFID compensates for this by setting a best
execution obligation, which should enhance investor protection and price formation.MiFIDwill also allow
a range of firms to realise the economic value of their trade data.

18. Each of the CPs described above will contain a CBA relevant to its content. Our overall CBA of
MiFID implementation will be set out in our October CP on CoB.

March 2006

Memorandum submitted by the Financial Services Consumer Panel

Executive Summary

The Financial Services Consumer Panel is pleased to have this opportunity to inform the Select
Committee about issues of concern to financial services consumers arising from EU initiatives. There are
numerous challenges here, but we have focused this submission on our key concerns.

Consumer representation: The European Commission has criticised the lack of response from EU
consumer groups to discussion documents on financial services regulation. The Consumer Panel organised
a Conference of EU consumer groups to find out why. The meeting concluded and advised the Commission
that most groups do not have the resources to be involved in debates about EU financial services. We are
therefore delighted to see from the recent White Paper that the Commission proposes to establish a
permanent group of consumer representatives from across Europe with a focus on financial services issues.

Evidence-based policy making: Despite public protestations to the contrary, to date there seems to be a
frustrating “one size fits all” approach to EU policy-making. This stems at least in part from the almost
complete absence of information available about how retail markets actually work in individual Member
States. TheWhite Paper contains a positive commitment to evidence-based policy-making in the future and
we look forward to seeing this carried forward.

Financial services policy 2005–10: Consumer protection measures should not be considered a barrier to
a single market. Far greater use needs to be made of competition and other powers to open up the markets,
with greater emphasis placed on post implementation evaluation and evidence-based policy-making.

Markets in Financial Instruments Directive: MiFID contains far-reaching proposals aVecting both
wholesale and retail issues. The impact on retail consumers of some of these measures—and the extent of
any benefit—is still unclear, although ultimately the cost will be borne by consumers.

Mortgages: The Panel is broadly supportive of any initiative which attempts to replicate the benefits
enjoyed byUK consumers and of the level of consumer protection available.We are concerned however that
anyEU legislation in this area could result in additional cost to theUKmortgage industry and to consumers.

Asset management: We agree that there is a need to ensure that the current legislative framework is in
place and working eVectively before consideration is given to further legislation in this area.We do however
see an urgent need for a revision of the simplified prospectus.

Better regulation: The Panel supports the Commission’s recent statements that all new financial
legislation should be subject to a cost/benefit analysis. As the costs of regulation are largely met by
consumers in higher fees and charges, consumers have a vested interest in regulation providing value for
money. However the value may not always be tangible or easily measured.

Principal Concerns

Consumer Representation

When the Treasury Committee last considered EU financial services the Head of Unit F1, DGMarkt was
prompted to comment that “. . . enormous eVorts were made to include consumer and user representatives
in the process and the Commission should therefore not be blamed for the appalling lack of interest shown
by consumer organisations . . .”

In part as a response to DGMarkt’s comments, the Panel held a Conference for consumer groups across
the EU in early November. Not only did this form the basis for a network of financial services-focused
consumer representatives, but Conference delegates also agreed a resolution which we have since sent to the
Commission setting out the steps we believe the Commission needs to take in order to address the issue of
insuYcient consumer input to the policy-making process. A copy of the resolution is attached as an appendix
to this submission.

We agree that there is insuYcient consumer input into the EU policy-making process. The commendable
steps the Commission has taken to date, for example by establishing FIN-USE, together with the firm
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commitment in the White Paper to set up a permanent group of consumer representatives across Europe,
should go a long way in addressing the core Issues. In addition one of the Lamfalussy Committees, CESR,
has taken positive measures to include consumers in policy debate by setting up “consumer days” to discuss
CESR proposals. The recent Retail Investor Workshop in Valencia was both constructive and productive
and we expect to see real change coming from this initiative. We would like to see other Lamfalussy bodies
taking a similar approach.

It was clear at our Conference that many national consumer organisations do not have the expertise
within their organisations to analyse often complex issues written in a language other than the national one.
We are not convinced that the periodic newsletter referred to in the White Paper will provide enough help
in this area. It is also the case that consumer organisations do not often have the luxury of specialist advisers.
The Commission must do more to improve the consultation process as it is vital that the real needs of
consumers are properly understood by policy makers at all levels. Fundamental change is needed and the
steps set out in the resolution and the White Paper will help the Commission to take this forward.

Evidence-based policy making

There is a remarkable lack of evidence about the ways in which retail markets within the EU actually
operate and how well they meet consumer needs. This is a severe hindrance to good policy-making which
should always be evidence based. This is a missed opportunity for the Commission which should be using
this information to focus its resources more eVectively and to learn from the experience of consumers of
retail markets in individual Member States. We hope that the commitment set out in the White Paper will
bring a new, rapid approach.

Financial services policy 2005–10

The Commission published its White Paper on Financial Services Policy 2005–10 on 5 December. The
Commission has an ambitious agenda which we were pleased to see included the implementation,
enforcement and evaluation of existing legislation. There is much to be learned from the experience of
individual Member States since the Financial Services Action Plan was first drawn up and we regard post-
implementation evaluation as a high priority. Looking forward, the Commission’s focus should be on
removing the remaining barriers to the integration of wholesale markets. This would lead to, for example,
greater freedom for mortgage lenders and would pave the way for the more open and economically eYcient
EU financial market envisaged by the Commission. The Panel is not convinced however that there is
currently a significant demand amongst retail consumers for many cross-border financial products or
services. This might change over time, but consumers would have to have confidence in the relevant
regulatory regime and a great deal of work would have to be done in areas such as the provision of eVective,
consumer-tested pre-sale information and acceptable advertising standards.

Markets in Financial Instruments Directive

The impact of the Markets in Financial Instruments Directive seems to have grown significantly during
its period of development and the implications of the implementation of the final measures are still not
absolutely clear to us. The Panel’s principal concern aboutMiFID to date has now been alleviated following
the announcement of the exclusion of generic advice from the definition of “investment advice” in the
Directive. There are other measures where retail consumers could be disadvantaged, however. For example,
the provisions relating to best execution will not we understand necessarily result in the best deal for
consumers; and we will be looking closely at the FSA’s forthcoming Consultation Paper setting out a
MiFID-compliant revision of the existing requirements imposed on regulated firms In relation to
advertising. The substantial costs of the extensive changes arising from MiFID will, of course, be borne
ultimately by the consumer.

Mortgages

The Panel was fully supportive of the introduction of the regime covering the sale ofmortgages in theUK.
It believes this has been an important step in ensuring consumers are protected during what is often themost
significant purchase they are likely to make. The Panel is therefore encouraged that the Commission is
seeking to ensure other EU consumers benefit from mortgage regulation. That said, the Panel is concerned
that any EU legislation in this area could result in additional cost to the UK mortgage industry, at a time
when it has only recently absorbed significant costs associated with the new regime in the UK. However,
the Panel is broadly supportive of any initiative which attempts to replicate the benefits enjoyed by UK
consumers both in terms of the diversity and innovative nature of the UK market, and of the level of
consumer protection available.
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The Panel does not see the single market becoming a reality by means of consumers buying their homes
with finance provided by a lender in another Member State. It therefore doubts there will be significant
demand for cross-border sales of mortgage products There may be some niche markets—second homes
abroad for example—but the market will overwhelmingly from the consumer’s perspective remain a
national one.

The Panel believes the route to a more integrated EU market lies in harmonising funding arrangements
allowing greater freedom for lenders, which will result in the creation of more diverse products becoming
available across Europe. It also believes that a more consistent approach to valuations, early repayment
charges, credit worthiness checks, and the relaxation of other legal constraints will play a much more
significant role in promoting an integrated market. The Panel does not believe that consumer protection
measures alone can achieve the stated aims of the Green Paper. Indeed in isolation such measures are likely
to have little eVect. For example, the Panel fails to see how the introduction of a compulsory standardised
information sheet can facilitate cross-border sales. Consumers need appropriate information at the right
time in the mortgage buying process. But in view of the diversity of local arrangements the correct way to
address this is to ensure each member state requires suitable pre-sale information which accurately reflects
the local market and is not constrained by EU requirements which may not be appropriate in every case.

The Panel believes that the right way to achieve the stated objective in the Green Paper is first to address
the restrictions in wholesale funding of mortgages and other legal constraints which exist in some member
states. Opening up such restricted markets to more innovative products will have an obvious and direct
benefit for consumers.

Asset management

The Panel supports the Commission’s overall approach to the enhancement of the EU framework for
investment funds. We do however have two main concerns:

— The simplified prospectus does not meet consumer needs and should be improved. Both regulators
and policy-makers must recognise the need to test all disclosure documents such as the prospectus
on real consumers active in the financial markets. The level of understanding of the recipients of
these documents is the true indicator of their eVectiveness. The simplified prospectus falls short of
what is required.

— There are risks to consumers in the changes introduced in UCITS III, where there is a real
possibility of confusion. Amongst consumers of investment products the UCITS term is becoming
known and understood and this is something that could be built on now. But there is a need to
distinguish between pre and post UCITS III products, where the risks could be significantly
diVerent.

The Green Paper on Investment Funds opened up the discussion on alternative investment markets and
substitute products. Consumer protection is an issue if the retail mass market is to be opened up to
investments such as hedge funds. It is generally accepted that products of this type tend to be complex and
opaque, making risk assessment more diYcult for consumers and even for their advisers.

Better regulation

Of course the Panel supports “better regulation” both on a national and EU-wide basis. We are pleased
that there seems to be an acceptance that all new EU financial legislation should be subject to a cost/benefit
analysis. As the costs of regulation are largely met by consumers in higher fees and charges, consumers have
a vested interest in regulation providing value for money. However the value may not always be tangible or
easily measured. For example it is clear that regulation—if it is seen to be eVective by consumers—increases
their confidence in the industry as a whole. The Panel does not wish to see regulatory requirements in
financial services swept aside on simplistic cost grounds alone.

Whatever the regulatory approach, however, the Panel supports eVective regulation that is robustly
enforced.

Conclusion

The Panel believes that the overall objectives set out in the recent White Paper deserve support, as do a
great many of the financial services initiatives we have seen over the past few years. An argument that
existing national standards are “best practice” is not in itself a sustainable position in the long term, although
we will continue to work with others in identifying areas where UK consumers could be disadvantaged. But
the Commission must do more to facilitate eVective participation by consumer groups in the consultation
process and we will be taking a close interest in the development of the consumer group referred to in the
White Paper.We are looking forward to a positive response from the Commission to the other points raised
in the Conference resolution. We also believe that evidence-based policy-making is the only sensible way
forward and we have called for this on many occasions. We are glad that the Commission has taken this
on board.

John Howard, Chairman
Financial Services Consumer Panel
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APPENDIX

Financial Services Consumer Panel

The Financial Services Consumer Panel (the Panel) was established by the Financial Services Authority
(FSA) in December 1998 to represent the interests of consumers in advising the FSA on its policy and
practices and monitoring its eVectiveness. Subsequently, the Financial Services and Markets Act 2000 (the
Act) made it a statutory requirement for the FSA to establish andmaintain a Consumer Panel. The relevant
sections of the Act came into force on 18 June 2001.

Role of the Consumer Panel

The main purpose of the Panel is to provide advice to the FSA. Consequently the emphasis of the Panel’s
work is on activities that are regulated by the FSA. The Panel is also responsible for assessing and
commenting on the eVectiveness of the FSA. In addition the Panel looks at the impact on consumers of
activities outside but related to the FSA’s remit. Examples include European issues and policy proposals by
HM Treasury and others. The Panel has regard to the interests of all groups of consumers, including those
who are particularly disadvantaged in the context of financial services. The Panel can also advise the
Government on the scope of financial services regulation; and consider othermatters that assist it in carrying
out its primary functions.

How the Panel operates

The full Panel meets about 10 times per year. In addition, smaller “working groups”meet monthly to deal
with species issues in more detail and to consider the Panel’s formal responses to FSA and other
consultations. FSA staV and other third parties are invited to these meetings and participate in discussions.
The Panel also holds meetings outside the FSA’s oYces (most recently in CardiV) with members of the
financial services industry, aswell aswith consumer representatives. The Panel nowhas closer links than ever
before with its statutory counterpart, the Financial Services Practitioner Panel, with a view to developing a
better understanding of industry viewpoints and working together wherever possible to tackle areas of
mutual interest. Although the Panel has less direct involvement with The Smaller Businesses Practitioner
Panel, we do exchange minutes and hold occasional joint meetings. From time to time, the Panel also
commissions research to obtain a better understanding of consumers’ views and to identify areas of concern.
A monthly report of the Panel’s work and concerns is provided for the FSA Board.

Accountability

The Panel publishes an annual report on its activities. Annual Reports, responses to consultations,
research reports and other information is available on the Panel’s website at www.fs-cp.org.uk. The website
contains the Panel’s e-mail address, but makes it clear that the Panel is not in a position to pursue individual
or specific complaints from the public about financial services. The Panel does however consider carefully
the wider implications of any complaints or other information provided by consumers and others who
contact the Panel.

Membership

Panel members are appointed by the FSA Board following an open recruitment process based on the
Nolan principles; the appointment of the Chairman must have the formal approval of the Treasury. John
Howard became Chairman of the Consumer Panel with eVect from 1 October 2005, having been a Panel
member since October 2000. Adam Phillips, who joined the Panel inMarch 2004, was appointed Vice Chair
with eVect from 1 November 2005.

Members of the Panel have a wide range of relevant experience such as consumer advice and advocacy,
front-line advice, legal expertise, market research, consumer policy and the media.

FINANCIAL SERVICES CONSUMER PANEL: CONFERENCE FOR CONSUMER
GROUPS IN THE EU

On 4November 2005 the Financial Services Consumer Panel hosted a one-day Conference for Consumer
Groups in the EU. At the end of the Conference delegates agreed a resolution to be sent to the Commission
which sets out the action that delegates believe the Commission needs to take to ensure eVective dialogue
between consumer groups in Member States and policy-makers in Europe. My purpose in writing to you is
to present this Resolution formally and to seek your response by the end of January 2006.

First I should explain something of the background to the Conference. The Panel decided to organise the
event in response to earlier comments by the Commission about the lack of consumer representatives to
consult on financial services issues. Clearly something needs to be done. The Panel wants to ensure that the
positive and negative impact of policy changes on consumers is communicated eVectively to theCommission
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from an informed standpoint in all Member States. We also wanted consumer groups that are not/cannot
be members of BEUC, for example, to have access to a consumer-facing network of consumer groups in the
EU. The Conference was a first step towards meeting these objectives.

The principal aims of the event were to:

— develop a pan-European network of consumer groups interested in financial issues;

— identify key issues for consumers of financial services in diVerent EU countries;

— compare how the diVerent groups are working to tackle those issues;

— debate how to get a more eVective voice for consumers in Europe; and

— look at how consumer groups can work better across the EU in future.

As well as consumer representatives from a large number of Member States, delegates included members
of FIN-USE, BEUC and UK-based consumer groups. Speakers included Harsha Shewaram from DG
Internal Market whose input was particularly valuable. We are grateful to Harsha for spending so much
time at the Conference and for participating so positively. We also heard fromDominique Forest (BEUC);
Manfred Westphal (FINUSE) and Paul Wright from the UK Financial Services Authority.

The Conference, which was preceded by an informal dinner the previous evening, went a long way
towards developing a pan-European network of financial services consumer groups and we are committed
to developing this further. As I said earlier, Conference delegates also agreed on a Resolution to be put to
the Commission and a copy of this is enclosed.

I will be happy to provide further background to the Resolution and also to answer any questions you
have, either in writing or at a meeting. I hope that the Commission will react positively to the steps that the
Panel and the Conference delegates have taken to respond to the Commission’s comments about the lack
of financial services consumer representatives in Europe.

FINAL RESOLUTION FROM CONSUMER GROUPS IN THE EU CONFERENCE

LONDON 4 NOVEMBER 2005

At a meeting held in London today, representatives of consumer groups from across the EU, resolved to
work for the following to take place:

1. The Commission to call on Member States to support consumer groups with knowledge of financial
services.

2. The creation of an additional forum organised and funded by the Commission, consisting only of
consumer representatives.

3. The Commission to publicise more widely to consumer groups, its work plan and road maps.

4. The Commission to create and distribute to national consumer organisations, consumer relevant
summaries of financial services discussion documents in all EU languages. This should reduce the demand
on the scarce resources of national consumer groups.

5. A similar more proactive open approach to obtaining consumer input to be developed by other
European players such as the Lamfalussy Committees.

6. The Commission to collect, on a comprehensive basis, evidence of how consumers fare in financial
markets across the EU, showing problems and strengths of diVerent approaches.

7. The Commission to increase the money available to European consumer bodies such as BEUC to
strengthen the resources for financial services work.

The consumer bodies at the conference were:

— Financial Services Consumer Panel, UK;

— Citizens Advice, UK;

— Which?, UK;

— Konsument, Austria;

— Test-Achats, Belgium;

— Cyprus Consumers Association;

— Spotrebitelsky poradensky a informacni Servis, Czech Republic;

— Consumers Defence Association, Czech Republic;

— Estonian Consumers Union;

— German National Consumer Association;

— National Association for Consumer Protection, Hungary;

— Consultative Consumer Panel, Ireland;

— Consumer Rights Protection Centre, Latvia;
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— LN Consumers Federation, Lithuania;

— Consumers Association, Malta;

— Consumentenbond, Netherlands;

— Associacao Portuguesa para a Defense’ do Consumidor, Portugal ZPS, Slovenia;

— ADICAE, Spain;

— BEUC (Bureau European des Consommateurs).

Memorandum submitted by HM Treasury

Introduction

HMGovernment stronglywelcomes the EuropeanCommission’sWhite Paper on financial services policy
2005–10. We believe it to be a pro-competition, pro better-regulation package of measures that sets the
development of Europe’s financial services on solid ground for the next five years.

2. This White Paper is the result of almost two years of debate between Europe’s institutions, Member
States and financial services industry, on the next steps in financial services policy, and we commend the
Commission for the open and transparent way with which it has pursued this dialogue.

3. For their part theUKAuthorities (HMTreasury, FSA and Bank of England) have set out to influence
this debate, most notably through the publication, in May 2004, of After the EU Financial Services Action
Plan: a new strategic approach, which set out five priorities which we believe should underpin financial
services policy. We are pleased that all five of our priorities are well reflected in the European Commission’s
White Paper. In addition, in January 2005, the UK Authorities set out in Supervising financial services in
an integrated European Single Market: a discussion paper, their views on how to optimise the functioning
of the EU’s supervisory arrangements. Again we are pleased that the European Commission’s proposals for
enhancing the EU’s supervisory arrangements draw so heavily upon the ideas set out in this paper.

4. We believe the European Commission’s White Paper on financial services policy 2005–10 is an
excellent result for the UK’s financial services industry and provides a solid basis for the further integration
of Europe’s financial services market.

Development and Operation of the Lamfalussy Arrangements

5. The regulatory structures set up under the Lamfalussy framework and designed tomake the regulatory
process more rapid, eVective and transparent, are now in place. Although the process is relatively young and
still evolving, the Lamfalussy arrangements do appear to be streamlining the EU legislative process, and will
result in a higher degree of regulatory convergence than has hitherto been the case. We envisage that the
involvement of finance ministries and regulators in the process will also contribute to “buy-in” in terms of
implementation, ongoing application and enforcement of legislation. Consequently, we view theLamfalussy
process as a significant step forward.

6. Certain aspects of Lamfalussy’s four-level approach remain largely untested, for example, Level 4
dealing with enforcement issues, and to a lesser extent Level 3 dealing with supervisory co-operation.
Moreover, there are some areas that might benefit from further attention. One example is that excessive
detail in Level 1 can lead to over-prescription in Level 2 implementing measures.

7. In this respect, the UK authorities endorse the Commission’s stated view that “[the Commission does]
not favour overregulation or excessive detail in measures adopted either at Level 1 or Level 2. The level of
detail included should be limited to that required to ensure the smooth functioning of markets. Level 2 rules
should be suYciently precise and transparent to ensure the eVective functioning of the Level 1 Directive they
are intended to underpin, while avoiding unnecessary burden.”7

8. The workload of the Lamfalussy Level 3 Committees has varied. The Committee of European
Securities Regulators’ (CESR) workload has been dominated by the need to provide advice on Level 2
implementing measures including the Market in Financial Instruments Directive (MiFID), the Market
Abuse Directive and the Prospectus Directive. The Committee of European Insurance and Occupational
Pensions Supervisors’ (CEIOPS)main priority will remain providing advice to the Commission on Solvency
II. All three Committees have, therefore, had less time to focus on non-legislative issues, such as those
enhancing supervisory cooperation. Nonetheless, despite this, CESR has started the important task of peer
review and the Committee of European Banking Supervisors (CEBS) has made considerable progress in its
work on home-host issues.

7 Commission document SEC(2004) 1459 The application of the Lamfalussy process to EU securities markets legislation:
A preliminary assessment by the Commission services, 15 November 2004.
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9. The main diYculty for the Level 3 Committees in providing advice to the Commission has arisen from
the imposition of relatively tight timetables in which to respond. This has meant that it has not always been
possible for the Committees to subject their advice to full impact assessments, which has sometimes resulted
in their advice being excessively detailed or prescriptive. In future, more realistic timetables need to be set,
so as to facilitate better evidence-based policy making by the Lamfalussy Committees. We also believe that
it is imperative that the Lamfalussy Committees work eVectively together on cross-sectoral issues.
Consequently, wewarmly support the protocol agreed by the three Level 3 Committees as an important step
forward in this respect.

The Impact of Better Regulation Principles

10. The UK has consistently supported developing the Single Market in financial services. Nevertheless,
legislative measures introduced for this purposemust genuinely further the aims of the SingleMarket, break
downmarket barriers and remove market failures. The benefits of regulation should outweigh the costs and
it must be fully and consistently implemented and then enforced across the EU.

11. We believe better regulation requires high-quality, robust, evidence-based proposals in developing
policy, and the process should ensure that timeframes set for advice or consultation are suYcient and
realistic at all stages of the process. In each case four steps need to be adhered to:

— explicit consideration of no action, or a non-legislative solution;

— cost benefit analysis and supporting impact assessments;

— competitiveness testing; and

— consultation with industry and other key stakeholders throughout the course of negotiating a
directive.

12. Where ex-post evaluation demonstrates that pieces of legislation are deemed not to have delivered
their intended benefits, they should be either amended or repealed, in line with the Commission’s
undertaking in its White Paper on Financial Services Policy, again in consultation with industry. The UK
authorities believe that the ex-post evaluation of all FSAPmeasures, as proposed in theCommission’sWhite
Paper will be a valuable tool in assessing whether a particular directive has achieved its intended benefits.

13. This hasn’t always been the case: some key FSAP proposals would have benefited from a greater
degree of evidence-based policymaking, notably the 3rd Money Laundering Directive. Nevertheless the
Treasury welcomes the fact that the Commission, in its White Paper, has placed such a strong emphasis on
the importance of following better regulation principles in developing policy over the next five years. The
UK has called for the adoption of a risk-based approach in all sectors, including financial services, in the
interests of Europe’s global competitiveness.

Market in Financial Instruments Directive (MiFID)

14. MiFID is central to building an eVective Single Market in financial services in the EU. It seeks to
facilitate cross-border business and competition whilst protecting investors. These objectives are ones that
the UK strongly supports, and therefore we welcome the directive. We believe that, if implemented properly
across the EU, it represents a significant opportunity for UK-based firms.

15. The impact of the implementation of MiFID in the UK needs to be put into perspective. There are
two main points to bear in mind:

— MiFID does not significantly alter the boundaries of financial services regulation in the UK; and

— the UK already has regulatory rules in most of the areas covered by the directive.

16. All the core investment services and activities that Member States are required to regulate under the
directive are already subject to regulation in the UK. MiFID entails a modest increase in the scope of
instruments covered by financial services regulation. The main change is that a wider range of physically-
settled commodity derivative contracts are brought inside the scope of regulation.

17. There are probably twomain areas where the directive introduces obligations which do not currently
exist in the UK:

— the appropriateness test (article 19(5) of the directive) for services other than investment advice
and portfolio management; and

— the pre-trade transparency requirements for systematic internalisers (article 27 of the directive).

18. In other areas, the main impact of MiFID is not to introduce wholly new obligations but to modify
those that already exist. A key example of this is the directive’s provisions on best execution. These
significantly update the existing UK regime, in particular to require firms to develop and maintain a policy
for delivering the best possible result for the client. The provisions in the directive are, however, broadly
similar to ideas for modernising the UK regime on which the FSA consulted on prior to MiFID.
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19. In its consultation document on the implementation of MiFID in the UK, the Treasury published a
partial regulatory impact assessment. This is intended to complement the wider work that the FSA has been
doing on the costs and benefits of the implementation of MiFID reflecting the fact that the most significant
changes will involve alterations to FSA rules.

ImplementingMeasures

20. We welcome the draft MiFID implementing legislation that the Commission published on 6
February. The drafts are grounded in advice from CESR and reflect substantial discussion with Member
States in the European Securities Committee (ESC)—informal drafts were discussed at eight meetings of the
ESC in 2005 after each of which member states were oVered the opportunity to submit written comments.
The Commission also put informal drafts out to public consultation (and put all the drafts discussed in ESC
on its public website). The Commission has also engaged in an open dialogue with industry through bilateral
meetings and frequent appearances at industry conferences. The drafts therefore have been produced as a
result of an open, transparent and consultative process.

21. There were only two significant elements of the drafts published on 6 February that were neither part
of the CESR advice nor were discussed in the ESC process. These were:

— Article 4 of the draft implementing directive. This indicates that Member States are constrained
in their ability to impose obligations which go beyond those in the implementing directive; and

— Article 18 of the implementing directive. This allows investment firms to deposit client funds in
money market funds as well as bank accounts.

22. Commissioner McCreevy made clear in two speeches towards the end of last year that he wanted
MiFID to be as far as possible a maximium harmonisation directive in order to ensure a consistent
regulatory regime across the single market. Article 4 seeks to turn that aspiration into a legal provision. The
Treasury supports the Commissioner’s aspiration.

23. The inclusion of the provision on money market funds resulted from discussion between the
Commission and industry. The Treasury believes that there is a strong case for including this provision.
However, it raises complicated issues about the protection of client funds in the event of the insolvency of
the investment firm that the existing text fails to eVectively deal with. We therefore proposed to the
Commission that the provisions on money market funds should be left out of the text. This would have
enabled CESR to be given amandate to look at the issue with a view to their being a subsequent amendment
to the implementing measures. The Commission has not taken up our suggestion. We have therefore
concentrated on trying to improve the technical details of the proposals.

24. MiFID will produce a far greater degree of harmonisation in regulatory requirements for investment
firms than currently exists in Europe. This is because it is much more detailed than its predecessor, the
Investment Services Directive, and there is much less freedom forMember States to add obligations to those
set out in the directive. Regulators will also work through CESR to agree guidelines for how parts of the
directive will be enforced.

25. There are perhaps three elements of the implementing measures where the application of the
provisions across Europe are most uncertain. The provisions on systematic internalisers are new for all
Member States, whilst those on best execution will bring significant change to existing regimes in this area.
If they are not implemented consistently this could undermine the directive’s eVorts to facilitate competition
for the execution of orders which is central to cutting costs for investors and the issuers of securities. The
third area is financial promotions. The directive does not contain a comprehensive regime for the regulation
of marketing by investment firms; detailed provisions are mainly left to national discretion. However, it will
be important that national marketing regimes do not undermine the country of origin approach to the
regulation of the conduct of business by investment firms under the directive.

26. We have made clear our approach to going beyond the minimum requirements in EU financial
services legislation. This will only occur where it is necessary tomeet risks to regulatory objectives andwhere
the benefits of taking action exceed the costs.

27. The timetable for the implementation of MiFID is tight. The Treasury and FSA have indicated that
they will seek to ensure that industry is given the full nine months of certainty between the finalisation of
the implementing laws and regulations and the date on which the directive comes into eVect. Given the
pressures to achieve implementation the Treasury welcomes the establishment by industry of the MiFID-
Connect project. We have committed to working with industry to help ensure that industry is in the best
possible position to implement the directive in a timely and eVective manner. The Treasury and FSA
published a joint document dealing with the implementation of MiFID on Thursday, 4 May 2006. Copies
were placed in the House libraries and it is available, together with a summary of the responses to the
Treasury’s consultation document on the implementation of MiFID at http://www.hm-treasury.gov.uk/
Documents/Financial–Services/eu–financial–services/fin–eufs–isd.cfm
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Clearing and Settlement

28. The Commission is right to focus on the eYciency and safety of cross-border clearing and settlement
as a significant issue for a Single Market in financial services in the EU. Well functioning market
infrastructure is necessary to facilitate competition between execution venues and to encourage investors to
invest on a pan-European basis.

29. In considering whether or not EU action is needed in this area, the Commission has sought to work
on the basis of consultation and evidence. It has:

— issued two consultative communications in 2002 and 2004 respectively;

— received two reports from the Giovannini group of experts looking at barriers to cross-border
clearing and settlement in Europe;

— published a report by London Economics looking at the relationships between trading, clearing
and settlement infrastructure across Europe;

— established the CESAME high-level group to listen to and work with market participants to
remove barriers to cross-border clearing and settlement;

— set up expert groups to gather evidence and make recommendations in respect of legal and fiscal
compliance barriers;

— co-ordinated work between DG-Markt and DG-Comp; and

— made clear that its preference in respect of removing barriers to eYcient cross-border clearing and
settlement is for action by the private sector rather than through legislation.

30. We made clear our view of clearing and settlement in responding to the Commission’s 2004
communication (a full copy of the response is available on the section of the Commission’s website dealing
with clearing and settlement). The response made two key points:

— any decision about a directive needed to be grounded in market failure analysis and a regulatory
impact assessment; and

— the potential for competition policy to contribute to policy objectives in this area should not be
underestimated.

31. We therefore welcome the fact that since the autumn of 2004, the Commission has been working on
a regulatory impact assessment, elements of which have been opened up for discussion through CESAME.
It is crucial that this assessment is central to any decision the Commission makes about whether or not to
propose a directive, and that the work of the Commission services is exposed to external assessment. On this
latter point, we welcome the remarks that Commissioner McCreevy made in his 16 December 2005 speech.

32. On 7 March, Commissioners McCreevy and Kroes issued a joint press release on clearing and
settlement. This issued a challenge to the industry to take action to help improve eYciency in cross-border
clearing and settlement rather than leave it to the Commission to take action. The Commission appears to
be looking to industry, principally infrastructure providers, to take action in respect of:

— ensuring non-discriminatory access, including for other infrastructure providers;

— price transparency, making prices available for pubic inspection;

— unbundling, so that users have a choice of whether to buy a full service package or individual
services; and

— risk mitigation, to ensure that central infrastructure is as safe as is reasonably possible.

33. We support the emphasis being placed on action by the private sector to resolve problems. If it can
be done it is clearly preferable to public sector action, particularly additional legislation. Therefore, we
would urge the private sector, particularly the main infrastructure providers, to reflect on what they could
do to meet the concerns expressed by the Commission. It is not possible to resolve all issues in the three
month timetable set by the Commissioners for determining whether or not action is needed at the EU level.
But firm commitments could be made to achieve progress on a realistic timetable.

Mortgage Credit

34. On 25 November 2005 the Treasury and FSA jointly submitted the UK’s response to the European
Commission’s Green Paper onMortgage Credit. The UK’s response, copies of which were deposited in the
House libraries, is available at

http://www.hm-treasury.gov.uk/media/24A/A4/eufs–mortgageresponse131205.pdf.

35. The Treasury worked closely with a wide range of UK stakeholders to inform the development of our
joint response. In our response we stressed the need for a convincing economic impact assessment by the
Commission of any legislative proposals, and that alternatives to regulation should be fully explored. In our
viewCommission priorities should be focused on areas where enhancedmarket access can be achieved using
persuasive and voluntary measures, to foster greater collaboration and cooperation.

May 2006
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Annex

Additional Information Requested by the Treasury Committee

Details of the consultative and knowledge building process undertaken by the Treasury in advance of European
negotiations on financial services policy

The Treasury regularly consults market participants, trade associations and consumer bodies through a
range of diVerent fora, including through a series of roundtables, forum groups and high-level business
meetings. We continue to consult aVected parties during the course of the negotiations as legislation
develops.

The Treasury has also published a number of consultation documents on key European financial services
issues, in order to solicit a wide range of views and opinions. In addition, both the Treasury and the FSA
have regular informal meetings with the European Commission to exchange views and share best practice,
as well as operate staV secondment programmes to share knowledge, technical expertise, and generally
promote closer working relationships.

The relationship between the Treasury and the Financial Services Authority in negotiating European financial
services legislation

Negotiation of European legislation and responsibility for its implementation in the UK are
responsibilities of the Government. In those areas which are subject to the FSA’s rule making powers under
the Financial Services and Markets Act 2000, a Directive’s provisions will often be transposed through
amendment of FSA rules. For this reason the Treasury works very closely with the FSA in the relevant EU
fora. The FSA provides advice and technical expertise on the regulatory implications for consumers, firms
andmarkets of proposed EU legislative initiatives. The Treasury’s responsibility is to determine negotiating
priorities in the light of that advice and the wider national interest.

The desirability of the FSA’s existing role where it acts as both negotiator and the body responsible for the
implementation of new European regulation

There is no reason why a body that negotiates EU legislation should not also implement it, and
Government departments, including the Treasury, routinely do both. As already stated, negotiation and
implementation in the UK of European legislation is ultimately the responsibility of the Government;
however the FSA does provide the Treasury with technical input and expertise.

Most of the direct input the FSAmakes to the EU legislative process takes place in the Level 3 Lamfalussy
Committees. These are: the Committee of European Banking Supervisors (CEBS), the Committee of
European Insurance and Occupational Pension Supervisors (CEIOPS) and the Committee of European
Securities Regulators (CESR).

These Level 3 Committees comprise national supervisory authorities and provide the Commission with
specialist advice in preparing technical implementing measures for European Directives and promoting
enhanced cooperation and convergence of supervisory practices across the EU. The activities of the Level
3 Committees are non-binding, and therefore do not trigger an EU requirement for implementation.

Details of the resources allocated by the Treasury for managing new European financial services regulation

There are currently approximately 75 people working on financial services issues in the Treasury, divided
into five teams:

— Financial Services Strategy; dealing with strategic cross-cutting issues that arise on a national,
European and international basis.

— Financial Crime, dealing with money laundering, terrorist financing and asset freezing issues.

— Financial stability and risk, dealing with systemic financial stability and resilience issues, as well
as issues related to banking, insurance and reinsurance industries.

— Payments and Inclusion, dealing with issues relating to payment services, unclaimed assets and
issues connected with financial inclusion.

— Saving and Investment, dealing with pensions regulation and protection issues, savings and
investment markets (including institutional investment) and Mutuals.

European work is fully integrated into ongoing financial services business and new financial services
dossiers are allocated to the team with responsibility for the issues under discussion. So for example, a
dossier dealing with banking issues would be dealt with by the financial stability and risk team. This enables
the Treasury’s domestic policy experts, to bring their knowledge to bear on European and international
negotiations as appropriate.
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When negotiating new pieces of financial services legislation, the Treasury will, in practice, lead a cross-
cutting teammade up of representatives of the FSA, Bank of England (where appropriate), UK Permanent
Representation to the European Union, and the Treasury’s Legal Advisors. Furthermore, when a new
legislative proposal is put forward, the Treasury will establish a roundtable group that will meet on an ad hoc
basis under “Chatham House” rules. This enables it to draw upon the expertise of industry and consumer
representatives. Often a smaller “drafting group” will be established deriving its membership from the
roundtable to provide a more immediate sounding board for advice on specific texts of proposals tabled
during the course of negotiations.

Steps taken to avoid unnecessary gold-plating of relevant European legislation

UK Government policy is not to go beyond the minimum requirements of European legislation unless
there are exceptional circumstances, justified by strong cost benefit analysis and extensive consultation
with business.

In addition, in order to ensure that the stock of existing laws that originate from Europe have been
transposed in the least burdensome way possible, the Government has asked Neil Davidson to work with
the Better Regulation Executive to independently scrutinise departments’ eVorts to identify aspects of UK
law that have gone beyond the regulations required by the EU. In doing so, he will selectively review areas
of UK legislation where EU-sourced rules are the principal legislative drivers, and will present
recommendations at the end of 2006.

The FSA has committed not to go beyond the minimum standards necessary when implementing EU law
on financial services, except where a demonstrably convincing case can be made.

Implementation needs to be done on the basis of full and proper cost-benefit analysis and regulatory
impact assessment, and supported by consultation. This will help to ensure that decisions are taken on the
basis of evidence, and result in the implementation of a measure that is proportionate to the regulatory gap
and/or market failure that it is seeking to address.

Memorandum submitted by Invesco Perpetual

1. Opening Remarks

1.1 Invesco Perpetual forms part of theAMVESCAP group, one of the world’s leading independent fund
management groups managing assets worth $404bn (as at 28 February 2006) billion globally. Within the
UK Invesco Perpetual oVers a wide range of unit trusts and investment trusts to retail and institutional
investors.With our core expertise in fundmanagement, we aim to achieve superior investment performance,
in turn helping people to build greater financial security.

1.2 This perspective gives Invesco Perpetual major insight into investment behaviour in the UK and a
strong understanding of what is required to ensure that long-term savings and investments are able to appeal
to the broadest possible range of investors. In previous years we have campaigned hard to ensure that the
UK maintains a favourable regulatory environment for investment. In continuing that approach, we are
grateful for this opportunity to respond to the Treasury Committee inquiry.

1.3 Invesco Perpetual particularly welcomes the Committee’s decision to invite focused written
submissions on the issue of the Markets in Financial Instruments Directive or MiFID (Directive 2004/39).
As the review of the investment services directive (IMD) nears a completion date in 2007 it is vital that
inquiries, such as this, help to guide policymakers towards a more eVective approach to formulating
regulation on a truly risk-based approach within which all the costs and benefits have been properly
considered at the outset. From this starting point, we believe that MiFID has exposed a number of
weaknesses within the current approach which need to be addressed.

2. Specific Concerns

Lamfallusy

2.1 As the first EU Directive to be passed under the Lamfallusy procedure MiFID oVers an insight in
how the new, streamlined legislative process will work in practice. On the whole, we believe that the
Lamfallusy process has been a positive development and welcome its use in developing future financial
regulation.
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Regulatory Impact Assessment

2.2 Typically, the first stage at which any impact assessment takes place is during the transposition stage
of a directive, at which point the FSA is required by the Financial Services and Markets Act (2000) to
undertake a full Cost Benefit Analysis (CBA). As Callum McCarthy, Chairman of the Financial Services
Authority (FSA), has stated publicly MiFID was never subjected to any cost/benefit analysis prior to the
adoption of the Directive in 2004. We feel it is significant that the Chairman of one of the most influential
regulators in the EU has suggested that many of the problems with MiFID have arisen for that reason.

2.3 In the two years since adoption of Directive 2004/39 the Commission still has no firm basis upon
which to base its position as to the likely outcomes. While there has been an assessment as to the macro-
economic benefits of an integrated EU market, the Commission has never tested MiFID for its full impact.
The Commission does, however, acknowledge that the compliance costs will be front-loaded while the
benefits will be accrued over time. This poses the important question of whether the benefits will materialise
at all. While the Commission accepts that the costs will be upon us all very shortly, the benefits are not yet
secured. Given the overall slow progress towards achieving the internal market and the need to re-launch
the seriously delayed Lisbon Agenda inMay 2005, this should be seen as a major concern for policymakers.

2.4 This concernwas demonstrated during the EuropeanCouncilmeeting in Brussels on 23 and 24March
where the Council welcomed the need for further progress in “all areas of better regulation: simplification,
impact assessment, repeals and withdrawals, codification, sectoral analysis, reduction in administrative
burden, business involvement” .

2.5 We welcome this announcement alongside any moves by the Commission to ensure that such
assessments are part of the early groundwork in all future Directives. Whilst this assessment might not take
the formof a full Cost BenefitAnalysis it could nonetheless help to highlight some of the likely outcomeswell
in advance. As to the Treasury Committee’s question on whether or not the Commission should undertake a
CBA on MiFID at this stage, this would depend on the extent to which such an assessment would actually
enhance the outcome.

Ensuring more eVective implementation

2.6 In May 2004 the tripartite progress report “Delivering the FSAP in the UK” published by the
Treasury, FSA and Bank of England highlighted that firms will typically have “at least three months of
certainty in which to finalise their arrangements for dealing with the implementation of EU directives in the
UK”. However, what that report does not raise is the years of uncertainty that often precede this stage and
the unnecessary costs run up by firms during the overall consultation process.

2.7 While the tripartite report does mention that firms will want to understand the challenges of
implementation before the final three months, with the “advantage” of being able to influence and inform
the implementation of EU measures in the UK, in our experience of MiFID this ‘advantage’ has come at a
very high cost. Taken together the number of hours committed to this process by our senior management
team as well as the input from our operations and compliance teams, has run into tens of thousands of
pounds. Even with all the costs accrued so far, we do not yet have the benefit of knowing the final outcome
and we are still unable to plan for implementation with any degree of certainty.

2.8 We believe that much of this cost could have been avoided with the benefit of clearer objectives at the
outset. A clearer sense of the likely costs and benefits would also have helped to guide policymakers. Instead,
we have been subjected to too many amendments and too much uncertainty. In short, we believe that the
MiFID implementation process has failed most of the “better regulation” measures as outlined by the
European Council above.

The timeframe for implementation

2.9 In total 42 separate measures have been introduced under FSAP (of whichMiFID is just one). While
we support the overall goal of a fully integrated and well functioning capital market, as envisaged under the
FSAP, we note with concern how the implementation phase has been problematic withmost of themeasures
involved being made to fit a tight transposition timescale. It is worth recalling that it was the FSA which
first warned in 2003 of “compliance bottlenecks” resulting from firms having to digest too many reforms
due to inadequate coordination of the Financial Services Action Plan . Against this background, the original
decision to delay implementation of MiFID was therefore welcomed. However, it remains to be seen
whether the revised timescale will suYce.

2.10 To assess “whether the UK financial services sector is prepared for the domestic implementation of
MiFID” depends very much on the final rules. As the FSA’s deadline for publishing final rules is January
2007 it is diYcult to assess. Equally, the “extent to which the proposedMiFID implementation timetable is
realistic for UK firms” will also depend up on the final rules.

2.11 If the eventual changes do not stray too far from current UK practice then we are confident that the
current 2007 timeline is achievable. At this stage Invesco Perpetual is confident that we will be well-placed
to integrate any rule changes within the current timeframe. However, the FSA has already warned that the
UK can expect to see some significant changes in current market practice. How significant the impact is felt
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will of course depend on where and how trading occurs. Other firms will no doubt be in a less favourable
position than ours. Equally, it is unlikely that other EUMember States will be as well placed as the UK to
implement MiFID without some major upheavals.

Conduct of Business requirements

2.12 Themain concern relates to how the scope of best execution is applied. TheCommission has signaled
that the necessary “investment in IT systems may well take up a bigger part of firms’ budgets as they seek
to deliver best execution”. This is likely to involve both front-loaded and ongoing compliance costs. In order
to limit such costs, we would support no major rule changes on the basis that the regulatory standards
already observed in the UK are suYcient to ensure adequate investor protection. Applying a heavy-handed
approach could sacrifice a risk-based approach to financial regulation, the benefits of which are not clear.

2.13 Our concern arises froman apparent lack of prior coordinated consultation onMiFID and apparent
diYculties in applying principles, such as best execution, to diVerent asset classes. The lack of prior
coordinated consultation is highlighted by the diVering requirements of best execution on investment banks,
brokers and assetmanagers and the apparent lack of initial involvement of buy side assetmanagers in setting
the principles for best execution and for possibly some other areas of MiFID. The issues with detailed
application of principles is highlighted by the diYculties in applying the best execution and transparency
principles to over the counter trades as undertaken in the larger and more liquid fixed income markets.

Working towards 2010

2.14 Looking forward to the EU Commission’s White Paper on Financial Services Policy (2005–10), we
have previously called for a more balanced regulatory framework, which is able to both protect investors
while making a more positive contribution to maintaining the overall competitiveness of both UK plc, in
which we are a major investor, as well as maintaining the competitive position of the UK fund sector
internationally. We welcomed last year’s report by the Better Regulation Task Force (BRTF) in promoting
debate around this issue. However, we now need firm action to ensure that the overall standard of
transparency and engagement with industry is improved before further legislation comes forward.

March 2006

Memorandum submitted by the Investment Management Association (IMA)

1. The IMA is the trade body representing the UK asset management industry. IMA Members include
independent fund managers, the asset management arms of banks, life insurers, investment banks and
occupational pension scheme managers. They are responsible for the management of approximately
£2 trillion of funds (based in the UK, Europe and elsewhere), including institutional funds (for example,
pensions and life funds), private client accounts and a wide range of pooled investment vehicles. In
particular, our Members manage 99% of UK-authorised investment funds (collective investment schemes).

2. IMA’s evidence is focused on the operation and development of the Lamfalussy arrangements, on the
role of the European Parliament in the legislative process and on implementation of the Markets in
Financial InstrumentsDirective (MiFID).We have not included comments on theWhite Paper onFinancial
Services Policy but will be able to do so, if required, at a later stage.

Summary

3. We believe that the Lamfalussy process has been helpful, particularly because it has increased the
openness of the legislative processes. We support the work of the Committee of European Securities
Regulators (CESR), and believe that its existence has had a positive eVect, in that it brings together the
regulators and should increase the trust and communication between them.

4. We do, however, believe that there are a number of improvements which could be brought about.

(a) It is important for political issues to be resolved at Level 1 in order to ensure that the focus ofCESR
is on technical rather than political issues.

(b) CESR needs to be encouraged to focus on outcomes rather than inputs, thus avoiding overly
detailed provisions. It should also be encouraged, where appropriate, to say that it does not believe
that further advice or Level 2 provisions are needed.

(c) CESR should be encouraged not to operate to the lowest common denominator among national
regulators, but to take decisions on the basis of what is right for the market and investors,
particularly focusing on the development of the single market.

5. As regards the European Parliament, we have found its role to be a positive one, with MEPs being
accessible and willing to work across national and political lines.
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The AssetManagement Industry’s Interest in European Issues

6. Members have a very strong interest in the development of an eVective single market for financial
services in Europe. As users of markets, we are keen to ensure that such markets are as competitive, liquid
and accessible as possible. As providers of financial services, a large number of UK-based asset managers
have already developed significant cross-border business.

7. As far as institutional business is concerned (managing money on a segregated basis on behalf of
eg pensions funds) the market is already well integrated, and the interest of UK-based firms is in ensuring
that EU measures do not create new barriers to business. Such business is covered by the Markets in
Financial Instruments Directive.

8. Our members also operate investment funds, which are covered by the Directive on Undertakings for
Collective Investment in Transferable Securities (UCITS). Within this directive, members are given a
promise of an investment funds “passport”, and a number have begun to build significant pan-European
business. UK-based houses play a very significant role in a developing cross-border business. Some 21% of
European fund assets are now attributed to cross-border activity of which nearly half can be attributed to
UK-based managers. Over the last year some 83% of cross-border net sales were by UK-based houses.

9. As their business develops, however, they encounter significant administrative, legal and fiscal barriers.
Such barriers have been suYcient to prevent even some of our larger members from considering benefiting
from the wider markets which the rest of Europe could oVer. The EU Commission’s Green Paper on the
Financial Services Action Plan which is being examined by the Committee refers to these points, which have
been developed further in a subsequent Commission Green Paper on “The Enhancement of the EU
Framework for Investment Funds”. IMA has submitted a substantial response to that Green Paper,
welcoming the Commission’s acknowledgement of the problems, seeking to help the Commission to
prioritise the issues and providing data to allow the Commission to develop a programme for future action
and impact analysis.

10. While the UCITS directive pre-dates the introduction of the Lamfalussy regime, CESR, which was
formed under that regime, has been given an important role under UCITS which is similar to that provided
in Levels 2 and 3 of Lamfalussy directives.

The Operation and Development of the Lamfalussy Arrangements

Consultation

11. We verymuchwelcome the increased openness and enhanced consultative process that has comewith
the Lamfalussy arrangements. The practice of CESR and of the Commission to consult widely and to be
willing to amend proposals in light of such consultation is to be commended. In particular, there have been
diVerences of interpretation among regulators as to the instruments in which UCITS funds may invest. In
June 2005, CESR published a consultation document on this subject which caused considerable alarm,
particularly because it would have resulted in a substantial number of existing funds losing their ability to
be marketed on a cross-border basis. Following an open hearing and receipt of responses, CESR agreed to
publish a second consultation document which incorporated substantial changes from the first. While, in
an ideal world, the first consultation would not have needed so much amendment, we believe that the end
result will have been worth waiting for.

12. The consultation process undertaken by CESR before deciding its advice to the Commission on
MiFID was detailed and useful. However, it was recognised at the time that insuYcient time was being
allowed for that process. This was partly because of the level of detail to which CESR chose to go, but it
did mean that proper Regulatory Impact Analysis/Cost Benefit Analysis could not be undertaken.

13. We also very much welcome the fact that oYcials from HM Treasury have been willing to consult
interested parties in advance of meetings of the European Securities Committee.

Possible improvements

14. We fully accept that there are still problems with the Lamfalussy process, but equally believe that it
should be supported: in this spirit, wewould suggest a number of explanations of why diYculties have arisen,
and how the process might be improved.

15. The first diYculty arises from the experience of the negotiation of MiFID, and particularly the
development of CESR’s advice at Level 2. CESR is supposed to provide technical advice, but found itself
faced with some “unfinished business” of a political nature from Level 1. Our impression is that in the
interests of reaching agreement at Level 1, a number of diYcult issues were side-stepped by devolving them
to CESR. We believe that if the Lamfalussy process is to be eVective, it will be important for issues where
there are important national interests to be clearly identified and resolved at Level 1.While it would be naı̈ve
to suggest that national regulators would not let national interests enter their discussions, we believe that it
is important for the opportunities for this to occur to be kept to a minimum, enabling CESR to play to its
strengths, ie to provide technical understanding and input.
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16. The second diYculty arising fromnegotiation ofMiFIDhas been a tendency on the part of regulators
to go into too much detail. We very much support the FSA’s risk-based approach to regulation, and believe
that this is being jeopardised by the tendency for EULevel 2 requirements forMiFID to go into a great deal
of detail.We believe that it is important for regulators to focus on outcomes, putting responsibility on senior
management to decide how to achieve those outcomes, rather than to focus on inputs. In response to a
mandate on the Transparency Obligations Directive, CESR expressed the view that there was no need to
go beyond the Level 1 requirement. We believe that CESR should be encouraged to do this in other
circumstances.

17. This third diYculty, which CESR itself has identified, is that diVerent regulators have diVerent
competencies.While resolving this will be no small undertaking, we believe that in the interim it is important
for CESR not to operate at the level of the lowest common denominator. Our concern is illustrated by a
recent consultation document produced by CESR on simplification of the regime whereby UCITS funds
which are to be marketed cross-border must be registered with the host state authority. The proposals made
in that document have been designed so that they can be applied within theMember State whose regulator’s
activities are most constrained by national law. The very disappointing result is a focus on what cannot be
done rather than what can, and should be done to lower costs and reduce bureaucracy. We believe that
CESR should be encouraged to start from what is desirable, in the interests of eYciency and investor
protection, and suggest ways in which this can be achieved, rather than focusing on its own limitations.
Those Member States where it is possible to move forward should not be prevented from doing so.

Shift of emphasis: from policy formation to implementation

18. Much of the focus of activity for the Commission and CESR has been on Level 2, ie policy making.
This is not surprising given the very large number of issues which have had to be dealt with at Level 2. It is
important to remember, however, that there are two further levels. Level 3measures are designed to improve
the common and uniform implementation of Level 1 and 2 acts in Member States, and is largely a
responsibility of CESR, while at Level 4 it is intended that the Commission should strengthen the
enforcement of Community law.

19. We believe that it is now important to focus on implementation. We are very encouraged that
Commission representatives have made clear statements that they intend now to focus on implementation
and enforcement rather than new rule-making.

20. In practice, this will require a change of culture and mind-set within the Commission services. For
staV, much of the attraction of joining the Commission has traditionally been drafting and steering
legislation through the negotiation processes. We sense that implementation and enforcement has not
necessarily been considered an attractive area in which to work. This attitude will clearly have to change,
with reward systems and other structures adapted to the new approach.

21. The traditional approach to implementation and enforcement has been for the Commission to wait
until Member States have implemented at a national level, and then for formal infraction proceedings to be
initiated ex post facto. This approach clearly has significant drawbacks, in that it takes many years for such
formal proceedings to come to fruition, during which time major diVerences of interpretation prevail and
regulatory arbitrage may take place. It also results in uncertainty and instability, particularly if it is proved
that the Member State was wrong and has to change its approach.

22. An example of diYculties in this area already exists within the context of UCITS funds. As from
September 2005, funds have been required to produce a “simplified prospectus”. This was intended as a
document which would provide investors with the most important information they need to enable them
make an investment decision, and was designed to allow comparability between funds, regardless of where
they are domiciled in the EU. Member States have all taken diVerent interpretations of a Commission
Recommendation introduced in this area, which has meant that the documents being produced are neither
simplified, nor are they comparable. The Commission has announced its intention to review, during the
course of 2006, how the simplified prospectus regime has developed, but this is too late: it will require yet
another regime change to achieve the initial intention of the requirement.We believe that this review should
have been undertaken while theMember States were considering how to implement. While the Commission
does not have formal powers until Member States have introduced legislation, it should be able play a role
in ensuring that there is exchange of information between Member States as to how they are intending to
implement, and in indicating what they believe is best practice in this area.

The Role of the European Parliament in the Legislative Process

23. We are conscious that there have been a lot of discussions relating to “comitology” and the role of
the formal role of the European Parliament in the context of the Lamfalussy processes. It is unfortunate that
the Parliament has had to take up quite a lot of time on these sorts of issues. Generally, however, we believe
that on policy issues the Parliament’s contribution has been very valuable. It made a very positive
contribution at Level 1 of MiFID, being faced with many competing interests, and had to deal with an
unprecedented number of amendments to the Capital Requirements Directive. We have found MEPs
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accessible. They have been willing to listen and understand the business, as well as to challenge where
appropriate. We have been particularly struck by howMEPs have worked eVectively across both party and
national lines, recognising the technical rather than political nature of much of the work involved.

Implementation ofMiFID

24. It is diYcult to comment in detail on the implementation process for MiFID since such
implementation has not yet started, and cannot formally do so until the Level 2 texts are agreed.Wewelcome
the fact, however, that the FSA has been raising awareness of the need to plan for such implementation. At
the same time, it is necessary tomaintain a sense of proportion and not to over-react.We have been working
with our members, and have issued a summary of the implications for them and guidelines as to action they
can take now, action that can be taken when the Level 2 requirements are known, and action which will
have to await UK implementation. We also welcome the way in which the Treasury and FSA are keeping
us informed of their proposed timetables (which have, inevitably been shifting in light of developments in
Brussels), which have enabled us and our members to plan.

25. We do not yet know the extent to which Level 2 measures will be introduced through regulations or
through directives. In either case, but particularly in the latter, we believe that it will be important for there
to be guidance to help firms understand the intention of the new requirements. We think that in the UK the
eVect of the new requirements will be to modify a lot of existing requirements rather than introduce
fundamentally new concepts, and we think that it will be particularly important for the FSA to draw
attention to where the rules have changed, and why.

26. We are participating in a pan-industry group which is proposing to develop a set of industry
guidelines to assist firms in areas of MiFID implementation which carry a high degree of legal risk and/or
legal uncertainty. This is an unprecedented alliance of representative organisations from all parts of the
financial services sector. The FSA has welcomed the formation of this group, and we hope that they will be
encouraged to take its work seriously.

27. One area of concern is that while the UK is clearly taking implementation of the directive very
seriously, there seems to be an alarming lack of awareness of the implications among our colleagues. The
changes for them are, in many cases, going to be much more profound than for the UK. We understand
that part of the FSA’s thinking in producing documentation for firms about the impact of MiFID is to lead
the way for other regulators, and we applaud this. We do, however, also think that it will be important for
the FSA to remain aware of what is going on in other Member States, to ensure that there are common
understandings of how the new requirements are to be interpreted, the attitude ofMember States to options
that are oVered to them, and the competitive impact which the application of diVerent rules will have on
UK-based firms.

28. We have invited our European-level association, EFAMA, to run a workshop on the implications of
MiFID, and have agreed to play a major part in this. We would encourage other UK-based associations,
where appropriate, to do similar in order to ensure that levels of understanding and awareness are at a
similar level throughout Europe.

December 2005

Supplementary memorandum submitted by the Investment Management Association (IMA)

1. At the oral evidence session of the Treasury Select Committee Inquiry into European Financial
Services regulation held on 14 December 2005, IMA was invited to expand on its comments that some
aspects of the European process relating to MIFID had become politicised in areas that were essentially
technical. We have identified several areas where this occurs:

(a) Where there is “unfinished business” in the Level 1 Directive that has then been passed to
regulators to complete, rather than being teased out in the political process in which the Level 1
text was negotiated;

(b) Where further technical interpretation of provisions is required and this is used as an opportunity
to continue the political debate; and

(c) Where further technical interpretation of provisions is required and regulators allow national
interests to intervene rather than dealing with the technical issues presented.

We oVer an example for each category.

“Liquid” Shares

2. MIFID introduces new obligations for certain types of firms to publish quotes in “liquid shares” and
to deal at their quoted price for orders up to a specified size, referred to as “Standard Market Size”. While
we think it entirely appropriate to deal with this at the technical, CESR, level, we understand that national
politics has prevailed over a desire to find the right result for the market.
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3. The definition of a liquid share is sensitive, since if the level of transparency is judged wrongly, it could
have an adverse eVect on the liquidity and eYciency of the market in those shares.

4. The Commission sought advice from CESR as to which shares should be deemed to be “liquid” and
how to calculate StandardMarket Size. As we understand it, CESRwas given insuYcient time to do a good
fundamental analysis and was hampered by the poor quality of data that was submitted by the national
stock exchanges. No attempt was made to determine what “liquid” meant in terms either of the eYcient
operation of the markets or of the impact on firms whose capital is at risk. Ultimately an arithmetic
approach was adopted, which we understand had more to do with certain Member States not wanting to
accept that few of the shares in their market were “liquid” than what was the right answer based on
market analysis.

5. The Commission broadly accepted the advice oVered by CESR and has subsequently been involved
in negotiations to achieve an acceptable outcome to all. The issue of national options has loomed, with a
proposal, for instance, to allow each Member State to nominate a certain number of domestic shares as
“liquid”. This clearly does little to achieve the aim of a more integrated market.

6. We do not think that the approach adopted, or timescale provided, is an acceptable way of intervening
in working markets. There was, for instance, no thought given to introducing changes in stages, to check
whether the changes worked or to iron out diYculties. The arithmetic response negotiated by CESR did not
bring market knowledge with it and did not attempt any form of impact assessment. The pressure on the
Commission to achieve a proposal that is accepted by a majority of Member States has so far produced a
similar result. The proposals represent a very high risk approach to regulating markets.

“Negotiated” Trades

7. The “negotiated” trade provision appeared part way through the consultation process to take account
of non-standard transactions (eg a share sale that has a non-standard settlement period). However, this
provision was changed in a second draft, because of a theoretical concern that it might be used by certain
market users to avoid other obligations in the directive. What particularly worries us is that changes which
could have a significant practical impact on market users (as opposed to brokers) appear to have been made
through the intervention of two or three regulatorswith theCESR secretariat, without reference to the larger
group, immediately prior to publication.

8. We were also concerned that the Financial Services Authority appeared to carry little weight in the
CESR process, despite regulating by far the largest and most complex markets in Europe. Their experience
and knowledge in many instances appeared to have been ignored.

Outsourcing

9. The Level 1 text requires, essentially, that firms approach outsourcing with care, do not put critical
parts of the business at risk and have the ability to monitor the arrangements that they set up. The
Commission sought advice from CESR on expanding on the Level 1 text.

10. CESR chose to oVer only one piece of advice, but this was a restriction that was potentially
devastating to UK interests. This was to require that portfolio managers should only be allowed to
outsource business within the EU. The UK-based asset management industry has operated for many years
with a wide-range of outsourcing arrangements. To oVer just one example, a manager oVering a client
exposure to the Japanese stock market will typically have some or all of this activity undertaken by a
Japanese-based firm, possibly a subsidiary, whilst retaining overall responsibility for the operation of the
account, its performance and for asset allocation. The CESR proposals would prevent a manager from
ensuring his client’s money is being managed by those with expertise in particular markets.

11. Clearly many if not most regulators do not have an understanding of the asset management business
in the UK. But some regulators, typically those in countries which have a large back-oYce service industry,
have a political/commercial interest in retaining as much business locally as they can.

12. Although dressed up as a protection to consumers, the advice in fact has the eVect of protecting
certain elements of EU national interests. Again, CESR oVered little explanation of why they had chosen
to advise in this way. Certainly there had been no impact assessment to the asset management industry, nor
was there any attempt to justify restrictions for one industry against many.

13. We have outlined above areas where some aspects of the European process for implementingMIFID
had become politicised in areas that were essentially technical. We would be happy to provide further
evidence if required.

January 2005
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Memorandum submitted by Investment and Life Assurance Group (ILAG)

ILAG is a professional representative body in the UK concerned with the future of the investment, life
assurance and pensions industry. It is led by practitioners, and aims to identify and develop industry best
practice. TheGroup currently has a growingmembership of around 50 practitioner companies and associate
members. In addition, a number of individual members are aYliated to the Group.

ILAG welcomes this opportunity to submit written evidence to the House of Commons Treasury Select
Committee in the course of its inquiry into financial service regulation in Europe.

1. Preamble and Executive Summary

1.1 There has been a plethora of directives under the first Financial Services Action Plan (FSAP) that
have either been implemented, are being implemented or are awaiting implementation. Given their
significance, complexity and wide-ranging nature there is need for a period of reflection—without recourse
to additional measures—in which to properly evaluate their impact both on the financial services industry
and consumers in the EU.

1.2 Wewelcome therefore the decision announced by the European Commission (EC) inNovember 2005
to undertake a full post-FSAP evaluation taking into account economic, legal and practical aspects together
with the process of implementation. The results of this evaluation should then help shape the future course
and pace of financial services legislation as outlined in the EC Green Paper on the Financial Services Policy
(2005–10) (May 2005) and subsequent EC White Paper (Dec 2005).

1.3 In responding to the broad terms of the inquiry:

— we believe that the Lamfalussy arrangements makes for improved legislation facilitating both the
detail of proposals and the manner of implementation to be properly considered;

— we strongly support the adoption of “better regulation” principles involving evidence-based
policy-making as a basis for sound rules and being subject to full and open consultation with the
industry; and

— we acknowledge the role of the European Parliament, largely through the Economic and
Monetary AVairs Committee, which in the main discharges its functions in a fair and
constructive manner.

1.4 However elsewhere ILAG is concerned at the “patchy” way that EC Directives have been
implemented in many member states. The lack of regulatory convergence and consistent transposition in
the EU begs the question over the time period within which the FSAP has been applied. This feature must
be fully analysed within the post-FSAP evaluation.

1.5 The evaluation exercise must also take into account corresponding standards and developments in
the global market and regulatory convergence should be subject to an exhaustive pre-implementation global
competitiveness test.

1.6 Themain impact of legislation on ILAGmember firms has been that of added costs and complexity—
in initial systems changes, staV training requirements and recurring compliance and operational expenses.
In particular, the FSA’s intention to apply the whole of MiFID to firms that the Directive was not designed
to cover seems to be the apotheosis of gold plating.

2. Implementation of InternalMarket Legislation

2.1 ILAG is concerned at the “patchy” way that ECDirectives have been implemented in many member
states. Two striking examples are the Insurance Mediation (IMD) and Distance Marketing Directives
(DMD) both of which are aimed at common standards in the marketing and distribution of insurance
products and services in the EU.

2.2 The IMD Directive (2002/92/EC) set a transposition deadline of 15 January 2005 yet as at 15
November 2005 a total of seven member states were recorded by the EC as having failed to enact this
legislation in their own statute books, including France, Germany and the Netherlands all mainstream
competitors of the UK*.

* See also IMDGuide—“Selling Insurance Across Europe”—August 2005 published by CMS, an alliance
of major law firms.

2.3 The DMD Directive (2002/65/EC) set an earlier transposition date of 9 October 2004—over a year
ago—but again as at 15 November—another seven (but not necessarily the same seven as above) member
states had similarly failed to enact and implement. Given the spread and growth of e-commerce and the
ability to buy/sell financial services over the internet, as recognised by this directive, it is vital that steps be
taken to enforce its proper implementation everywhere.

2.4 With an eVective EU transposition rate of just over 60% on these two measures we regard this as a
most unsatisfactory state of aVairs. The perception also prevails that the governments in those member
states will take a similar, non-proactive approach to enforcement inevitably gives rise to allegations of unfair
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competition and an uneven playing field. ILAG is aware that the EC is now trying to apply more rigour to
the process of transposition and implementation but believes that actions should be intensified including the
imposition of suitable legal and financial sanctions against oVending member states.

2.5 Whilst the UK did implement both of these measures on time nevertheless there has been another
occasion of the UK acting in haste in order to meet implementation deadlines. One example of this was the
Simplified Prospectus Directive (2003/71EC) on disclosure of information to consumers buying certain
investment products implemented in the UK on 1 May 2005.

2.6 In this case not only did the FSA “gold-plate” the directive by requiring the domestic industry to
continue providing “return-on-yield” figures for UK-based consumers (but not non UK-based customers),
in addition to the “total expense ratio” prescribed by the directive, but also at the eleventh hour the FSA
was forced to withdraw some of the proposed and associated Conduct of Business rules (COB)—eVectively
leaving the industry to interpret the finer details. On this occasion the FSA could have helped the industry
by allowing more time especially as the EC transposition deadline was 1 July 2005, two months later.

3. Consequences of InternalMarket Legislation

3.1 The lack of regulatory convergence and consistent transposition in the EU begs the question over the
time period within which the FSAP (42 measures in all!) has been applied. In an enlarged Community it has
been clearly impossible for all member states to maintain the same pace of implementation and that a period
of inaction or reflection at EC level is required. ILAG therefore supports the recent announcement by the
EC to carry out the first part of an evaluation of the FSAP.

3.2 Part of the diYculty over the achieving integration of the internal market is the operation of the state
benefits system in member states that for instance have a major influence on the personal protection and
pensions markets. In such situations and particularly in those states where benefits are more generous than
elsewhere the best intentions of legislation and of promoting cross border business can be stymied. We trust
this feature will be analysed within the evaluation.

3.3 We also believe that the evaluation exercise must take into account corresponding standards and
developments in the global market. As an instance, the IMD—even though it is not being fully implemented
in all member states—may already be damaging the insurance sector’s global competitiveness. Risk capital
moves round the world very quickly and there are already indications that the IMD has encouraged capital
to flow out of the London insurance market to Bermuda. Thus, regulation may have made non-EU
insurance markets more attractive for highly mobile capital, which appears to be exactly what the
Commission was not intending. In short, a market that is heavily regulated for internal reasons, but without
a proper understanding of the global position, may well result in the competitiveness of the domestic
industry being undermined.

3.4 Regulatory convergence should therefore be subject to an exhaustive pre-implementation global
competitiveness test and that thereafter there can be no convergence until the Commission is satisfied that
all member states are actively and eVectively enforcing current regulations.

4. Impact of InternalMarket Legislation

4.1 Themain impact of legislation on ILAGmember firms has been that of added costs and complexity—
in initial systems changes, staV training requirements and recurring compliance and operational expenses.
As a result, theUK insurance sector, in particular, has been forced into a process of rationalisation involving
the closure of firms and investment funds (reducing consumer choice) and outsourcing of services to third
countries (reducing jobs and employment opportunities).

4.2 Although not strictly the subject of this inquiry we would mention the ruling of the European Court
of Justice in March 2005 (Netherlands Supreme Court v Arthur Andersen & Co) extending the application
of VAT to insurance-related services. The imposition of VAT in this manner in the UK is estimated to cost
the life and pensions industry at least £100 million annually and can only give added impetus to the process
of outsourcing to third countries, such as India, with consequent job losses in the domestic industry. ILAG
has requested the Government to re-consider current proposals to introduce such legislation in this country
ahead of other member states.

4.3 The costs of meeting EC legislation has had the most profound impact at the level of smaller and
medium-sized enterprises that have neither the financial resources nor the size or capability of work-force
to conform with the new requirements. Increasingly, such firms are having to “buy-in” skilled services from
outside, such as actuarial and compliance advice, to meet their obligations. The added cost of acquiring
these services in turn impairs the ability of those firms to remain competitive in attracting savers and
investors.

4.4 ILAG therefore welcomes the fact that the post-FSAP evaluation to be conducted by the EC will
include a thorough economic analysis that should cover the specific impact on small businesses.
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5. Markets in Financial Instruments Directive (MiFID)

5.1 The MiFID Directive provides rules aVecting the conduct of investment business with consumers. It
is thus designed to cover a whole range of investment products and firms with the exception of life assurance
companies, friendly societies, non-UCITS CIS companies professional firms, and most Independent
Financial Advisers, ie those who do not hold client money. Although the details of implementation have
still to be finalised, both within the EC andUK, the FSA is nevertheless intending that it should be extended
to cover all the above firms as well as investment houses.

5.2 We acknowledge that the FSAmay not have wanted to run two diVerent regulatory regimes, one for
firms aVected byMiFID, and one for those who are not. However, it is diYcult to believe that the only way
of resolving it was to apply the whole of MiFID to firms that the Directive did not intend to be covered at
all; it seems to be the apotheosis of gold plating. Some judicious reworking of the COB Rules could well
have been a more proportionate response.

5.3 The result will be huge costs to firms as COB Sourcebooks have to be completely rewritten, and
changes to systems such as disclosure and promotions implemented. Itmust be doubtful whether all this cost
is really justified by the benefits thatwill accrue andwill again give rise to concerns about theUKcompetitive
position in Europe.

6. Conclusion

6.1 We trust that these comments and findings will be helpful to the Select Committee in its inquiry and
remain ready to respond to any points or questions that may emerge from consideration of it during
proceedings.

7 December 2005

Supplementary memorandum submitted by Investment and Life Assurance Group (ILAG)

1. Introduction

1.1 The Investment and Life Assurance Group (ILAG) welcomes the opportunity to submit written
evidence to the Treasury Select Committee on the recent EC draft implementing proposals on the Markets
in Financial Instruments Directive (MiFID).

1.2 ILAG is a professional representative body in the UK concerned with the future of the investment,
life assurance and pensions industry. It is led by practitioners currently within that industry, and aims to
identify and develop industry best practice. The Group currently has a growing membership of around 50
practitioner companies and associate members. In addition, a number of individual members are aYliated
to ILAG.

1.3 Having studied the EC proposals, ILAG’s comments are limited to the draft implementing Directive
as having most application to the interests of our members. As such we have no comments to oVer on the
draft implementing Regulation.

2. Executive Summary

2.1 In its length and complexity, the Markets in Financial Instruments Directive (EC 2004/39) is one of
the most formidable pieces of legislation that has faced the financial services sector in recent years. Between
the period of original conception through to final adoption, the directive was expanded, seemingly without
consultation, to include additional investment activities and products. In turn, this has required two sets of
draft implementing measures—one in the form of a Regulation and the other a further Directive—which
are the subject of the current Select Committee inquiry.

2.2 In limiting our remarks to the implementing directive, ILAG has concerns over the broad manner in
which in the UK, the Financial Services Authority (FSA) intend to implementMiFID. This will encompass
a number of providers eg. insurance firms, collective investment undertakings, whom, strictly speaking, fall
outside the remit of the original directive. We further believe that a number of key features and aspects
aVecting the marketing of investment products require further clarification given the timetable leading up
to full implementation in a little more than eighteen months.

2.3 We endorse the need for a full EU cost-benefit analysis to be carried out mindful of the significant
potential costs to the industry to which various references are made in the recent HM Treasury partial
regulatory impact assessment.

2.4 There is also a real concern that this will be another measure implemented and enforced unevenly
across Europe and that given the rigour and relative maturity of our regulatory system could place the UK
at a competitive disadvantage. In particular, one “unintended consequence” would appear to be that certain
marketing activities for certain products attuned to UK consumers will be seriously constrained if they have
to meet the requirements of MiFID.
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2.5 In conclusion, we recognise the importance of investor protection and of treating customers fairly as
already enshrined in FSA conduct of business rules and guidance. However, the industry, and particularly
smaller firms, faces considerable financial and operational pressures in converting to new systems and
processes to meet these additional requirements by 1 November 2007.

3. Consideration

3.1 ILAG’S original submission in December 2005 to the Select Committee as part of its inquiry into
European financial services regulation included comments on MiFID. We now wish to expand upon them
in the context of the questions and issues posed in the Select Committee’s recent press notice inviting focused
submissions on MiFID.

3.2 Whether the proposals adequately reflected prior input into the legislative process and the extent to which
there were any significant “surprises” in the proposals, or whether any new requirements were included without
suYcient prior consultation?

3.2.1 As a trade organisationwe are not aware of any public consultation, either in the EUorUK, leading
up to the adoption of the Commission’s MiFID framework directive (EC/2004/39) in April 2004. The
original intention was to regulate firms providing services linked to the buying and selling of financial
instruments such as shares, bonds and derivatives. Between original conception to final adoption the
directive was augmented to include the provision of investment advice as an investment service itself
requiring authorisation and extending to other financial instruments such as units in collective investment
undertakings—even though the undertakings themselves were excluded. We are not aware that any input
was requested of the industry at this juncture by either EC or UK authorities. As a consequence, we believe
that the FSA will interpret the directive on a broad scale to include the investment activities and business
operations of a wide number of financial service providers including those related to insurance companies—
even though again these companies themselves were exempted from the terms of the directive.

3.2.2 In ILAG’s previous submission to the Select Committee, in December, as part of its inquiry into
European financial services regulation, we acknowledged that the FSA may not have wanted to run two
diVerent regulatory regimes, one for firms covered by MiFID, and one for those that are not. However, we
must repeat it is diYcult to believe that the only way of resolving it is for the FSA to apply the whole of
MiFID to firms that are outside its scope.

3.2.3 Inevitably, this has given rise to industry concern over the lack of clarity and precision on the types
of business aVected and questioning over why it is necessary to overhaul conduct of business rules (COB)
on such a widespread scale—to be the subject of no less than four FSA consultation papers later this year.
Only recently has the FSA started to inform the industry of the intent and extent of MiFID, including a
review of the COB rules, but certain areas still require further clarification to remove continuing uncertainty
(see 3.5 below).

3.3 The extent to which the proposals now provide suYcient information for a full cost benefit analysis to be
undertaken at this stage and the desirability of undertaking such analysis

3.3.1 A full cost-benefit analysis is necessary on both a EU and UK basis in the spirit of the
recommendations in the Commission’s White Paper on Financial Services Policy (2005–10), published in
December 2005.

3.3.2 We are firmly of the opinion that, whatever the benefits for UK consumers might ultimately prove
to be (and we have yet to identify where these might arise), they will be by far outweighed by the increased
costs which firms will incur in changing systems, procedures and promotional literature alone. As is always
the case, such costs will inevitably have a direct impact on consumers, either by increasing the charges firms
have to pass on to them, or by reducing investment returns.

3.3.3 Admittedly, the HMTreasury has carried out and published a partial regulatory impact assessment
that makes specific references to up-front and on-going industry costs in implementing MiFID in a number
of places. Less specified and quantified are the oVsetting benefits to the industry leaving the distinct
impression that the latter will be significantly outweighed by the former.

3.4 The identification of any elements of the proposals which are most likely to be interpreted diVerently
across Europe and the problems that this may generate

3.4.1 Given past and continuing problems over uniform transposition and implementation of EC
financial service directives it is almost inevitable thatMiFID, given its length and complexity, will be subject
to diVerential application in member states. In particular, specific aspects such as customer advice, financial
promotions, complaints handling and systems and controls are likely to be the subject of piecemeal and
patchwork rules lacking the comprehensive approach that has been adopted in the UK. The deadlines for
transposition and implementation also pose separate challenges to a number of countries which lack the
legislative and regulatory infrastructure of the UK raising, once again, fears of an unlevel playing field and
unfair competition.
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3.5 The identification of any elements of the proposals which conflict with existing UK regulation and an
indication of the costs and benefits of changing these elements to reflect the rules under MiFID

3.5.1 One potential area that concerns a significant number of UKfirms is the possibility that investment
products sold using a direct marketing approach will be constrained by MiFID on both operational and
cost grounds. Direct marketing or direct oVer promotions have proved a popular and eVective method in
UK financial services for a number of years. Typically straightforward, non-complex, products are
marketed directly to retail customers—for instance by way of mail shot, telephone, internet, or via
information and application packs displayed in high street outlets. Such promotions must conform with
relevant FSA rules, including those which implement the requirements of the DistanceMarketing Directive
(EC/2002/65).

3.5.2 The FSA may consider such transactions to be outside the limits of “execution-only” transactions
as provided for by the implementing directive and therefore subject to “appropriateness tests” to be carried
out by firms on individual investors again prescribed by the directive. The strong possibility exists that, as
a (presumably) unintended eVect of MiFID, direct oVer promotions as currently undertaken by UK firms
would no longer be permitted or, if still permitted, cease to be economically viable (because of the
requirement for firms to seek suYcient information frompotential customers to perform an appropriateness
test and a resultant increase in consumer perception that purchasing the financial product is “too
complicated” to pursue).

3.5.3 Such a situation would undermine government strategy of developing simple products that are
designed to be low cost and accessible, in particular to those who are financially excluded and cannot aVord
to seek advice on financial matters, and for whom the typical product is most commonly distributed by the
direct oVer channel.

3.6 The identification of areas in which the UK could benefit from rules additional to those included in the
Commission’s draft proposals and areas in which such “super-equivalence” should be avoided

3.6.1 We have no particular comments to make on this aspect except to say that in principle we would
be opposed to any additional measures amounting to “super equivalence” unless there were significant and
undisputable benefits for both UK consumers and businesses alike.

3.7 Whether the UK financial services sector is prepared for the domestic implementation of MiFID and the
extent to which the proposed MiFID implementation timetable is realistic for UK firms

3.7.1 There must be a very big questionmark against whether the present timetable is attainable for firms
either in the UK or EU. Given that much of the detail has still to be resolved—due in part to the length and
complexity of themeasures requiring further consultation, rules and guidelines etc—it is placing firms under
a formidable challenge to have all processes and systems up and working by 1 November 2007—little more
than 18 months away. Even though the EU timetable has previously been extended it is unlikely that many
firms will be in a state of absolute readiness by then, particularly smaller firms for whom the transition in
terms of costs and operations will be proportionally greater.

April 2006

Memorandum submitted by the London Investment Banking Association

1. The London Investment Banking Association (LIBA) is the principal trade association in the UK for
firms active in the investment banking and securities industry. The diversity and quality of London’s
wholesale markets is unique in the world. LIBA represents the interests of its Members in all aspects of their
business, and promotes their views to the authorities in the UK, the European Union, and elsewhere.

Executive Summary

2. The Treasury Committee’s Inquiry is well-timed, as it coincides with the recent publication of (1) The
EuropeanCommission’sWhite Paper on Financial Services Policy 2005–10 and (2) FSA’s Better Regulation
Action Plan. The White Paper highlights four particularly important principles,8 which provide standards
against which the past and future actions of the European authorities can be judged. It is essential that the
European Commission now puts them into practice, and that it finds the resources to do so, both internally
and by drawing on external experts.

3. FSA’s Better Regulation Action Plan has in addition a welcome emphasis on:

— avoiding “gold-plating” of EU measures; and

— market practitioners’ participation in regulation through “industry solutions”.

8 1. Better regulation, including evidence-based policy-making, impact analysis, and cost-benefit analysis.
2. International, outward-looking financial services policy.
3. Implementation and enforcement, including synergy with competition authorities and other policy areas, rather than
new legislation.

4. Practical approach to supervisory convergence.
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It is particularly important to encourage the adoption of “industry solutions” in the EU, where they have
not yet been contemplated.

4. Many FSAP measures:

— suVered from deadlines which were unrealistic, given the complexity of the measures;

— sought to harmonise where there was insuYcient consensus across the EU; and

— could only be implemented in an unduly interventionist/prescriptive way.

TheLamfalussy process had a positive impact, but its potential was limited by the above factors. The post-
FSAP period, supported by the commitment to better regulation in the White Paper, is an opportunity to
remedy these shortcomings.

Operation and Development of the Lamfalussy Arrangements

5. The model set out in the Lamfalussy report commands our strong support as the best way to develop
and coordinate financial services regulation in the EU. Shortcomings in its implementation have arisen as
a result of:

— its introduction in the middle of the FSAP process;

— unrealistic deadlines, which meant there was not enough time to apply properly the procedures it
recommended;

— some legislators and regulators having to learn how to implement new consultative procedures and
assumptions; and

— the failure to implement the recommendations on agreed overarching principles of regulation.

Completion of the FSAP and its associated measures should provide a less frantic atmosphere. It is
important that it is used to implement the Lamfalussy procedures properly, and to introduce the
improvements set out in the White Paper. Enough time needs to elapse before definitive conclusions are
drawn about the success of the Lamfalussy process.

6. In particular, the Committee of European Securities Regulators (CESR) needs to adhere more closely
to the role established for it in the Lamfalussy Report of providing technical advice to legislators. As an
influential member of CESR, FSA should encourage CESR to:

— perform more thorough technical analysis;

— apply better regulation principles; and

— avoid providing political answers to technical questions.

7. At times the interests of the international wholesale markets in London are given insuYcient attention
in EU policy-making because the UK and other authorities with experience of regulating them are in a
minority in CESR, Council working parties, the European Securities Committee, and similar bodies. The
Lamfalussy Report emphasised that in consultation, particular weight should be given to those with
knowledge and expertise of the subject in question. Therefore, given that CESR’s role is to provide technical
advice, mechanisms should be adopted which:

— ensure that on points that aVect wholesale markets, those CESRmembers which have substantial
experience of regulating those markets have the preponderant influence; and

— bring to bear the weight of knowledge and expertise which FSA has as the regulator of the EU’s
dominant wholesale market (see “International FinancialMarkets in theUK”, published by IFSL
in November 2005, accessible on www.ifsl.org.uk).

8. As the UK member of the Committee of European Banking Supervisors (CEBS), which is the “Level
3” committee with responsibility for advising the European Commission on the prudential regulation of
investment firms as well as banks, FSA should also encourage CEBS to give due attention to specific respects
in which prudential regulation, which may be designed with banks in mind, has a diVerent impact on
investment firms.

9. HM Treasury is in the lead in determining overall UK policy in relation to EU initiatives in the
financial services area, and has managed this role successfully, for example in negotiating the Capital
Requirements Directive (CRD). HM Treasury staV are high-quality, but any reduction of the already
limited numbers devoted to the EU would create significant risk for the UK position, not least as the
European Commission may press for initiatives which are not formally acknowledged in the White Paper,
such as harmonisation of the prudential supervision of liquidity.

Better Regulation Principles

10. The European Commission’s White Paper represents a welcome new commitment to better
regulation principles and practice. The essential elements are:

— a commitment to market failure analysis;

— a commitment to economic and market impact analysis;
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— a commitment to have regard to the impact of regulation on the global competitiveness of EU
markets;

— a commitment to pre-consultation with experts on commercial and technical aspects;

— no presumption in favour of legislation as the solution to any problems that are identified;

— a commitment to use non-legislative tools, such as competition policy, and eVective enforcement
of existing legislation, to remove barriers to single market;

— a commitment to regulatory impact analysis and cost-benefit analysis for any legislation that is
proposed;

— an endorsement of supervisory convergence as a means of coordinating cross-EU
implementation; and

— a commitment to review and amend or repeal legislation that does not work.

11. These proposals are excellent, and it is most important that the European Commission implements
them consistently, quickly, and eVectively. Experience, for example of similar work by FSA, suggests that
the Commission will need time and considerable eVort to meet such standards. It will need considerable
professional and market expertise and resources, where necessary drawing on CESR or national experts.
Evenwith them, therewill continue to be tension between the technical conclusions that the better regulation
approach points to and the inherently politicised process of negotiating between 25 diVerentMember States.

12. FSA’s Better Regulation Action Plan has in addition a welcome emphasis on:

— avoiding “gold-plating” of EU measures; and

— market practitioners’ participation in regulation through “industry solutions”.

It is particularly important to encourage the adoption of “industry solutions” in the EU, where they have
not yet been contemplated.

Role of the European Parliament in the Legislative Process

13. The formal status of the Parliament in developing “Level 2” implementing measures needs to be
clearly established by agreeing eVective “callback” procedures. Without such procedures, the Level 2
mechanism will not be able to serve its purpose of quick adaptation of EU legislation to changing market
conditions. In the absence of the EU constitution, discussions are under way on alternative mechanisms to
do this, and it is important that they succeed.

Case Studies

14. Many of these points are illustrated in the recent examples which the Committee is taking as case
studies:

Case study: Markets in Financial Instruments Directive (MiFID)

15. The development of MiFID was inconsistent in many respects with the better regulation approach.
Although there was pre-consultation, its results were partly overturned, in the absence of anymarket failure
or regulatory impact analysis, by political intervention on technical issues.

16. Negotiations in the Council of Finance Ministers with unrealistic deadlines established uneasy
compromises between radically diVerent regulatory approaches (principled v prescriptive), and without
suYcient awareness of the characteristics of the wholesale markets.

17. A key aspect of negotiating MiFID “Level 1” and “Level 2” measures has therefore been to remedy
where possible those politically-inspired measures which would most disrupt markets. This is a process
which HM Treasury has generally managed well.

18. An important and open aspect of MiFID is that it provides for the Commission to review whether
its transparency obligations for equity markets should also apply to fixed-income (and other) markets. It
appears that the European Commission accepts the need for thorough market impact analysis before it
considers whether to propose any extension of MiFID’s requirements for publishing trading interests and
reporting transactions in equities to other market sectors. We understand that the Commission intends to
place significant reliance on independent academic studies in this area which a number of associations,
including LIBA, have commissioned.

Case study: European Commission’s consideration of a possible Clearing and Settlement Directive

19. Aspects of the European Commission’s continuing approach to possible legislation on Clearing and
Settlement which are worthy of note include:

— an approach which is more in line with the principles of better regulation, including a thorough
and open analysis of whether there is market failure;
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— early recognition of the role of competition law in this area;

— a readiness to recognise the role of the market itself in providing solutions to problems;

— a serious eVort to avoid an automatic, instinctive recourse to legislation; and

— a commitment to a regulatory impact analysis.

20. Aspects of the European Parliament’s approach to legislation on Clearing and Settlement worthy of
note are:

— Two own-initiative reports—the Andria report of January 2003 (OJ C 38 E, 12.2.2004) and the
Kauppi report of June 2005 (A6-0180/2005)—in diVerent Parliamentary sessions. The Kauppi
report clearly benefited from a better understanding of the market, which had itself evolved. It
supported non-legislative initiatives by the Commission which had borne fruit since the Andria
report, such as the establishment of the CESAME committee to review the barriers to eYcient
cross-border settlement.

— The European Parliament has made clear its displeasure about work carried out by the ESCB and
CESR to implement international (CPSS-IOSCO) standards in Europe without the authority of
appropriate pan-EU legislation. Although regulators are entitled to proceed at “Lamfalussy level
3” without a Level 1 text, the episode has been valuable in injecting an additional element of
oversight into an EU initiative which was perhaps over-ambitious, and had become politicised and
hard to manage properly. The ESCB and CESR had consulted, though not always to the highest
standards. But they showed little sign of amending their proposals in the light of the consultation
responses, nor did they always explain thoroughlywhy they had chosen to continue with proposals
which had been criticised. In the meantime, a number of years have eVectively been lost in which
European regulators could have applied an agreed international approach.

21. Nonetheless, thanks to the Commission’s approach, the debate on DGMarkt’s forthcoming impact
assessment—itself an innovation—has the potential to be well informed and mature. Should the upshot be
a new Directive, it has a much better chance of being proportionate, targeted legislation which need not
spend long in the legislative process.

22. The price of the less satisfactory aspects of this policy initiative is that while the original Commission
Communication was published in 2002, legislation is unlikely to be implemented before 2008 at the earliest.

8 December 2005

Supplementary memorandum submitted by the London Investment Banking Association (LIBA)

1. The London Investment Banking Association (LIBA) is the principal trade association in the UK for
firms active in the investment banking and securities industry. The diversity and quality of London’s
wholesale markets is unique in the world. LIBA represents the interests of its Members in all aspects of their
business, and promotes their views to the authorities in the UK, the European Union, and elsewhere.

2. This evidence supplements the evidence that we sent to the Committee on 8 December 2005, and
responds to the Committee’s 1 March 2006 for additional evidence on the European Commission’s draft
“Level 2” measures under MIFID.

Whether the proposals adequately reflected prior input into the legislative process and the extent to which there
were any significant “surprises” in the proposals, or whether any new requirements were included without
suYcient prior consultation

3. The Commission generally did a good job of developing its proposals to reflect prior input. The oYcial
draft is considerably improved over earlier drafts in many areas as a result of the previous consultative
process. Only on a small number of points do outstanding issues remain.

The extent to which the proposals now provide suYcient information for a full cost benefit analysis to be
undertaken at this stage and the desirability of undertaking such an analysis

4. It will be important for HMT and FSA to implement the Directive in a way that maximises benefits
and minimises costs. There remains considerable scope for useful cost benefit analysis, in particular because
all of the Level 1 legislation and much of the Level 2 legislation is in the form of a Directive, which must be
transposed into national requirements, and because in some areas the Directive provides Member State
options. Since tight implementation deadlines have already been set, however, the formal process of cost-
benefit analysis must not be allowed to eat into the timetable. In the areas where it has no discretion on
implementation, therefore, FSA should provide an impact assessment of implementation measures rather
than a full financial estimate of costs and benefits to the extent that the FSMA permits it to do so.
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The identification of any elements of the proposals which are most likely to be interpreted diVerently across
Europe and the problems that this may generate

5. DiVerences of interpretation are inevitable and to an extent desirable, given the need to accommodate
diverse market practices and legal concepts, as regards for example the identification of conflicts of interest
and the protection of client assets. The proposals’ split between directives that need to be transposed into
national law and regulations that are directly applicable is the right one in this respect. However,
international firms that operate across Europe need as much consistency of interpretation and application
of rules as possible, so that they can design systems and procedures which are streamlined across the group.
EVective enforcement of the Directive by the European Commission and convergence of interpretation and
application by CESR have an important role in promoting consistent interpretation. The draft measures
should provide a basis for suYcient harmonisation of requirements across Europe and regulation on the
basis of mutual recognition of country of origin requirements, although it is essential, in order to avoid
duplicative and contradictory regulation, that the provisions on the regulation of branches are interpreted
and applied consistently across Europe on a country of origin basis.

The identification of any elements of the proposals which conflict with existing UK regulation and an indication
of the costs and benefits of changing these elements to reflect the rules under MIFID

6. At this stage we are aware of two areas where theremay be an issue about whether theDirective allows
elements of the UK regime to be maintained, namely the approved persons register and the provisions on
unbundling. The position needs to be clarified as soon as possible. The implementation of MIFID will
involve considerable changes to UK regulation—with cost implications for firms—rather than extensive
conflict with it. Inmany areas the drafts are broadly in line with existing regulation or existing good practice.
The major changes, and therefore the major sources of cost, will be:

— Increased formalisation of procedures and record-keeping, in particular in conduct of business,
best execution, order handling, conflict of interest management.

— Changes to market transparency structures and transaction reporting formats, in particular
minimum pre-trade disclosure requirements for exchanges, changed arrangements for post-trade
reporting and deferred reporting of large trades, and changes to the information required in
transaction reports to regulators.

— Establishment and operation of quoting mechanisms for those firms that choose to operate as
“systematic internalisers”.

Given that the implementation of MIFID will represent substantial change rather than substantial
improvement to existing regulation in the UK, the main benefit to be derived depends on the ability of firms
to provide services on a cross-border basis across the EU. Benefits from MIFID therefore depend heavily
on thorough implementation in other Member States, and recognition of passporting rights, with eVective
enforcement if this proves to be necessary.

The identification of areas in which the UK could benefit from rules additional to those included in the
Commission’s draft proposals and areas in which such “super-equivalence” should be avoided

7. Article 4 of the proposed Level 2Directive provides a helpful check on “gold-plating” of the provisions
which it contains, but also provides a practical mechanism for objectively justified super-equivalent rules.

Whether the UK financial services sector is prepared for the domestic implementation ofMIFID and the extent
to which the proposed MIFID implementation timetable is realistic for UK firms

8. Considerable preparatory work is already under way in firms, and as far advanced as can be expected
while rules remain unfinalised. LIBA also participates in “MIFID Connect”, a grouping of associations
which is preparing industry guidelines, in discussion with HM Treasury and FSA, on the practical
implementation of MIFID. Systems and reference data specialists are also undertaking considerable
preparatory work.

9. Thorough domestic implementation depends heavily on the prompt finalisation of the Level 2
measures, and prompt transposition into national requirements, so that firms can take advantage of the full
nine months allowed to them under the revised implementation timetable. The proposed MIFID
implementation timetable is realistic for UK firms, provided that transposition is prompt and pragmatic,
and regulators have due regard to the industry guidelines that are under development. It will be necessary
to find ways of providing firms more time to implement if the transposition timetable slips further. For
groups that operate across the EU, and firms whose home State is outside the UK, the likely late
transposition of MIFID in many Member States is likely to pose particular problems that will need to be
handled pragmatically and without disturbing firms’ ability to continue to service client needs.

March 2006
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Memorandum submitted by the London Stock Exchange

Executive Summary

1. Thank you for the opportunity to submit views to your inquiry on European financial services
regulation. The London Stock Exchange has taken an active role in the debate on a single financial services
market for the European Union. As well as responding to many consultation exercises, we have taken part
in Commission expert groups and given evidence, for example, to the EU Financial Services Committee.
We have also actively lobbied—together with many other financial interests in the City of London—for
regulation that supports the UK emphasis on open and competitive markets.

2. Without a financial sector that is able to support enterprise and to tackle wider social challenges such
as the pensions deficit, the EU cannot expect to deliver on the Lisbon Strategy on jobs and growth. We
believe that the policy outlined by the Commission in its recent White Paper, “Financial Services Policy
2005–10” should make an important contribution to the wider economic goals of the European Union.
However, the real challenge for the Commission is to make its vision a reality by providing suYcient
resources and focus to maintain momentum and to deliver the objectives of the Financial Services Action
Plan.

Operation and Development of the Lamfalussy Arrangements

3. The Commission has rightly rejected a further ambitious legislative programme, in favour of an
emphasis on implementation and enforcement. The White Paper states that any new legislation will be
limited to areas where carefully targeted, evidence based initiatives might bring benefits to the EU economy.
The Exchange and others in the City of London have argued consistently against a further ambitious
package of legislation, favouring instead an emphasis on giving the recently adopted legislation time to
work. Therefore we welcome the Commission’s decision to focus on “dynamic consolidation” of financial
services. In other words, seeking to promote co-operation between regulators and ensuring enforcement in
the event of faulty implementation. However, this will only happen if the EU and national authorities make
suYcient resources available to ensure eVective implementation and enforcement.

4. The White Paper refers to the need to avoid so-called “gold plating”. We agree with the need to avoid
unnecessary regulation. However, we believe that the emphasis should be on “intelligent transposition”,
rather than on a blanket ban on anything other than “copy out” implementation (see para 11 below).
Equally, we believe that the debate over whether Directives or Regulations provide the best framework for
financial services legislation is less important than the actual detail of the legislation. In other words, the
priority should be outcomes rather than process.

5. We support the continuation of the Lamfalussy legislative procedure which in many respects has
worked extremely well and has the potential to make Community legislation on securities markets more
flexible. In particular, the quality of legislation has been improved by the involvement of national regulators
and external stakeholders with a stronger voice for market participants. The extensive pre-consultation has
worked well, particularly in relation to the Markets in Financial Instruments Directive and Transparency
Directive. However, there is scope for further improvement. On timetables, for example, there must be a
proper balance between speed and quality. The Commission must propose realistic adoption and
transposition timetables and CESR should be allocated suYcient time to provide advice to the Commission
on implementing measures. Therefore, we have welcomed the formal proposal to delay the implementation
dates for the Markets in Financial Instruments Directive.

6. The Commission is to be congratulated for its focus on the global nature of financial services. We
welcome the intention of the Commission to deepen the EU-US financial markets dialogue and to widen
dialogue with countries such as Japan, China, Russia and India.

Role of the European Parliament

7. The European Parliament hadmade a positive contribution to the negotiations on several of the FSAP
directives from a UK perspective. This was primarily a reflection of the strength of the voice of the City of
London in the deliberations of the Economic andMonetary AVairs Committee. The City of London’s cause
was taken up on a cross-party basis by a group of pro-market MEPs and in particular, in their roles as
Rapporteurs byTheresaVilliers, Chris Huhne andPeter Skinner. It remains to be seenwhether theUKvoice
will maintain its influence going forward. It is important that the new Parliament does not become more
concerned with inter-institutional politics than the substance of legislative development.
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8. In our view this makes the case for a stronger role for national parliaments to debate the merits of
European legislation and where necessary to intervene to promote UK interests.We therefore commend the
Select Committee for its initiative in undertaking this particular inquiry and look forward to further such
interventions, either in relation to specific issues or in a more strategic role looking at progress towards
Lisbon and delivery of the objectives of the Financial Services Action Plan.

MiFID Negotiation and Implementation Case Study

9. The London Stock Exchange has been involved in theMiFID negotiation and implementation process
since the European Commission’s first Communication in 2000. The directive is the cornerstone of the
Financial Services Action Plan and, along with the Prospectus, Market Abuse and Transparency
Obligations Directives, the general themes within it represent a substantial step towards facilitating a single
market in financial services within the EU.

10. The Exchange’s objective throughout the negotiations has been to promote London’s open and
competitive market model as Europe works towards the clearly desirable goal of removing barriers to cross
border activity. The Exchange has worked with the UK authorities to preserve the unrivalled balance of
transparency, liquidity and flexibility in the UK market.

11. The negotiations were a learning process for the City of London as a whole but, taking on board
lessons learned from the negotiation of other FSAP directives, the UK became more eVective as a lobbying
force throughout the process. This is demonstrated by the superiority of the draft level 2 legislation when
compared to the initial directive.

12. The process of UK implementation is only now beginning and we urge the Treasury and FSA to
consider that quality of regulation and maintenance of existing high UK standards should underpin its
stated “intelligent copy out” approach.

Intelligent Copy-out v Gold-plating

13. We welcome the Chancellor of the Exchequer’s commitment to “no gold-plating”, and we share his
desire to avoid the introduction of unnecessary new regulation which delivers questionable benefits.
However this should not blindly deliver a facsimile of flawed EU legislation onto UK statute books;
especially where the legislation could obviously be improved by intelligent interpretation, additional
guidance or occasionally supplementary rules. The priority must be to retain existing high standards where
they are proven to work.

14. We certainly believe that FSA appreciates the diVerence between gold-plating and intelligent copy-
out. Indeed in FSA’s recent Better Regulation Action Plan, John Tiner comments that “we will not gold-
plate EU requirements. We will only add additional requirements when these are justified in their own
right.”

15. One example where additional requirements are justified, and we would expect FSA to provide
additional rules, is in relation to managing the fragmentation of trading data. Ensuring that all trades
continue to be subject to real-time monitoring and are then capable of being consolidated into a single trade
feed is vital if we are to preserve the eYcient, orderly and fair markets for which London is renowned. In this
particular example, a direct copy-out ofMiFIDwould risk FSA falling short of their statutory objectives. As
such, additional rules are required to ensure that the transition from existing UK practice to EU rules does
not inadvertently damage proper operation of our markets.

16. In conclusion, we are encouraged by the direction of the Commission’sWhite Paper and in particular
its emphasis on Better Regulation. We believe the Lamfalussy arrangements have made a significant
contribution to the process of developing EU legislation.Whilst the operation of committees such as CESR
is far from perfect, it is improving all the time. On MiFID, we have seen a positive evolution of the text
following a disappointing outcome at the 2003 ECOFIN meeting. We are grateful for the eVorts of HM
Treasury and FSA in this regard. However, key to the directive’s success will be eVective implementation.
We are fully supportive of the authorities’ commitment to intelligent copy-out and are confident that this
will be done in a sensible way which will avoid unnecessary “gold-plated” rules but will provide for
supplementary regulation when this is necessary.

17. We do hope you find our comments useful, and we would of course be happy to discuss any aspect
of them with your Committee.

8 December 2005
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Memorandum submitted by peterevans

Summary

1. MiFID has elicited a positive response from financial practitioners in the UK who view the
establishment of an open, competitive and thriving pan-European Capital market as an opportunity for the
continent to compete globally with the US and Asian markets.

2. Naturally, compliance with the Directive presents numerous IT and infrastructure challenges which
many UK institutions are facing head-on in an increasingly regulatory-heavy business arena.

3. A chief aim of MiFID is to provide greater protection to the investor, through transparency of pre-
and post-trade information and the formalisation of a best execution policy. This is critical to sustaining a
harmonised market where all participants play by the same rules.

4. There is likely to be significant consolidation over the next five years as major financial houses compete
to provide the best all-round services at the best price, with the major banks establishing themselves as
“markets” in their own right. This is likely to lead to the emergence of a “top tier” of institutions competing
at a global level, powered by an EU-wide home market free from the constraints of country-by-country
barriers.

Is the UK financial services sector (and technology firms in particular) prepared for the domestic
implementation of MiFID?

5. Resilient, eVective technology infrastructures will be at the heart of successfulMiFID compliance, and
major investment houses are generally responding well to the challenge—with many viewing the
opportunities post-MiFID as a driving force in ensuring suitable levels of data transparency, management
and best execution policy when the new regulations are implemented in November 2007.

6. The introduction of systematic internalisers will be a noticeable diVerence under the new regulatory
set-up. Firms will become “concentrators” of their own liquidity—and those who are able to reach a critical
mass will be able to compete with traditional exchanges without the burden of fees under the current regime.
From this standpoint, the timetable for compliance is challenging but realistic—putting this infrastructure
in place is a fairly straightforward process as long as the industry is able to cooperate eYciently using defined
standards; firms are looking to technology vendors to take a lead and a lot of work has already been done
in this area.

7. What firms will have to consider within the existing time frame is their strategy to prove best execution
retrospectively on behalf of their clients. Obviously these methods will vary by instrument type and it’s a
likely prospect that some of these processes go through a number of iterations in the post-MiFID
environment. The most sensible thing firms can do at this point is review their existing commitments to data
storage and retrieval, and ensure that a clear pathway can be seen through each trade. Those responsible
for enforcement of the new directive should be in a position to request the details of a random clutch of
trades—and receive a clear, concise breakdown of how the firm went about ensuring best execution.

8. Firms taking the systematic internaliser route are the ones who are most impacted byMiFID’s myriad
rules and regulations. They will be required to publish a firm quote accessible to the market on the publicly
traded shares that they internalise. On top of this, they must—like all firms—keep records five years on the
full process of transaction.

9. Another consequence of financial institutions becoming “markets” in their own right is likely to be a
high number of mergers and acquisitions as major players in the new market emerge. A high number of
traditional exchanges (currently approximately 40) competing with the new “pseudo-exchanges” across
Europe is ultimately not tenable.

10. However, the process of “preparation” forMiFID has been hampered to some extent by the “moving
goalposts” of the legal and regulatory deadlines.

11. It’s generally held that about 80% of the full content of MiFID was available by mid-2005. However,
re-drafts and amendments were published during the latter portion of 2005—largely as a result of the
ongoing consultation process with the industry sector, and this may have led some institutions to delay their
strategic planning for compliance.

12. A final level 2 draft was published inFebruary 2006—and it’s nowwidely accepted that this represents
what the final Directive will look like.

Is the proposed MiFID implementation timetable is realistic for UK firms?

13. It’s likely, from a technology standpoint, that implementation programmes to ensure compliance will
spill into 2008 and beyond. This is a natural consequence of such a complex bureaucratic change, and to be
expected. Those in a regulatory role should be prepared to understand this and work in a constructive
capacity with financial houses to iron out any compliance problems. Firms need to show a willingness to
comply—but the mechanisms are likely to be iterative for a period post November 2007.
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14. It’s also important for regulators to understand that “best execution” doesn’t simply mean “best
price”. It involves a combination of factors—the speed of the transaction, its total cost including fees to the
financial institution, and the eYciency of the way it is settled.

15. Another key factor is the split between and “regulatory” and “directive” measures contained in the
EU’s proposal. The number of “regulatory” measures—those which are unwavering and must be adopted
into national law in each of the participating member states, are clear-cut and will hopefully establish the
much-sought-after “level playing field” where all market operators are working under the same legislative
regime.

16. The rest of MiFID—which can be described as a series of “directive” measures—are left open to
interpretation by the competent authority in each country. This may have an eVect on market practices and
cause a degree of confusion in the short term. It’s possible that policy will vary from country to country,
with room for interpretation as to whether or not a firm has met the required standard.

About peterevans

peterevans is a leading independent provider of front to back oYce systems to the financial services sector,
providing both global solutions to major institutions and highly-focused technology to smaller
organisations.

The Company’s creative, high-end solutions integrate seamlessly with existing infrastructures to ensure
business performance is optimised. A flexible approach to implementation allows software configurations
to meet specific requirements—either as a series of modules or as a full, standalone system.

peterevans’ flagship products TRACS and Axim support end-to-end straight through processing for the
full range of automation and transaction requirements, including SWIFT ISO 15022 messaging. Tira, the
company’s front to middle oYce system, links eVortlessly with the back oYce, providing fund and
investment managers with one of the most comprehensive tools on the market.

March 2006

Memorandum submitted by SWIFT

1. SWIFT is an industry owned co-operative supplying secure financial messaging services to more than
7,500 of the world’s leading financial institutions, including central banks. SWIFT also provides secure
messaging services to leading financial market infrastructures such as the inter-central bank TARGET
system, CLS and many central securities depositories.

2. In addition to its role as a trusted financial communications network, SWIFT also acts as a messaging
standards body for the global financial industry and is the registration authority for key financial messaging
standards approved by the independent International Organisation for Standardisation (ISO). SWIFT acts
as registration authority for ISO15022, the ISO standard for financial messaging in the securities industry,
and its successor ISO20022 for standardised messaging in the broader financial industry, ie payments,
treasury, FX, trade etc. ISO 20022 is the single ISO approved messaging standard for the financial industry.
ISO compliant messages are “open standards” that can be used, without payment of royalties, on any
financial network.

3. Both globally and within the EU, ISO20022 is the recommended solution for standardised messaging
in a number of key infrastructure initiatives, such as G30 andGiovannini for harmonisation of cross-border
securities clearing & settlement and Target 2 for the European Central Bank’s Real Time Gross Settlement
system for the Euro. ISO20022 has also been recently adopted as the messaging standard for the SEPA
(Single European Payments Area) initiative.

4. In the context of the increasing use of ISO20022 across the financial transaction lifecycle, SWIFT
wishes to draw the Committee’s attention to the desirability of the use of ISO20022 for key MIFID data
flows, to establish a single standard that will underpin the concept of true straight through processing (STP)
lowering both the cost and the risk associated with securities trading across Europe. It should be noted that
SWIFT has already publicly committed to users of ISO standards in the pre-trade/trade market space, that
these standards will be updated to accommodate the requirements of MiFID and will be “fit for purpose”
when MiFID compliance becomes mandatory on 1 November 2007. In particular, MIFID will give rise to
new and extensive flows of information to provide greater price transparency which, if costs are to be
manageable, will need to be easy to consolidate and therefore a common standards approach to the format
in which the information is supplied will be important. Given the need for transactions, once dealt, to then
clear& settle against payment, it would seem a logical proposition to use the same standard as far as possible
across the entire transaction lifecycle. ISO20022 provides the necessary linkage between the securities
trading, clearing, settlement and payment processes. ISO20022 can also play an important part in helping
to standardise end of day regulatory transaction reporting. For maximum eYciency and lowest cost and
risk, this should be harmonised across all 25 EU States, reporting in one agreed format as opposed to 25
diVerent proprietary formats.
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5. SWIFT would, therefore, ask the Committee to take note of the opportunities for greater eYciency
aVorded by the use of ISO20022 as a message standards approach for key MIFID data flows, particularly
post trade price reporting and regulatory transaction reporting. We note today that no recommendations
in respect of open industry messaging standards such as ISO20022 have yet been made by either the EU
Commission or the regulators relating to the practical implementation of MIFID. We would very much
appreciate the Committee considering this issue in its future discussions.

April 2006

Memorandum submitted by Which?

EU FINANCIAL SERVICES REGULATION—MARKETS IN FINANCIAL INSTRUMENTS
DIRECTIVE (MIFID)

Introduction

Thank you for the opportunity to submit comments to the Committee’s inquiry on the Markets in
Financial Instruments Directive (MiFID).

2. Much of the MiFID relates to the operation of wholesale and institutional markets which, while
obviously important to retail consumers, are outside Which?’s remit. Therefore, we have restricted our
comments to measures contained in MiFID which relate specifically to retail market operations.

3. We have some general comments to make on the EU policymaking process which are highlighted in
the progress made on MiFID; some general comments on MiFID; plus specific comments on individual
measures contained in MiFID.

General Comments

4. We would like to take this opportunity to reiterate general comments we have made in previous
submissions to TSC about the EU policymaking process which has been highlighted by the progress of
MiFID. From what we can gather, the legislative process relating to MiFID appears to have been quite
diYcult. We think this is down to in part the design of the directive which contains measures which relate
to wholesale/institutional markets and retail markets within a single directive. The dynamics of wholesale/
institutional and retail markets and the financial sophistication of the relevant market participants in those
markets are very diVerent.

5. We have been trying to persuade EU policymakers that if the policymaking process is to be eYcient,
and achieve its objectives of promoting an eVective integrated market and proportionate consumer
protection for diVerent market participants then it would be better to use a “supply-chain” model which
deconstructs the financial services supply chain into the diVerent main stages ie wholesale, institutional and
retail. Our view is that this provides a more eVective way of examining markets and developing legislative
proposals which can address the particular dynamics of markets in a more coherent and consistent fashion.

Improvements

6. We are pleased to say that some of our earlier concerns relating to the provision of past performance
data and definitions of generic and investment advice have been somewhat assuaged.

Past Performance

7. The requirements relating to the use of past performance are now in line with those set out by the FSA.
There was concern that previous versions of drafts would have allowed firms too much leeway to choose
time periods which showed performance in a positive light. In addition, there are stipulations which mean
that the past performance information should not the most prominent feature in a communication and
contain prominent warning that past performance is not a reliable indicator of future results.

8. However, there are concerns about the use of information on future performance. The stipulation in
article 27 para 5(b) is that information must be “based on reasonable assumptions supported by objective
data”. This could be open to interpretation after all it is diYcult to define what constitutes “objective” data.
This is one areawherewewould argue that an impartial body such as a financial regulator should be required
to set central assumptions for the future performance of diVerent asset classes.

9. A more general criticism of article 27 is that it does not stipulate the inclusion of a benchmark in
performance comparisons. It is important in terms of competition between providers and allowing
consumers to make informed choices that any claims about individual fund performance be compared
against a peer group of similar funds. We would suggest that this benchmark data should consist of a “risk-
free” fund eg cash deposits plus a relevant sector average. These benchmarks should be stipulated by a
regulator.
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Definitions of Generic and Investment Advice

10. Previously, there had been concerns that the definition of investment advice being proposed could
have inadvertently captured organisations such as CitizensAdvice Bureauxwhomay sometimes be involved
in providing “generic” advice. This would have severely hindered any eVorts to create a National Financial
Advice Network in the UK. However, as it now reads (see article 52 of the Implementing Directive)
organisations providing only generic advice would not fall under the authorisation requirements ofMiFID.

11. But there remains another area of concern. As firms who provide only generic advice do not have to
be licensed, there is clearly room for unlicensed firms purporting to oVer “generic” advice to operate outside
the regulatory regime.

12. MiFID allows for this type of firm providing generic advice to be subject to authorisation
requirements under national legislation. So this is an area where we would hope the FSAwould ensure there
was suYcient additional protection on top of the requirements set out in MiFID. We would suggest that a
distinction could be drawn between not-for-profit organisations such as CAB and private sector
organisations that earn a fee for providing “generic” advice.

13. Other areas of concern:
Recital 44/ Article 33—information disclosure.

14. Recital 44 is very flexible with regards to the timing of when important information should be
disclosed and the format of the information.

15. It is important for information to have impact that it be disclosed at the earliest stage in the sales
process, that it is presented in a standardised and consistent format and that intermediaries/ advisers are
required to draw consumers’ attention to the key elements of that information.

16. There is a risk that the drafting of these requirements could undermine the approach to disclosure we
currently have in the UK. This could have damaging eVects in relation to issues such as disclosure of adviser
status following depolarisation.

Areas That Could be Taken Further

Compliance reports

17. MiFID requires firms to produce formal frequent reports on compliance activities for senior
management to fulfil requirements of the compliance function (Article 9(2) Implementing Directive)—an
annual report is the bare minimum. This could be improved on by requiring firms to publish compliance
reports. This would be an aid to transparency, would introduce ameasure of governance and accountability
to the industry and go some way to levelling the playing field between the rights of access to information
aVorded to shareholders and the rights aVorded to consumers in the UK.We take the view that the conflicts
of interest in the UK retail financial markets and the potential for detriment are such that it warrants the
FSA introducing supplementary rules over and above those in the directive.

Inducements and conflicts of interest

18. Article 26 of MiFID stipulates certain conditions about the use of inducements such as fees or
commission. For example, it requires that these inducements be disclosed in a comprehensive and
understandablemanner to the client and that the payment of the fee or commissionmust enhance the quality
of the service to the client and not impair compliance with the firm’s duty to act in the best interests of
the client.

19. The Committee will be aware of Which?’s concerns about the distorting eVects of commission and
other volume related remuneration strategies. It is our view that the reliance on commission and strategies
which link the level of sales-force remuneration to volume of sales rather than quality of sales introduces a
major conflict of interest and therefore is one of the root causes of the detriment in retail financial services.

20. Therefore, we have a number of comments about Article 26. Firstly, it is not clear whether this will
apply to remuneration such as bonuses paid to in-house sales staV which are as potentially risky as
commission paid to third party intermediaries. This would need to be clarified by FSA in UK regulation.

21. Secondly, the implementation ofMiFID provides an opportunity for the FSA to directly address the
distorting eVects of commission and aggressive remuneration strategies. As the Committee will be aware,
we have been arguing for an explicit rule to be introduced which prohibits commission or other
remuneration being linked solely to volume of sales. We have proposed that fees and remuneration should
be linked to a “scorecard” which assesses the quality of sales not just volume. This in our view must be the
most eVective way of ensuring that payment of fees enhances quality of service and does not impair
compliance with duty to act in the best interest of client.

April 2006
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