INSIGHT

FEBRUARY 2016

BREXIT AND THE IMPACT ON THE UK’S
REGULATORY FRAMEWORK.
IN 2018 THE UK GOVERNMENT MAY HAVE TO SET OUT ITS PLAN FOR BRITAIN’S EXIT OF
THE EUROPEAN UNION. THIS ARTICLE LOOKS AT HOW THE REGULATION OF UK BASED
FINANCIAL INSTITUTIONS COULD BE AFFECTED.

On 17th December 2015 the House of Commons
voted in favour of holding a referendum on the
United Kingdom’s membership of the European
Union by the end of 20171. Opinion polls2 show
that the country is consistently near 50-50 split on
a so-called ‘Brexit’. Commentary shows David
Cameron did not achieve agreement on many of
the demands he outlined for a new British deal
during talks held with Donald Tusk ahead of the EU
summit on 18th and 19th February, with Paris
warning that it would block any attempt to secure
a backdoor veto for the City of London over new
financial rules. Without getting into the positions
of both sides, there is a realistic possibility that we
will be facing Brexit come this summer; and if so,
what would be the impact on the FS regulatory
landscape in the UK?

The Current Relationship
Since the financial crisis in 2008, the UK has
tightened its regulation of financial institutions in
line with other EU member states, with the City
becoming more integrated with the Eurozone than
with any other markets11. European policy
standards are implemented in European Union
member states through either directives (which
need to be adopted locally, e.g. Markets in Financial
Institutions Directive II, or MiFID) or regulations
(e.g. Market Abuse Regulation), which are
enforceable in member states with no further
intervention.

The EU Set-Up
The regulation of financial services across Europe is
overseen by the European System of Financial
Supervision (ESFS). This is comprised of three
European Supervisory Authorities (ESAs):




The European Banking Authority (EBA)
The European Securities and Markets
Authority (ESMA)
The European Insurance and Occupational
Pensions Authority (EIOPA)

The European Systemic Risk Board (ESRB) is an
independent EU body responsible for macroprudential oversight of the EU financial system. The
European Central Bank and the authorities of the
Banking Union also play a role in supervising the
financial markets.

The UK Regulatory Framework

The Financial System in the United Kingdom is
governed by two regulatory bodies: the Prudential
Regulatory Authority and the Financial Conduct
Authority.

The PRA
The PRA, governed by the Bank of England, is
responsible for the regulation of banks, building
societies, credit unions, insurers and major
investment firms in the UK4. The policy framework
for the PRA’s supervision is to a large extent agreed
internationally, both at a global level and within the
European Union. Relevant EU Regulations, including
binding technical standards that apply directly to UK
firms, will not be reproduced in the PRA’s Rulebook
but will be part of the PRA’s requirements of firms.
Firms are also subject to guidance by the European
Supervisory Authorities.
Effective international cooperation has thus far
been essential to the PRA’s success. The PRA
attaches great importance to being an influential
and persuasive participant in international policy
debates, seeking to achieve agreement at the global
and European level to the reforms necessary for a
strong, coherent and clear prudential framework
for supervision.
As a consequence of the UK’s role as an
international financial centre, a key responsibility of
the PRA is the supervision of overseas firms
operating in the UK, as well as UK groups operating
abroad. To support this, the PRA maintains cooperation agreements including memoranda of
understanding with overseas counterparts to
enable the sharing of confidential information on
cross-border firms. It participates in “supervisory
colleges” for firms with significant operations in the
UK, and organises and chairs the colleges for UK
firms.
The PRA is involved in the ESFS and is the UK
representative on the EBA and EIOPA. Part of the
role of the ESAs is to improve coordination between
national supervisory authorities in the EU. They
have significant powers to propose draft rules and
to take decisions binding on national supervisors,
and to a lesser extent, firms. The PRA is involved in
ESA working groups that develop rules and
guidance.

The FCA
The FCA is focused on the supervision of markets,
rather than the activities of individual firms, with
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the aim of mitigating risk to the financial services
industry5. In order to complete their mandate, the
FCA draw on a wide range of sources to help them
identify risks to the industry and the statutory
objectives, including:





Intelligence gathering while supervising
firms including site visits and monitoring
transactions
Contacting consumers directly
Monitoring markets and the economy

They then use this information to assess the level of
risk and decide what we need to do to mitigate it.
The authority has significant powers, including the
power to regulate conduct related to the marketing
of financial products. The Financial Conduct
Authority (FCA) represents the UK at ESMA and the
Bank of England is the voting member on the ESRB.

Alternative Regulatory Models
In order to assess the potential future regulatory
framework for the UK, were it to leave the EU,
examine three countries which all have differing
relationships with Europe. As Britain would be the
first economy to leave since the formation of the
single market, it would have to debate internally
which of the following might be most appropriate to
follow after 2018.

Norway
Norway is not a member of the EU, but is still part
of the EEA. Therefore the country has access to the
European Internal Market, however it does not
play a role in establishing any of the Guidelines or
Directives of the ESFS. Finanstilsynet is the
Norwegian government agency that builds on laws
and decisions emanating from the Parliament
(Stortinget), the Government and the Ministry of
Finance and on international standards for financial
supervision and regulation6.
Through its supervision of enterprises and markets,
Finanstilsynet strives to promote financial stability
and orderly market conditions and to instil
confidence that financial contracts will be honoured
and services performed as intended. In addition to
its preventative work, Finanstilsynet maintains a
preparedness for dealing with concrete problems
that may arise. Finanstilsynet’s premise is that
Norwegian enterprises must be afforded
competitive conditions which all in all are in line
with those enjoyed by institutions in other EEA
member states. Moreover, in order to gain access to

the EEA, non-EU countries must abide by all
financial regulations laid out in the ESFS. Therefore,
unless the UK were able to negotiate a new type of
trade agreement, it would still be subject to all of
the existing rules.

Switzerland
Switzerland is neither a member of the EU or the
EEA, and instead maintains relationships with the
EU nations through bilateral agreements. FINMA is
Switzerland’s
independent
financial-markets
7
regulator . Its mandate is to supervise banks,
insurance companies, exchanges, securities dealers,
collective investment schemes, and their asset
managers and fund management companies. It also
regulates distributors and insurance intermediaries.
It is charged with protecting creditors, investors and
policyholders. FINMA is responsible for ensuring
that Switzerland’s financial markets function
effectively.
Ultimately, FINMA fosters national cooperation
and, on the international stage, it represents
Switzerland,
its
principle-based
regulatory
approach and the financial sector in competent
specialist committees. It also responds to requests
for assistance from foreign supervisory authorities.
FINMA organises a supervisory college for various
groups based in Switzerland and participates in
colleges run by foreign supervisory authorities,
provided these foreign groups engage in
supervisory activities in Switzerland. Playing an
active role in international standard-setting bodies
enables FINMA to influence the international
regulatory framework and represent Switzerland’s
supervisory interests.

United States of America
In comparison to other major financial centres,
banking regulation in the United States is highly
fragmented, with banks being regulated at both
federal and state level. Banks operating in the US
could be regulated by the Federal Deposit
Insurance Corporation, the Federal Reserve Board,
the Office of the Comptroller of the Currency and
the Securities and Exchange Commission (SEC) and
the Commodities Futures Trading Commission
(CFTC).
The Office of the Comptroller of the Currency is the
primary regulator of banks in America, as an
independent bureau of the U.S. Department of the
Treasury8. A primary role of the OCC it to issue rules
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and regulations, legal interpretations, and
corporate decisions governing investments,
lending, and other practices. It is also authorised to
take supervisory actions against national banks and
federal thrifts that do not comply with laws and
regulations or that otherwise engage in unsound
practices. Furthermore, it has the power to remove
officers and directors, negotiate agreements to
change banking practices, and issue cease and
desist orders as well as civil money penalties.
Part of the OCC is the International Bank
Supervision (IBS), which resides within Large Bank
Supervision (LBS). IBS conducts the Federal
Branches and Agencies supervision program and
coordinates the OCC’s international work in line
with the agency’s primary bank supervisory goals.
IBS also supports LBS in its supervision of the
international activities of its globally active banks,
including through its London office, where a team
of examiners is deployed to enhance OCC’s
oversight of the US banks’ London operations.
The IBS serves as the primary point of contact for
international banking supervisors, and as a
clearinghouse for various requests the agency
receives, such as for supervisory information,
bilateral
meetings,
and
participation
in
international working groups. The mission of the IBS
includes a strong focus on working with foreign
supervisors through various means such as
information exchange and technical assistance.
In addition, the OCC’s core supervisory work has an
expanding international emphasis, requiring
increasing interaction with foreign supervisors.
This interaction includes regular sharing of
information regarding the risks faced by OCC
supervised institutions. The OCC has established
productive ongoing working relationships with a
number of key foreign counterparts. A further
important vehicle utilised by OCC to facilitate
communication with foreign colleagues is the
supervisory college, which affords its members the
opportunity to confer regularly on supervisory
matters of significance to the group as a whole. The
OCC, together with the Federal Reserve Board, cochairs supervisory colleges for Bank of America,
Citigroup, JPMorganChase, and Morgan Stanley and
participates in a number of other supervisory
colleges as a host supervisor.
The Federal Reserve System is responsible for
supervising and regulating banks and other
important financial institutions to ensure the safety

and soundness of the nation's banking and financial
system and to protect the credit rights of
consumers.
The SEC’s mission is to protect investors and
maintain fair, orderly, and efficient markets. The
SEC establishes and maintains a regulatory
environment that promotes disclosure, financial
reporting, and governance, and that prevents
abusive practices by registrants, financial
intermediaries, and other market participants. It
highlights in its strategic plan12 that coordinating
efforts with other regulators and enforcement
authorities plays a vital role in maintaining
economic stability.
The CTFC is to foster transparent, competitive, and
financially sound markets, to avoid systemic risk and
to protect the market participants from fraud,
manipulation, and abusive practices. Their
Regulatory Working Group13 provides guidelines
ensuring international regulatory cooperation
activities that are reasonably anticipated to lead to
significant regulatory actions, significant and crosscutting international regulatory cooperation
activities, and the promotion of good regulatory
practices.
Following the US model might be attractive for
critics of the EU who wish to distance the UK from
the single market, and allow for more flexibility in
the UK’s regulatory approach. However Britain’s
financial system is far less complex that that of
America, with firms operating under unified legal
system, so the UK is unlikely to require multiple
regulatory bodies.

International
Organisations

Regulatory

In addition to the national regulatory bodies, there
are several international organisations, which seek
to monitor the health of the global banking system.
As a major financial centre, the UK would still qualify
for membership of these organisations were it to
the leave the EU.

The Financial Stability Board
The Financial Stability Board coordinates the
ongoing development and promotion of measures
to enhance stability between sector-specific
standard-setting bodies. It helps national
authorities to implement effective regulatory and
supervisory measures and also acts as the interface
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between sector-specific standard-setting bodies
and the G20. The FSB is run by The Plenary, of which
Mark Carney, Governor of the Bank of England, acts
as Chair.

BCBS
The Basel Committee on Banking Supervision
(BCBS) aims to enhance the security and reliability
of the international banking system. Its main tasks
include fostering exchanges of information and
cooperation between supervisory authorities, as
well as issuing minimum standards and guidelines.
The UK has been a member of the BCBS since it was
established, in 1974.

IOSCO
The principal aims of the International
Organisation of Securities Commissions are to
protect investors, ensure fair, efficient and
transparent markets, prevent systemic risk,
promote international cooperation, and define
uniform standards for stock market and securities
admission. FINMA is a long-standing member of this
organisation and the United Kingdom is
represented on the board. This sets the regulatory
UPCOMING POLITICAL AND REGULATORY MILESTONES
2016
UK Mayoral Elections
Earliest Possible Referendum

Benchmark Regulation to apply
MiFID II to apply

Most Likely Period for the Referendum
2017
French Presidential Election
German Parliamentary Elections

Net Stable Funding Ratio to apply

The FATF's main objective is to set international
standards for combating money laundering and
terrorist financing. It also ensures that standards
have been implemented effectively via legal,
regulatory and operational measures as part of
mutual country evaluations. Moreover, the FATF
draws up guidelines on implementing standards,
compiles best practice documents and issues
typology reports on money laundering.

Supervisory Colleges
Supervisory colleges offer a permanent platform for
cooperation between various authorities which
supervise a financial group or conglomerate. The
aim of this regular exchange of information and
experience is to step up cooperation between
supervisory authorities and improve supervision of
internationally active groups and conglomerates.
Colleges often prompt the conclusion of
agreements between the participating authorities.
As a supervisory college has no legal personality it
cannot take any decisions. Cooperation within the
college must always take into account the
applicable local legal systems of the participating
authorities. International standards do not have
direct legal force, but complying with them and/or
transposing them into national law can be crucial
for a financial centre's reputation. Furthermore,
compliance with international standards is often a
minimum requirement for maintaining access to
foreign markets.

2018

The Timeline

2019

Potential Brexit Period

Review of implementation of BRRD

Full Implementation of Basel III
Ring-fencing and Depositor Preference

organisations (EU Commission and the Gulf
Cooperation Council).

2020

Source: Sia Partners

standards and governs the organisation.

FATF
The Financial Action Task Force on Money
Laundering
(FATF)
is
an
international,
intergovernmental organisation. It was established
by the G8 and is comprised of 36 members, of which
34 are member jurisdictions and two are regional

The UK Government has already ruled out holding
the referendum to coincide with the Mayoral
Elections3 on 5th May 2016, so the earliest possible
date the In/Out Vote could be held is June 2016. If
a country wishes to leave the EU, it has to notify the
European Council of its intentions two years before
leaving, meaning that the earliest date the UK
would be independent from the EU would be June
2018.
At the time of writing, the remaining EU directives
due to come into force impacting UK Investment
Banks after this date are:


Full implementation of Basel
requirements (1st January 2019)

III
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The deadline for key provisions of the
Financial Services (Banking Reform Act)
2013, including ring-fencing and depositor
preference (1st January 2019)
Regulation on improving securities
settlement in the EU and on central
securities depositories (CSD Regulation)
(1st January 2023)

In addition to these reporting deadlines, there is the
implementation of the Markets in Financial
Instruments Directive (MiFID II). The current
timelines require banks to have achieved full
implementation by January 2017, however this is
likely to be pushed until January 2018 or even later
that year. As a member leaving the European Union
is unprecedented, it is unclear whether an economy
would have to become compliant with a directive if
it had already expressed its intent to leave.
The latest date the UK could leave the EU under the
current legislation is December 2019 which would
mean all but improvements to securities
settlements would have come into force. Therefore,
the referendum should not significantly impact the
planning of UK based financial institutions prior to
the exit date.

Consequences of a Brexit
On the 10th January 2016 David Cameron
announced the UK Government does not, at
present, have a plan for how it would manage the
UK leaving the EU. However, it is unlikely that the
mandate of the UK’s regulatory bodies would
change, at least in the interim transitionary period.
It is also improbable that the UK would increase
complexity by moving towards a US model.
There is an argument to say that the UK might have
to reduce the regulatory burden it places on banks
in order to persuade them to remain in the UK,
rather than moving certain or entire operations to a
similar country within the EU, such as Ireland. This
could include making some of the regulations
optional, increasing the implementation deadlines,
or reducing the capital requirements. This would
mean that organisations with banking activities in
the UK would be subject to an additional regulatory
framework, meaning further regulatory reporting
projects would have to be initiated to ensure
compliance. Banks would then have to compare the
business case for remaining in the UK, with the
additional costs of monitoring the requirements of

a diverging regulatory body,
restructuring their operations.

compared

to

Following a Brexit, the UK would then have to
renegotiate its relationship with Europe. For
comparisons of what structure a new contract
would entail, it is possible to look at the example of
the Transatlantic Trade and Investment Partnership
(TTIP), which the EU is currently negotiating with
the US. This shows that if non-EU countries are to
archive trade deal agreements, they must comply
with the same rules as member countries10.
Therefore, it is very likely that is the UK wishes to
maintain a formal trading relationship with Europe,
this will not coincide with a lesser regulation of
financial institutions. In conjunction to this,
President Francis Holland9 of France has stated his
own strong opposition to any separation of the UK’s
regulatory framework to that of continental Europe.
Any disruption to the Anglo-French relationship
could cause difficulties during any future
negotiation, making the terms of trade less
favourable for Britain in the future.
Furthermore, due to Alternative Investment Fund
Managers Directive (AIFMD), the UK would not gain
additional control of its hedge and private equity
funds if they still wished to operate across Europe.
AIFMD requires these institutions to comply with
capital requirements, pay guidelines, and other
rules if they market funds in the EU11. As Europe is
the largest trading partner of the UK, this would
leave Britain in a similar position as Switzerland who
constantly have to update their internal regulations
to ensure they are compliant with those in EU
nations.
The only certain change to the remit of the PRA and
the FCA is if Scotland were to leave the UK, following
an ‘Out’ result. This would leave the Bank of England
no option but to rethink the structure of the UK’s
regulatory authorities.

Conclusion
The regulatory framework and the international
outlook of EU and non-EU financial centres are
largely similar, and have expressed intent for
closer regulatory integration. If the UK were to
leave the EU, but remain part of the European
Economic Area, it would not be subject to directives
from the European System of Financial Supervision
(ESFS); however, as the Norwegian case shows it is
vital for all major economies to remain competitive
in order to attract banking institutions and act in a
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bilateral manner. If the UK were to distance its
regulatory policy from other European nations it
would become a less attractive market, adding
another layer of complexity to banks already
struggling with the current volume of regulations.
Following a ‘Brexit’ it is likely that politicians will
focus on a course of stability as they attempt to
ensure Britain remains an attractive financial
market. Therefore, for at least the foreseeable
future, the UK’s Regulatory Framework will most
likely remain unchanged.
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