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Section One - Promoting efficient, orderly and fair markets

1 Promoting efficient,
orderly and fair markets

Introduction

All that we do, whether in wholesale
or retail markets, reflects our belief
that efficient, orderly and fair
markets are the most effective way
of delivering value to both users and
providers of financial services. We
always set out to work with the
grain of the market. This is reflected
in our commitment to finding
market-based solutions wherever
possible, and in our close
cooperation with the industry in
addressing market failures.

The UK is one of three global
centres for wholesale financial
markets. Our Wholesale and
Institutional Markets Business Unit
leads our work to promote efficient,
orderly and fair wholesale markets.

A significant proportion of our
work is non-discretionary, in the
sense that it is driven by initiatives
originating in the European Union,
many of which are part of the
Financial Services Action Plan
(FSAP). The FSAP, as endorsed by
the Lisbon European Council in
March 2000, is a series of 42
measures aimed at creating a legal
and regulatory environment which
was designed to support the
integration of EU financial markets
by 2005.

From the perspective of the firms we
regulate, the most significant
European measures for which they
need to prepare in 2006/07 are the
Markets in Financial Instruments
Directive (MiFID), the detailed
provisions of which could be
finalised by May 2006 (see MiFID
box below); and the Capital
Requirements Directive (CRD),
which comes into effect from

1 January 2007. Firms are now
actively preparing for these
measures and we expect to continue
to commit significant resources over
the year ahead to help ensure
smooth implementation. We also
continue to influence negotiations
on other EU measures that are at
earlier stages of the legislative
process (see ‘Other EU Initiatives’
below).

In addition, we will undertake a
number of new initiatives and carry
out thematic work in the coming
year. Key issues on which we will
focus in the regulation of wholesale
firms include: stress testing; client
money and the management of
conflicts of interest in general
insurance intermediaries; credit risk
management including collateral
management; credit derivatives
including operational risk;
valuations of illiquid products and
resources; and prime brokerage.
We will also complete our thematic
work on corporate governance and

feed back our results in Q3 2006.

EU and other international
standards

As set out in the CEQO’s Overview,
we continue to support the
‘Lamfalussy process’, and in
particular its aim of producing
flexible framework directives
supplemented by more detailed
requirements. We therefore
contribute significant amounts of
time and resource to 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). Our
work also goes beyond the borders
of the EU through our role in the
sectoral international standard-
setting bodies: the International
Organisation of Securities
Commissions (IOSCO), the
International Association of
Insurance Supervisors (IAIS) and the
Basel Committee. We also play an
active role in the Financial Stability
Forum (FSF), the Financial Action
Task Force (FATF) and the Joint

Forum.
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Markets in Financial Instruments Directive

The Markets in Financial Instruments Directive (MiFID), which will have a wide-ranging impact on the rules we
apply to investment firms (wholesale and retail) and regulated markets, is due to be implemented by 1 November
2007. The Directive will significantly alter how firms operate their businesses and how they interact with their
customers. Most FSA-regulated firms carrying on investment business are likely to be affected, directly or indirectly.
Implementation is therefore a major challenge, both for the FSA and the industry. We published Planning for MiFID
in November 2005 to help firms in their preparations. Here we summarise the main implications of the Directive for
our work in the year ahead.

MiFID is a key element of the European Union’s Financial Services Action Plan. It comprises two levels of European
legislation. ‘Level 1, the Directive itself, was adopted in April 2004. In several areas, however, it makes provision
for its requirements to be supplemented by ‘technical implementing measures’, so-called ‘Level 2’ legislation. The
Commission has been developing recommendations on Level 2, taking account of advice received from CESR in early
2005 and of subsequent discussions between the governments of Member States in the European Securities
Committee. The Commission’s recommendations are currently expected to be made in February 2006. On that basis,
final adoption of the Level 2 measures, following consideration by the European Parliament and the Council, now
seems unlikely before May 2006. National regulators are due to put final rules and guidance in place as necessary to
transpose the Directive’s provisions by 31 January 2007, ready for implementation on 1 November 2007.

The FSA's preparations for implementation

In Planning for MiFID we set out a proposed programme for consulting on implementation. Based on timetable
assumptions that are now overtaken, it provided for publication of the main Consultation Papers in March/April.
Following the recent slippage in the Level 2 timetable, we have reviewed that programme. We now plan to publish:

e A CPin Q2 2006 on systems and controls, setting out a single body of requirements in this area (a ‘common
platform’) arising from both the CRD (which is to be implemented by 1 January 2007) and MiFID.

e A CPin Q3 covering MiFID provisions on market transparency, transaction reporting, authorisation and
permissions, and enforcement and cooperation - but excluding conduct of business and financial promotions.

e A CPin Q4 on conduct of business, covering implementation of relevant MiFID provisions and other
consequential changes, including impacts on business outside MiFID scope. The CP will reflect the new approach
arising from our COB Simplification work and set the MiFID-related changes in the context of the new Conduct of
Business Sourcebook (see Section Two). There would be a short deadline for comment on those provisions
necessary to meet the transposition date of 31 January 2007, but a longer period for consideration of the
broader structure and content of the new COB Sourcebook, plans for which we explained in CP 05/10 of July
2005.

e A CPin Q4 covering MiFID provisions on marketing communications, within wider changes flowing from our
financial promotions review.

This programme is provisional and will need to be reviewed if adoption of the Level 2 measures slips beyond
May 2006.

Other implications of MiFID

Our implementation of MiFID will not simply involve putting new rules and guidance in place, but may also provide
scope for complementary modernisation and simplification. For example, the upgrade of our securities transaction
monitoring system will improve our ability to detect market abuse, as well as allowing us to meet the MiFID
requirements on transaction reporting.



The Capital Requirements Directive
(CRD) implements the Basel 2
framework in the European Union,
and applies the risk-based approach
of that set of prudential
requirements to investment firms as
well as banks. Agreement was
reached on the CRD at European
level in September 2005 and we
plan to make the relevant rules in
October 2006. Firms will be able to
apply parts of the CRD rules from
1 January 2007, with the Directive
coming fully into force for all firms
on 1 January 2008.

In our February 2006 CP on CRD
implementation we will also outline
the case for a fundamental review of
the long-established UK approach to
capital adequacy requirements for
firms that are members of financial
groups. Informal discussion with
stakeholders would be likely to
begin in early 2007.

Our emphasis in the year ahead will
shift to practical implementation of
the new prudential requirements.
The workload will be significant, in
particular to review applications
from firms wishing to adopt the
more advanced internal model
approaches for credit and
operational risk charges. This work
will be a key priority for our
supervisors and risk review
specialists.

In addition, we will be finalising our
approach to implementation of the
Pillar 2 requirements of the CRD. In
particular, this will mean setting up
the framework that supervisors will
use to review firms’ own capital
requirements. This will be built into
the new ARROW 2 risk-assessment
framework (see CEO’s Overview).
We plan to use relevant fee income
to finance additional resources for
waiver review and Pillar 2 work.

There are a number of other EU
initiatives which will be high on our
agenda in the year ahead.

The Reinsurance Directive, which
aims to introduce harmonised
supervision of reinsurers across the
EU, was adopted in October 2005,
for implementation by December
2007. We plan to consult in Q3 2006
on the detail of implementation. The
long-term objective of this measure is
to create a single market in
reinsurance across the EU.

The Transparency Directive is
designed to enhance transparency in
EU capital markets by establishing
minimum requirements on:

periodic financial reporting; and

the disclosure of major
shareholdings in issuers whose
securities are admitted to trading
on a regulated market in the EU.

The Directive also deals with the
mechanisms through which this
information is to be stored and
disseminated. We intend to consult
on changes to our rules in March
2006, and then publish near-final
rules by October 2006, ahead of the
implementation deadline of January
2007.

The March CP will also contain the
final proposals arising from our
Listing Review, which will aim to
modernise and simplify the listing
rules for investment entities. The
introduction of new rules will follow
the same timetable as for
implementation of the Transparency
Directive. Separately, we will survey
primary market users to get
feedback on our listing process,
where it can be improved, and how
effective the new rules are. In Q3
2006 we also plan to consult on a
small number of amendments to the
Listing Rules to address issues which
have emerged in the first year of
operation of the new Listing regime.
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The Solvency 2 Directive is expected
to be a fundamental revision of the
existing ‘Solvency 1’ directives on
the prudential regulation of life and
non-life insurers and reinsurers. It
aims to improve the risk-sensitivity
of firms’ capital requirements and to
promote pan-European convergence
of supervisory practice. The
Commission’s Roadmap indicates
that a formal proposal for the
Framework Directive may be
expected in mid-2007. We will
continue to play an active role in the
preparations for this important piece
of legislation by providing advice
and support to the Treasury in the
negotiation of the Framework
Directive, and particularly through
our involvement in CEIOPS in
providing advice to the Commission.
The Directive is unlikely to be
implemented before 2010.

The European Commission is
currently considering whether to
introduce a directive on clearing and
settlement. The aim of such a
measure could be to harmonise the
regulation of key infrastructure
providers across the EU and to
improve access to those providers
throughout the single market. In the
year ahead we will continue to work
with the Treasury and the Bank of
England to ensure that the interests
of UK markets and market users are
appropriately taken into account.
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As so much of our policy work
flows now from EU or international
initiatives, it is important to remain
fully engaged in the key
international fora. One of these is
the Basel Committee on Banking
Supervision, where this year we will
work alongside the Bank of England
on revised prudential standards for
banks in respect of liquidity. In
consultation with the Treasury, we
will also contribute to work led by
the European Commission on large
exposures. We also expect to
contribute to work, both in the EU
and international arenas, on
modernising the definition of
capital.

We play an active role in the
International Association of
Insurance Supervisors (IAIS) where
we expect further progress to be
made on a common structure and
common standards for the
assessment of insurer solvency. We
also chair the Reinsurance
Transparency Group which has been
instrumental in driving forward
better disclosure of global
reinsurance data, and which saw the
publication of the second global
market report at the end of 2005.
Finally, we have been fully engaged
in the development of international
guidance on the subject of finite
reinsurance, which may be refined in
the light of further experience.

International Financial Reporting
Standards (IFRS) have applied to the
financial accounts of all EU listed
companies since 2005. Looking
ahead, the priority will increasingly
be achieving consistent application,
interpretation and enforcement of
the standards across the EU in order
to maintain market confidence in
financial reporting. This will involve
an increased focus on enforcement
and mechanisms for discussing
application issues in CESRfin (the

group within CESR responsible for
endorsement and enforcement of
financial reporting standards). We
also expect an increase in work on
International Standards on Auditing
in IOSCO and CESRfin as the
debate moves on to the role played
by auditors in reviewing compliance
with accounting standards.

One of our statutory objectives is to
maintain market confidence in the
financial system, a key component
of which is helping to ensure
financial stability. Risks to financial
stability can arise from a number of
sources, including from unexpected
developments within the financial
system itself, or from external events
causing major operational
disruption such as natural disasters,
terrorist attacks or flu pandemics.

(a) Financial issues

With the other Tripartite authorities
(the Bank of England and the
Treasury), we continue to test and
improve our preparedness for the
eventuality of a major financial
crisis. During 20085, the authorities
agreed improved Tripartite
arrangements for financial crisis
management, as a result of earlier
testing. In 2006/07, we will continue
to participate fully in work in these
areas — including completing an
exercise to gather the key
information on firms that would be
needed in the event that they were
affected by a financial crisis.

It is equally important to give
priority to steps to improve the
robustness of the system to shocks to
financial stability. Partly with this in
mind, we have pursued discussions
with larger and more complex firms
to improve their stress-testing and
scenario analysis. In the year ahead
we will take forward the follow-up
steps indicated in our December

2005 Feedback Statement. We will
also play an active part in
international discussions on the area
of stress-testing — including a
mandate in this area that the Joint
Forum is pursuing.

(b) Major operational disruption

The tragic events of 7 July 2005
were a grim reminder of the reality
of the terrorist threat to the UK. The
Tripartite Authorities take these, and
other external threats such as natural
disasters and flu pandemics, very
seriously and work closely with the
private sector and other parts of
Government, to ensure both that
individual firms have plans in place
to maintain or restore operations in
the event of disruption and that the
financial sector as a whole is able to
respond effectively.

In November 2005 we conducted
the largest ever market-wide exercise
to assess preparedness for major
operational disruption, involving
around 80 firms and over 2,000
people. The results will be reported
in Q1 2006. We will use the lessons
from the exercise and the output
from the Resilience Benchmarking
Project, an exercise designed to
assess the robustness of the sector, to
help us to promote resilience in the
financial sector and shape the next
market-wide exercise in late 2006.

Financial stability affects different
industry sectors in different ways.
In the insurance sector, the UK
industry — life and general insurers
and reinsurers — is financially
exposed to major external events
both domestically and overseas.
Although firms have demonstrated
their ability to weather significant
shocks in recent years, the potential
losses from a single major event
could be larger than the private
sector is prepared to finance. As
such, government-backed
arrangements for reinsurance remain



crucial for ensuring the availability
of direct cover. For our part, we will
liaise with insurance firms to ensure
that they have a good understanding
of their own exposures to market
shocks, including terrorism, natural
disaster, flu pandemics or pricing
‘events’.

Most of our day-to-day work is
routine risk-based supervision. We
work with firms rather than simply
imposing requirements on them. We
identify the key risks and establish
risk mitigation programmes which
firms and markets must apply.
However, we cannot and do not
attempt to eliminate all risk and we
do not operate a zero failure regime.

The firms we supervise that operate
in the wholesale markets are
predominantly active in institutional
banking, securities and derivatives,
insurance and asset management.
We also supervise the key UK
market infrastructure providers
(MIPs), including exchanges and
clearing houses. The MIPs are
currently going through significant
change, as many entities have moved
away from formerly mutual
structures and there is increasing
domestic and international
competition. These developments
continue to present challenges to our
regulatory approach in MIP
supervision.

In the area of prudential regulation,
key themes in our supervision work
for 2006/07 will be continued roll-
out of our new capital requirements
for insurers through the Individual
Capital Adequacy Standards regime,
and implementation of the CRD. In
addition, the new ARROW 2 model
will allow us to undertake a more
comprehensive approach to
supervision and enable more

effective identification and
mitigation of risks. We will continue
to build on and integrate into the
ARROW process the work we
conducted in 2005/06 on a variety
of thematic initiatives, notably stress
testing, effective governance and
conflicts management.

Many of the major entities we
supervise are active globally and
many run a substantial proportion
of their global operations from the
UK. As such firms face requirements
imposed by their national
supervisors, we cooperate closely
with the relevant regulators in order
to minimise duplication and
inconsistencies. Such international
coordination activities will increase
in line with our obligations under
the CRD and the Financial
Conglomerates Directive.

We have recently established a
dedicated supervision team to
monitor the activities of the
managers of the major hedge funds.
This reflects the increasingly
important role that these entities
play in maintaining depth and
liquidity in the market. We issued a
Discussion Paper in Q2 2005, on
which we will feed back in March
2006. It is likely that this will lead
to changes to the data we require
hedge funds and other asset
managers to report, and these will
be fed into the CP on Integrated
Regulatory Reporting in Q2 2006
(see Section Three). On a thematic
basis, we will review the procedures
and controls in hedge fund
managers, particularly with respect
to the valuation of illiquid complex
instruments. Our work in this area
is an example of where we identify
and promote industry best practice.
This involves taking a risk-based
and proportionate approach based
on dialogue with the market rather
than simply proposing new rules.
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On soft commission and bundled
brokerage we are now into the post-
implementation monitoring and
evaluation stage, to assess whether
the industry-led solution brings
results. We will also review the
effect on industry practice of our
limited changes to rules and
guidance. We are developing a
framework of performance measures
and indicators to determine whether
the following expected outcomes
have been attained:

improved fund manager
accountability;

more efficient use of dealing
commission; and

the potential for more
competition in the execution and
research markets.

Through Q1 2006 we are using
relevant indicators to establish the
baseline from which to assess future
change. We will revisit the indicators
in early 2008 to gauge the extent of
change within the industry.

In September 2005 we issued a CP
on measures to support effective
accountability of fund managers to
investors in retail funds, and we
plan to issue feedback in Q2 2006.
These measures are intended to
ensure that the expected benefits of
improved transparency come
through in both the wholesale and
retail sectors.

In October 2003, the Securities and
Exchange Commission (SEC)
consulted on proposals which would
make the US ‘soft dollars’ regime
broadly equivalent to our rules and
is expected to consult on proposals
on disclosure of information about
commission spend in 2006. As the
regulatory regimes move in the same
direction and the extent of common
ground increases, we expect benefits
to arise for those firms operating in
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both jurisdictions. Through our staff
level contacts, we will continue to
explore areas where further
regulatory convergence in this area
would be of assistance to industry.

We plan to complete the work we
have begun in the area of credit
derivatives, in cooperation with the
Federal Reserve Bank of New York
and other international regulators.
This cooperation is desirable as the
firms that are most active in this
market operate in the UK but
conduct their business on a global
basis. It is also more efficient for the
firms to be able to provide their
regulators with a single consolidated
report. A common set of metrics has
been agreed and the firms are
reporting against agreed targets.

We have been working with the
industry to ensure that firms reduce
their operational and credit risk
exposures by tackling the trade
confirmation backlogs that currently
exist, and by developing better
settlement standards in this market
going forward. Our role here has
been primarily to act as a catalyst,
prompting the industry to develop
its own solutions to the problems
we have identified. We will continue
to monitor firms’ progress and take
further action if necessary; we hope
to see an improvement in settlement
standards in credit derivatives by
September 2006.

In the Markets area, we will
continue to fulfil our responsibilities
under the Listing Rules, and the
Prospectus and Market Abuse
Directives, which were implemented
in July 2005. We will also invest
£10m on upgrading our securities
transactions monitoring system in
order to enhance our ability to
detect and pursue market abuse.
The new system, which will be
ready in Q2 2007, will for the first

time provide the FSA with its own
alerts as to unusual or suspicious
transactions. It will also enable us to
conduct a much more sophisticated
analysis of trading patterns, an
essential capability as we focus more
on institutional market abuse. More
generally, work to combat market
abuse will continue to be one of our
key priorities. We will also continue
to monitor company announcements
to ensure that they adhere to
disclosure obligations.

We published a Discussion Paper on
transparency in secondary bond
markets in June 2005. Drawing on
the responses, we will feed our
thoughts on bond market
transparency to the European
Commission, as part of its planned
review of whether to extend the
scope of the MiFID transparency
regime beyond equities. Our
Discussion Paper focused on
whether there were identifiable
market failures in the secondary
bond markets and the role that
transparency might or might not
play in addressing any such failures.
Our aim going forward will be to
influence thinking at EU level by
ensuring that there is a focus on
whether failures exist in the bond
markets that require remedying,
rather than action being taken on
the assumption that greater
transparency must be an inherently
good thing. We will summarise our
conclusions in the Feedback
Statement to the Discussion Paper,
which will be published in Q2 2006.

A series of reforms aimed at
improving efficiency and reducing
risks from operational failures and
weaknesses is under way in the
London Market. One of the most
pressing areas for reform relates to
the lack of contract certainty which
exists in the London Market and, to
a lesser extent, in the commercial
and retail market. In December

2004, we set the general insurance
market a challenge of finding a
solution to this by end-2006, in line
with our intention to promote and
support market-based solutions
where possible. If the market meets
our challenge, it will reduce the
operational and legal risks to
brokers and insurers, and improve
service and clarity of offering to
customers. Over the past year, the
industry has made significant
progress. A definition of contract
certainty has been agreed by all
parties and is being implemented
through market codes, supplemented
with guidance, training and industry
presentations. Although a market-
based solution remains our
preference, we have developed some
options for regulatory intervention
in parallel with the market’s own
work. Following a formal stocktake
early this year, we will decide
whether sufficient progress has been
made to meet the December 2006
deadline. We will use our regulatory
powers as necessary and, if we need
to introduce new rules and
requirements, a Consultation Paper
will of course be required. This
would be published in May to
ensure that the rules could take
effect from January 2007.

We will conduct a series of themed
visits to increase our understanding
of the private equity market and
whether, under the responsibilities
that the Financial Services and
Markets Act imposes on us, our
oversight of the private capital
market is effective and
proportionate. Depending on the
conclusions of our project, we may
decide to disseminate our findings
on general market developments, as
well as good and weaker industry
practices that we have identified. We
are already supervising, and plan to
continue to supervise, the firms
operating in this sector through a
dedicated specialist team.



In carrying through our strategy to
reduce financial crime, our guiding
principles are proportionality and a
risk-based approach. This applies to
our work on money laundering and
fraud. As with other key business
risks, we look to senior management
to take responsibility for ensuring
that their firms identify their
financial crime risks, and have
appropriate systems and controls in
place to mitigate them. This is
reflected in changes to our
Handbook, effective from 1 March
2006, which will replace detailed
rules on money laundering with
high-level requirements in relation
to senior management responsibility
for appropriate systems and controls
to manage money laundering risk.

In this area it is crucial that we have
effective relationships with relevant
law enforcement agencies. In 2005
we expanded these relationships, in
particular to help scope the risks to
the financial sector from criminal
money flows. That will continue in
the year ahead, and we will also be
working closely with the new
Serious Organised Crime Agency
(SOCA) to develop and foster a
clear and coherent relationship.

Reflecting our intention to pursue a
high-level approach, emphasising
senior management responsibility in
relation to fraud, early last year we
began a piece of thematic work

looking at firms’ approaches to
fraud governance. We have now
completed visits to a cross-section of
(mainly large) firms to look at how
their senior management take
responsibility for managing fraud
risk. The initial findings from the
project are that senior management
are beginning to recognise the risk
of fraud to their businesses, and
showing encouraging signs that
lessons are being learned from other
firms’ experiences. We expect to
publish a full report by the end of
February 2006.

We have been leading work to
embed a risk-based approach to
anti-money laundering (AML)
controls, both in terms of firms’
legal obligations and their practical
implementation. This included
working successfully with the
Treasury to ensure that the final text
of the Third Money Laundering
Directive applied a risk-sensitive
approach. We will continue to work
with the Treasury on the
development of the Commission’s
implementing measures, due to be
completed in mid-2006, and on the
implementation of the Directive into
UK law by December 2007. This
will include inputting to Treasury
consultation processes and helping
to inform its thinking on the most
proportionate and appropriate
model for supervising trust and
company service providers and
estate agents.
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We have also been working closely
with the Joint Money Laundering
Steering Group (JMLSG), a body
composed of 16 financial sector
trade associations, on the Group’s
new Guidance. This is likely to be
published in early 2006 and
implemented later in the year. Our
work, following up the revisions to
our Handbook and the issuing of
the JMLSG Guidance, will aim to
ensure that the risk-based approach
to AML systems and controls is
embedded both in industry practice
and our supervision.

At the international level we will
support the Treasury in seeking to
raise global AML standards through
the Financial Action Task Force
(FATF) and, in the FATF’s mutual
evaluation of the UK expected to
take place towards the end of 2006,
to demonstrate how the UK’s AML
regime meets international
standards.

Our work on fraud has included
making the case to Government for
adequate law enforcement resources
in this area. We therefore welcomed
the 2005 announcement by the
Attorney General of a fraud review
to consider the scope for improving
the current arrangements for the
prevention, detection, investigation
and prosecution of fraud. We will
continue working with the review
team to put across our views and
ensure appropriate industry
involvement.





