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Introductory remarks

Good afternoon.  I have been asked to give a regulator's perspective of liberalising trade in services.

I work for the Financial Services Authority, which, as many of you will know, is the single regulator for financial services in the UK.  Although the FSA itself is a young body – we only acquired our formal powers on 1 December 2001 – the UK has a long financial services history: our oldest insurance market is more than 300 years old; our central bank, the Bank of England, was established in 1694; we can trace the earliest stock exchange activity also to the 17th Century; and our first piece of insurance legislation was enacted in 1774.  So we hope we have some experience to bring to the table!
There is no doubt that the UK – and London in particular – has become the most international of the leading financial centres.  The UK accounts for around 60% of primary international bond trading.  There are more companies listed on the London Stock Exchange than on either the New York or Tokyo exchanges.  London is the largest foreign exchange market.  In global trade in over the counter derivatives, the UK accounts for about 40% of the market.  Our fund management and insurance markets are the third largest in the world.  Four UK banks are in the world's top 15 ranked by tier 1 capital.
There are many reasons why this should be.  History of course is one.  Geography also plays a part – the UK straddles the end of the Far East trading day and the beginning of the American one.  Besides being the only "multi time zone" market, it is by far the largest multi currency market.  But the largest single factor was a clear decision by government and the financial regulator to treat financial institutions – irrespective of the nationality of their owners or their managers – on the same basis, without preference for British institutions.  So our success is based not on nationalist protection or promotion of national champions, but on a commitment to markets.

The reality of that is clear to see in our neighbours near our offices in Canary Wharf in London.  These include such international financial services firms as Citibank, HSBC, Morgan Stanley, Lehman Brothers, Bank of New York, Bear Stearns, CSFB and Barclays.  There are many more firms in the City of London, including Deutsche Bank  and Standard Chartered – and it is not only the global giants who are present: there are many financial institutions from developing economies with a presence in London.  Some of these are corporate headquarters (although their business may be more outside the UK rather than here), some are branches of businesses headquartered elsewhere, and some are UK incorporated subsidiaries themselves with branches elsewhere in the EU.  Many of them provide services into the EU and more widely.  
The UK approach to regulating cross border trade in services
In dealing with this question, I would like to start by explaining a little of our overall approach to regulation.  In our view, the purpose of regulation should be to:

· promote markets which are fair, efficient, orderly and clean; and 

· ensure that retail customers for financial services get a fair deal.

I would hope that any fellow regulators in the audience would agree that these are at the core of their own activities, and that government representatives would support them as desirable public policy objectives.

For us, these broad aims are translated in legislation into four specific objectives and a number of principles of good regulation.  But how far should a regulator intervene in the market in order to achieve these aims?   Our own view is clear.  Orderly and clean markets avoid discontinuities which impose additional costs; and they provide the expectation of equal treatment for all market participants, without unfair preference.  Underlying these advantages is a fundamental assumption – that the best solution for customers, and for competitive providers of financial services, lies in developing efficient markets, and not in regulation.

We now take the approach that, where we have discretion, we should regulate only where we have good reason to believe both that the market will be unable to produce an efficient outcome – the market failure test – and that regulation will do more good than harm – the cost/benefit test.

So what does all this mean for the UK approach to regulation of cross border trade in financial services?  
The short answer is that for consumption abroad (Mode 2 in WTO terminology), British consumers have always been free to source financial services wherever they wish.  There is of course an argument which would claim that this is to some extent a dereliction of the traditional “consumer protection” aim of a financial services regulator.  It is true that private consumers who take advantage of this freedom do not have access to the arbitration and compensation protections built into the domestic regime.  Against that, “consumption abroad” is very difficult to police.  And it is also the case that those most likely to make use of this freedom will be business consumers, who will have access to suitable professional advice, or the more sophisticated private consumer, who needs rather less regulatory protection than “Mr Average”.  It would be wrong to deny that there are occasional problems – but these are not in our view so widespread as to constitute a convincing argument in favour of regulatory intervention.

As for the outward cross border provision of services by UK firms (Mode 1 in WTO terms), we have always undertaken our prudential responsibilities based on the worldwide activities of our firms.  So there is some element of protection for non-UK consumers of our firms, in that their capitalisation and reserving are based on the firms' global consolidated position.  Those jurisdictions which also have an eye to conduct of business regulation, or have a regime including controls on price and product coverage may wish more comfort.  This raises issues of international cooperation to which I would like to return later.  

You have already heard arguments in favour of a “two-speed” progamme of liberalisation – where services consumed by or supplied to commerical clients might be relaxed ahead of those for private consumers.  In the insurance field, for example, certain large risks are typically written in the international market place.  There are sound reasons why this should be so, not least because large or complex risks should prudently be written where the underwriting skills and capacity lie.  So marine, aviation and transport risks, or other large commercial risks, and reinsurance might safely be written in the international arena, where not only are the market practitioners (both underwriters and intermediaries) skilled, but the domestic regulator of the firms assuming the risk has the  experience and skills to supervise the business.  So far as reinsurance is concerned, this would also promote the primary purpose of the service, which is to spread risk.  Such liberalisation would free enterprises from potentially duplicative and arguably unnecessary regulatory intervention, and would also free up supervisory resources to be concentrated in higher risk or higher impact areas.
Our approach to cross-border provision into the UK seeks to recognise a number of realities.   The modern communications age makes it all but impossible to maintain a full watch over all means of making financial promotions.  So we make a number of exemptions from the financial promotions regime (a financial promotion being an invitation or inducement to engage in investment activity) to  recognise this.  These apply for example to internet communications where the medium is acting only as a conduit for information; where the promotion is of a generic nature ("insurance is a good thing"); or where the promoter has reasonable grounds to believe the target recipient is a professional investor.  Otherwise, a financial promotion should be clear, fair and not misleading, and where it includes information about the protection available under a compensation scheme (whether the UK compensation scheme or one established elsewhere), it must restrict this to factual references.
A further refinement in which there may be some interest is our exemption for “overseas persons”.  An overseas person is defined as one who carries on what would be regulated activities, but who does not do so, or offer to do so, from a permanent place of business in the UK.  There are two cases in which this exclusion applies.  The first is where the nature of the regulated activity requires the involvement of another person, and that person is himself already authorised.  An example would be where the overseas person enters into a foreign exchange transaction with an authorised bank.  The second is where the particular regulated activity is carried on as the result of a “legitimate approach”.  A “legitimate approach” is one which is not solicited by the overseas person, or one which does not contravene the restrictions on financial promotions.  In such circumstances, the overseas person can, without requiring authorisation, enter into deals with, or on behalf of, a person in the UK; may give advice in the UK; or may enter into agreements in the UK to carry on certain regulated activities.    So, to use the same kind of example, a legitimate approach would be one where the UK bank asked the overseas person to carry out a foreign exchange transaction on its behalf.
What of the future?
I said a few moments ago that there were a couple of issues to which I would like to return.  These are rather more “food for thought” issues – those which might come up on the regulators’ radar in the foreseeable future – than ones where we would necessarily claim to have the answer now.  
In a world where international financial services companies are increasingly the norm, and where cross border transactions ever more important, how should regulation develop to match the increase in internationalisation?   Running these international businesses poses difficult and important questions of management and control for their management teams.  They also raise difficult and important questions for regulatory authorities.  

The issues which arise are common across financial services. They are not confined to banking, but arise equally – albeit in different forms – in both insurance and securities trading as well.  They include both prudential issues - how to ensure that companies and groups, and the component parts of groups, are properly controlled and supported by adequate financial resources - and conduct of business issues - how to ensure that products and services originated in one country and distributed in others meet the standards required in all those countries.  These are issues which are being discussed in particular in the context of the EU, but they arise equally in the wider global context: the supervision of Deutsche Bank, of Citigroup, or of HSBC raises issues which clearly require answers not merely within Europe, but worldwide. 

The present arrangements for supervision of financial services companies operating across borders are built on twin pillars: one is personal or sociological; the second administrative.  The former is the network of central bankers and financial regulators, who have a shared understanding of the issues.   They are sensitive to the political limitiations within which they operate, and conscious of the need to balance independence and accountability.  The regular communication through this network has helped develop mutual trust, and forms an important part of the discharge of  a financial regulator's duties.   We believe that these links create an important weapon in the armoury of the regulatory community.  

This is not to suggest that there are no formal arrangements for cooperation on cross border supervision.  All three international standard-setting bodies (the Basel Committee, the International Organisation of Securities Copmmissions and the International Association of Insurance Supervisors) have developed core principles dealing with supervision of cross-border activity, although they are not yet uniformly implemented and observed by all jurisdictions.
International regulatory cooperation

The second pillar of the prudential regulation of international financial services is the set of administrative arrangements which fall under the general title of home and host regulator.  Those of us involved in regulation are aware of growing calls from the financial industry for a streamlining of regulatory arrangements in the form of an extension of the so-called 'lead supervision' concept.   The broad principle of lead supervision is simple and not particularly new: for a group the principal responsibility should lie with the home regulator in the country in which the group is based, with a subordinate set of responsibilities attached to the supervisor in the various host countries in which the group operates.  On this basis, the principal regulatory responsibility for Deutsche Bank lies with the German regulator BaFin, the principal responsibility for HSBC with the FSA, and the principal responsibility for Citigroup with the Federal Reserve Bank of New York.  
The appeal of this approach is clear: in prudential policy, there is the prospect of one regulator taking a view on group wide capital adequacy, controls and the overall management of the group, with no need to duplicate this country by country; in conduct of business policy, there is the prospect, for those countries which recognise each others' standards, of one test of consumer protection being applied and the product then being accepted by other countries – "passported in" as the jargon has it.  It is not surprising that many international financial services companies have enthusiastically embraced the idea that regulation should be streamlined, whether this involves a single home regulator, a lead regulator or a consolidated supervisor. 

The appeal of this is obvious: it would involve replacing, all or in part, the present multiple regulatory relationships which a major group has with a single relationship. On the face of it, this would be deeply attractive.  
The issues this raises are probably sufficient for a further lengthy discourse, but instead let me leave you with a couple of thoughts about the way the regulatory community might proceed.   First, we need to recognise that not all financial institutions are the same, and therefore that not all supervisory issues are the same. The position of a bank with a minor presence in a host country differs from that where the presence is major; and differs again from that where the bank is large enough to pose systemic risks within the host country. We need to be realistic about this. Similarly, we need to recognise that the issues posed by a bank will differ from those posed by an investment manager, which in turn will differ from those posed by an exchange.  
Then we need to decide how regulators can best cooperate across national borders.  In some cases it may well be appropriate to place extensive, if not exclusive, reliance on home supervisors.  In other cases host supervisors – for example of high impact branches – will need to have the opportunity to engage in more of a dialogue with home supervisors about things that really matter from the point of view of their markets and objectives.  
My second suggestion is to develop protocols which define both the duties and the rights of both home and host regulator: what information can the home regulator expect to receive from a host colleague in respect of a financial institution, and what information is the home regulator required to provide to a host colleague about a financial institution?  What action can a host regulator take if the actions of the home regulator do not meet the perceived requirements of the host country?  What can be done to deal with home regulators who do not, for reasons of law, policy or competence, discharge their duties properly? 

There has already been work, formal and informal, to establish such protocols. The formal work is to be found in European Directives: the Financial Groups Directive, the Market in Financial Instruments Directive and the third Capital Adequacy Requirements Directive all contain provisions setting out obligations and rights for home and host supervisors – albeit without clarity as to how "co-operation" is to occur, or be made to happen.   
A different formal approach to defining what is required may be found in the various Memoranda of Understanding for cooperation or exchange of information which have been concluded between different regulators: for example, we at the FSA have over 150 MoUs with our counterparts across the world.  

Conclusion

In conclusion, then, our experience is that it is perfectly possible to have a well-regulated financial services sector, notwithstanding that it is fully open to overseas participation, whether that is by way of establishment within the host jurisdiction or by means of cross-border provision of services.  We would suggest that regulatory intervention will increasingly occur only once a market failure has been identified, but a  market solution either does not exist or would not remedy the failure, and after a careful analysis of the costs and benefits of such intervention is undertaken.  FInally, the need for cooperation within the financial services regulatory community will become an increasingly important issue for us all. 

I thank you very much for your attention at the end of a long day; and I will be happy to try and deal with any questions you might wish to pose.
PAGE  
2

