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FS ACT DELAYED IMPLEMENTATION: PERSONAL PENSION PROBLEMS

Mr Munro IR

At last weeks City Issues meeting, chaired by Sir Peter Middleton,
DTI officials confirmed that it 1is now certain that the
implementation of the Financial Services Act will be delayed for
several months, instead of coming into effect on 1 January 1988.
DTI are reluctant to commit themselves to a new date at this stage,
but their favoured date at present seems to be 31 March 1988 (we
guess that a more relaistic deadline might be 30 June 1988). Nor
have DTI decided when to go public on the delay.

2 A major factor is the need for the Director General of Fair
Trading to scrutinise the rules of the self-regulating organisations
on competition grounds. Not all the SROs rules are 1likely to
be available before September (eg those of the Life Assurance
and Unit Trust Regulatory Organisation - LAUTRO), and the DGFT
may take 3 to 4 months to report on all 5 SROs' rule books.
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'3. If the implementation of the Financial Services Act is delayed

to 31 March 1988 (for obvious reasons DTI are trying to avoid
implementing on April Fools Day), there will be major problems
for DHSS over personal pensions. At present personal pensions
are due to be available from 4 January 1988 and DHSS had been
relying upon the FS Act for much of the investor protection regime.
They were particularly relying on FS rules on advertising, cold
calling, cooling-off, commissions, and, perhaps most importantly,
compensation (an FSA compensation scheme would apply to personal
pensions based on unit trusts).

i DIl should be writing to DHSS at Ministerial 1level in the
next day or two. DHSS officials already have an inkling that
there are problems. The most obvious alternatives are probably:

(=5 to operate PPs with inadequate investor protection
requirements for three months or so (which DHSS
Ministers will probably regard as politically
unacceptable) ;

(ii) for DHSS to introduce a set of regulations under
the Social Security Act which duplicate as many
provisions as possible of the FS Act regime (this
would be a considerable burden and may not be
practicable - for example from earlier discussions
with DHSS we understand they cannot replicate every
relevant rule even A all the self-regulating
organisations rules were available in time; which
seems unlikely given the fact that the OFT will not
have reported on all of them until the end of 1987,
at the earliest );

(1i1) to delay the 1introduction of PPs by 3 months or so
(which may be strongly opposed by those pension firms
successfully gearing up for U4 January 1988, and which
will cause some political embarrassment = though
it may be welcomed in some parts of the pensions

industry); or

(iv) to try to introduce PPs on 4 January with some sort
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of voluntary arrangements mimicking the relevant
FSA provisions (this might well prove more
administratively wunwieldy than any of the other
options).

Finance Bill

ST The personal pension provisions in the Finance Bill are due
for introduction by January 1988, with some aspects - the additional
voluntary contributions (AVCs) - operative from October 1987.
The Chancellor was also the first to announce the 4 January 1988
date for personal pensions (in his last Budget speech).

6. The existence of the Finance Bill provisions may point towards
retaining the U4 January 1988 date for personal pensions as a whole.
It could be argued that on the previous FS Act timetable free
standing AVCs might have been available from October 1987, before
the FS regime was in place. There would not have been a
compensation scheme for those based on unit trusts; so the delay
in implementing the FS Act would increase the risk rather than

introduce a new risk.

T However, it 1s probably best to await DHSS's formal views
before making judgements about the dangers of proceeding on the
cxisting timetable. What 1s clear 1is that 1if there 1is any
announcement about delay it should first come from DTI. While
some of the pensions industry will no doubt welcome more time
fo prepare themselves, some will be vociferous critics.

Interim authorisation procedure

8. On a wider issue - which may or may not have a bearing on
personal pensions, we cannot yet tell - DTI are also considering
how many months before "A day" - the date when it becomes a criminal

offence to do investment business without FS Act authorisation

they should introduce the provisional or interim authorisation
procedure ("P day"). P day could be one, two or three months
earlier than A day. Obviously, once you announce P day you also

have to announce A day.
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9. All applicants whose applications are received by P day,
but have not been processed by the SROs by A day, will be treated
as if they were directly authorised by SIB; ie they will be subject
to SIB's rules, not those of the SRO (this is the effect of Schedule
15, paragraph 1(1) of the FSA, and there is no provision for
amending paragraph 1(1) by secondary legislation). We will have
to keep an eye on these interim authorisation plans since there
might be considerable problems where the SIB's rules differ from
the rules of the particular SRO, eg on capital. It might be
difficult for some firms, particularly smaller ones, to cope with
such short—-term changes.

Further Action

10. The Tnland Revenuc will be submitting a separate note to
the Financial Secretary on the implications, if any, for the Finance
Bill's provisions for personal pensions and freestanding AVCs.
We can then feed our views as necessary into the DTI/DHSS

correspondence.

st

P S HALL
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FS ACT DELAYED IMPLEMENTATION : PERSONAL PENSION PROBLEMS

The Economic Secretary was grateful for your submission of 14 July.
The Economic Secretary thinks that if delay is inevitable an

early announcement is desirable.

be

P D P BARNES

Private Secretary

CONFIDENTTIAL
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2 5 In his note of 14 July to the Economic Secretary about

a likely delay in implementing the Financial Services Act,

Mr Hall refers to the potential effect this could have for

the proposed 4 January 1988 start date for contracted-out

personal pensions. This note is about the possible

implications for the proposed start dates for tax approved

personal pensions and free-standing AVCs.

Background

% There are two strands to personal pensions.

First, there are the DHSS plans for personal pensions
through which an employee could contract-out of the State
Earnings Related Pension Scheme (SERPS). Second, there are
the proposals in the current Finance Bill which modify and
update the existing retirement annuities tax code, with

effect from 4 January 1988.
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5 The DHSS have proposed very tight investor protection
rules for contracted-out personal pensions, and were relying
heavily on various parts of the Financial Services
provisions. The main reason for the DHSS approach is that
contracted-out personal pensions will be directly funded by
the Government. The DHSS would pay to the scheme "minimum
contributions"” which represent the difference between the
contracted-in and contracted-out rates of National Insurance
Contributions. If therefore the investor protection
safeguards were not in place DHSS Ministers would need to

consider the sort of options listed in Mr Hall's note.

4, The same considerations do not necessarily apply to
personal pension schemes, which will be tax approved under
the Finance Bill provisions. Many of these - tor example,
those taken out by the self-employed, will not be
contracted-out of SERPS.

Implications for the Finance Bill

5 In his Budget Statement, the Chancellor announced a

4 January 1988 start date for personal pensions and this
date is contained in the Finance Bill legislation. The
Finance Bill timetable means that any amendment to
substitute a later date would have to be tabled tomorrow, at

the very latest.

6. As Mr Hall says, any postponement would be
embarrassing. But this may not be necessary: from a tax
point of view the FSA provisions have not up to now been

considered crucial.

T~ Present legislation is adequate in relation to
insurance based personal pensions. Deposit based schemes
operated by banks and building societies are not subject to

FSA rules: they have their own, separate, legislation which
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is already in place. The only type of personal pension

providers which could be directly affected by the FSA delay
are unit trust based schemes.

8. Moreover, in so far as free-standing AVC schemes are
concerned, it has always been our intention that these

should start in October 1987:\np to 3 months before the

original FSA target date. One of the main reasons why this
is acceptable is that tax rules will require free-standing
AVC schemes to be set up under irrevocable trusts if the
usual tax reliefs are to be available. Members of such
schemes would therefore have the same protection under
general trust law as is currently enjoyed by occupational

pension scheme members.

95 An irrevocable trust has also been considered desirable
for deposit based personal pension schemes, for the
protection it gives both to scheme members and to the

Revenue (against misuse of the tax reliefs).

10. It is, however, arguable whether unit trust based
schemes should be permitted before the FSA is implemented.
But it has been anticipated that they too should be capable
of being free-standing AVC scheme providers if authorised
under the existing provisions of the Prevention of Fraud
(Investments) Act 1958. To maintain a level playing field,
Ministers may therefore regard it as acceptable that, until
the FSA takes effect, unit trusts authorised under current
law should be allowed to be personal pension providers of
tax approved schemes. This might necessitate a Treasury
Order to amend Clause 20 - but that should be a relatively

straightforward matter.

Conclusion

11. In the light of these considerations, we recommend that

any delay in the FSA should not hold up the launching of
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free-standing AVCs and tax approved personal pension schemes
beyond their projected start dates.

fw J D HINTON
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FS ACT DELAYED IMPLEMENTATION : PERSONAL PENSION PROBLEMS

] The Financial Secretary was grateful for your note of
16 July.
2 He agrees with your recommendation that any delay in the

FSA should not hold up the launching of free-standing AVCs and
tax approved personal pension schemes beyond their projected

start dates.

WILLIAMS
Assistant Private Secretary)
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In the context of the introduction of the new personal pension
schemes I wrote to John Moore earlier this week to draw to his
attention an unavoidable slippage in the timetable for setting up
the new regulatory structure under the Financial Services Act.

Once John Moore has had the opportunity to reply I would propose

to write to colleagues more generally.

also appreciate an early sight of my letter.

But I thought you would

I am copying this letter to the Prime Minister, John Moore and Sir

Robert Armstrong.

gkjl

LORD YOUNG OF GRAFFHAM

DW4CJD
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IMPLEMENTATION OF THE FINANCIAL SERVICES ACT

I am writing to draw your attention to what looks like some
unavoidable slippage in the timetable for setting up the new
regulatory structure under the Financial Services Act.

In May last year my predecessor took the view that it should be
possible to bring in the key provisions of the Act, which revolve
around the date (the "Appointed Day") on which it becomes an

of fence to carry on investment business without authorisation, by
the end of the year. That timetable was based on assumptions which
have already been invalidated. SIB applied for designation in
February rather than November as originally envisaged and on the
basis of a rule book parts of which had been given only rushed
consultation. That caused problems for OFT's consideration and we
ourselves were forced to allow an additional consultation period.
Accordingly, delegation took place in May, rather than January as
initially envisaged. We have, however, continued to aim for the
end of the year, in the belief that, provided SROs worked on their

application for recognition in parallel with SIB, the ground lost
so far could be recovered.

DW1DEO



It is now clear that the SROs have also experienced slippage.

Three have only recently made their formal application and
submitted their rules. LAUTRO will probably not do so until next
month. Moreover, OFT, following their experiences over the SIB
rules, are anxious to have sufficient time to look at the rules
which will after all be those which apply to the majority of firms.
They expect to spend up to four months on The Securities
Association rules, which are I understand are guite unlike The
Stock Exchange rules, and between two and three months on the
others. Given the DGFT's statutory obligations under the Act and

the possibility of judicial review, there is little we can do to
speed up this process.

Even when recognition is granted - and on the above basis that
could be December for the Securities Association - there are
further periods we must allow if we are to avoid uproar from the
many businesses, large and small, in the financial services sector.
First, they must have time to decide which route of authorisation
they wish to seek. Second, because the Act provides a mechanism
under which firms applying for authorisation but whose application
is not determined have interim authorisation, there must be a
decent interval to weed out at least some of the obviously
undesirable applicants.

The above problems all relate to the authorisation side of the
system. I should also add that I am receiving various reports of
the difficulties which firms will have in complying with the new
SRO or SIB rules if they are introduced at the end of the year.
Again, the major problem is that the shape of many of the key SRO
rules has until recently remained unknown. There are other ways of
dealing with the problem - by transitional arrangements for some
rules for instance - but there is a limit to how many rules can be

dealt with in this way without making the entire process
meaningless.

These various considerations have convinced me that the Appointed
Day should be deferred until the beginning of April. I reach this
conclusion with very great reluctance. The introduction of an
adequate system of investor protection has been an important part
of our programme. We have in effect admitted that the present
system is unsatisfactory and are vulnerable should there be any
failures in the coming months, especially since there is no
compensation scheme in place. Nevertheless, we have established a
practitioner-based framework at arm's length from Government, and
our scope for influencing what SIB, the SROs or the OFT do is very
limited. If we were to attempt to commence the central provisions
of the Act before the authorisation machinery was functioning, the

DW1DEO



result would be that hundreds, perhaps thousands, of firms would be
unable to continue carrying on investment business.

I shall be writing to colleagues shortly to inform them of this
conclusion, but before doing so I wanted to alert you to the
implications for the timing of the introduction of the new personal
pensions schemes. Earlier this year we agreed that personal
pensions should be allowed to be sold from January 1988. This
decision was taken on the basis that the new investor protection
framework provided by the Financial Services Act would be in place
by then. I know that considerable importance was attached to this.
For the new pensions regime to commence without adequate investor
protection hardly gives it the best basis for the future.

Given the impossibility of having the FS Act machinery in place, I
think we have to decide whether it is preferable to continue with
the plans for introducing some personal pensions for those outside
occupational schemes without benefit of the FS Act, or whether
introduction of such pensions should be delayed until 6 April, the
date on which pensions for those inside occupational schemes are
introduced and which I propose should also be the day on which the
relevant sections of the FS Act are commenced.

I realise that your predecessor laid the relevant commencement
order, and that a change may require a further order. I also
appreciate the political importance of an early start to personal
pensions. However, without the FS Act in place there will be
little effective regulation of the marketing of insurance and unit
trust based schemes. I understand that there are powers in the
Social Security Act which could be used to provide some controls on
marketing, but these would certainly fall short of what will be
provided by the FSA regime. Moreover, it will be difficult to
authorise unit-trust based schemes. This latter problem may tempt
a number of practitioners to offer unauthorised schemes. On
balance I think it more important that the regime is established on
a sound basis, rather than one which could be represented as being
open to abuse, and I would therefore favour a deferral. This would
give the industry the time it needs to cope with the significant

regulatory changes being made and to provide a successful launch to
personal pensions.

I think we also need to consider how any announcements on this
subject should be handled. I am keen to maintain the pressure on
SIB, the SROs and OFT to make better progress than has so far been
the case and would prefer to avoid letting them off the hook with
an announcement about the Appointed Day at this stage. I realise,
however, that would-be providers of personal pensions from

4 January will wish to begin advertising early in the Autumn and we

DW1DEO



will presumably need to say something on that account. Unless you
believe it would be possible to achieve this without compromising
our objective on the FS Act, I think this points to announcement

before the middle of September of revisions in both the FS Act and
personal pension timetables.

Yours sancurthy

o] Blales

ff LORD YOUNG OF GRAFFHAM

R S

DW1DEO
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Secretary of State for Trade and Industry

Department of Trade and Industry

1-19 Victoria Street 3

LONDON SW1 U July 1987

IMPLEMENTATION OF THE FINANCIAL SERVICES ACT: IMPACT ON PERSONAL
PENSIONS

Thank you for your letter of 20 July explaining that it will not be
possible for the Financial Services Act machinery to be in place by
January 1988. I know you will have reached this conclusion with
great reluctance and accordingly, I assume there is no prospect of
pressing the SIB and LAUTRO to speed up their procedures so as to
meet the original deadline. As you recognise, the delay poses
problems for the January start date for personal pensions, and I am
grateful for the opportunity to comment before you give your
conclusions wider circulation.

I am convinced that we cannot allow people to be persuaded into
joining a personal pension scheme to be used in place of SERPS
without the benefit of the investor protection measures we all agree
are necessary. The political attractions of personal pensions would
be negated if people are sold unsuitable pensions contracts because
the disciplines of the Financial Services Act cannot be enforced.

Given that starting point, I have two broad options. One is to
attempt to implement key elements of the investor protection
machinery - for example, product disclosure rules and cancellation
rights - in time for a January start. This could be achieved either
by making regulations under the Social Security Act 1986 or by a
voluntary agreement with the providers. But there are clear
drawbacks to this approach, not least the likelihood, as the ABI
have pointed out, that substantial numbers of providers would simply
not be able to comply with the rules by January. Moreover, the
delay in preparing unit trust regqulations under the Financial
Service Act means that in practice no authorised unit trust personal
pension schemes will be available by January. This would not help
our objective of increasing competition among pension providers.
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The other option, which I see as the only viable one, is to defer
the start date for personal pensions. You propose d pouslpunemenl to
6 April 1988, to coincide with the introduction of the changes for
occupational pension schemes. I certainly hope that the Financial
Services Act machinery will be in operation by then. Yet, given the
limits on the influence we have over the SIB and the SROs as well as
the ABI's view that some providers may not be able to comply with
the full SRO rules until July 1988, I would not propose at this

-stage to announce a revised start date for personal pensions. There

[}

is no need to amend the operative dates of the Social Security Act
requlations until later this year, by which time I hope it will be
clear whether the Financial Service Act machinery will be effective
from April or a later date.

We also need to consider the timing of an announcement that the
January start date is to be postponed. I understand your concern to
defer an announcement until September so as to keep up the pressure
on the SROs. But I am afraid I do not think we can keep pension
providers unaware of our intentions for as long as that. If we do
not make an early announcement, we will be rightly criticised for
allowing the industry to carry on with what might well be abortive
work. Moreover, we have to change the timing of our own publicity,
which means telling the outside agencies and the Occupational
Pensions Board. An early announcement gives us the freedom to
present the decision on our terms rather than be forced into
responding to rumours.

I hope you will be able to reflect these considerations in the
advice you will shortly be putting to colleagues. Subject to their
views, we can the agree the exact content and timing of the
necessary announcements. I am copying this letter, as you did
yours, to the Prime Minister, Nigel Lawson, and to

Sir Robert Armstrong.

! JOHN MOORE
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THE FINANCIAL SERVICES ACT TIMETABLE

Lord Young's letter of 24 July says that the timetable for setting
up the new regulatory structure under the Financlal Services
Act must now be extended from the end of this year until 6 April
1988. Mr Hall's submission of 14 July warned that DTI Ministers
would be writing to this effect.

2% The postponement is unfortunate, but 1nevitable. As you
know, we have anticipated it for some time, and the City is
unlikely to be surprised. The procedures in the Act are complex,
invelving “the . vetting of sideaftimSROFrules “by bethiSTB “and  OFT,
There were delays in getting the SIB operational, and there
are now additional delays with the SROs. Some of the incidental
provisions of the Financial Services Act, for example
investigation powers, are already in force. But <fthe main
supervisory powers rest on the prohibition on doing investment
business without authorisation, and that prohibifion can only
be brought into effect when all the SROs are ready. The original
timetable was unrealistic and there must be some doubt whether

April 1988 is realistic.
3. Lord Young poses two immediate questions:-
s Should the introduction of personal pensions

bc postponed from 4 January until the

Financial Services Act is ready?



loi; More generally, what should DTI Ministers
sayeEins public: abeut! thel timetabliey  and

when?

4., On b., the DTI is worried that once the SROs know they have
more time they will take things easy, and then miss the extended
deadline. This. :is. .why . the DTI.l1s. only now proposing o . .say
publicly that the present timetable 1Is unrealistic. ldeally
DTI officials would 1like to stick to the present timetable in
public =untiid mueb. later. in, the! year. The dif fieulbty= s that
the personal pensions industry is working towards the 4 January
date, and must therefore be warned if that date is to change.

S Pord-Young's  letter. of 20. July to the Secretary of State
for Social Services (copied to you with his letter of 24 July)
discusses whether the Government should proceed with personal
pensions on 4 January even though the new investor protection
apparatus - will'net: '‘be: iin . pilace. Mr Hall's submission of 14
July looked at this question in detall. Apart from postponement,
the options are to go ahead with a voluntary investor protection
scheme, to do without investor protection for a few months,
or to attempt to cobble together some kind of parallel investor
protection regime under DHSS legislation (a major task, certainly

inadequate and perhaps impossible).

6. Lord Young favours postponement. This would provoke some
unwelcome political comment, probably more in the way of teasing
than - “of eriticism ~of-»'substance. While one or two of the
institutions which are preparing to enter the market may be
upset, DHSS officials reckon that most will be happy to have
a little more time provided they are warned before they start
to commit advertising resources etc to the 1 January date.
(Advertising space in the glossies and the trade press is booked
early). I do not think any of the other options are viable.

DHSS officials take the same view and are so advising Mr Moore.

Vi Assuming postponement 1is agreed, Lord Young proposes a
compromise on timing. He wants to keep the pressure on the

SIB/SROs by delaying his announcement until September. He thinks
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this will give the personal pensions operators sufficient warning.

8. The questions for Treasury Ministers at this stage are:-

Tl How to respond to Lord Young on the delay

in implementation in general;

AL What, if anything, to say about the personal

pensions dilemma;

iii. Whether to accept Lord Young's proposals

for the timing of his announcement.

9. On i., there is no point in chiding Lord Young for delays
which are unavoidable and (given the requirements and structures
of the FS Act) now outside DTI's control. Whether 6 April 1988
is realistic is really a matter for his judgment, but you could
express the view that this postponement must be the 1last, ie

whatever date is now announced must be met.

10. .Onms1i., the decision -ls -in. the first instance for Me. Moore.
You - could wailt .until he has- -written,:. but this 1S not essential.
You might say that although you would regret the postponement
of the introduction of personal pensions you would understand
if Mr Moore sharcd Lord Young's view that the altlernallives are
even more unattractive (alternatively, if Mr Moore has written
fndEthisi i sense by ctheditimes vou  weite i futhat you . aeeept.this

‘ VR T TSRO TN MR 1 (M B R N il VAT

<

judgment)./'%‘ L

AP |

i O 11i., glven thét'an announcement about personal pensions
must be made in the recess, I think the balance of the arguments
points to announcing postponement now so as to minimise the
impact on the personal pensions industry, rather than to wait
until mid-September. A few weeks could be important for the
personal pensions industry and is unlikely to make much difference

to the pressure on the SROs.

A543 I attach a draft letter to Lord Young which makes these
points. I-do not think this need wait any further for Mr Moore's
reply:

N J ILETT
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The Rt Hon Lord Young of Graffham
Secretary of State for Trade & Industry

FINANCIAL SERVICES ACT : TIMETABLE

You wrote to me on 24 July with a copy of your letter to John

Moore of 20 July.

I agree that, in all the circumstances, some slippage in the
timetable for setting up the Financial Services Act timetable
cannot unfortunately now be avoided. However, I think it
essential that the new date which the Government mﬁ for
the "Appointed Day" must be met, ie that there are no further

postponements.

Al would'regret any delay in the introduction of personal pensions
beyond the date we have already announced. However, I see the
force of your arguments and /I would understand if| John Moore
| comes to the same conclusion. ;BufjﬁiiJohg ﬁoes agrée.to postpone
introduction until the Financial gérvices Act investor protection
machinery is in p:Laceﬂ3 I think we owe it to the personal pensions

industry to make an immediate announcement, rather than to wait

until the middle of September.

I am sending copies of this letter to the Prime Minister, John

Moore and Sir Robert Armstrong.

NIGEL LAWSON
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DATE: 3 August 1987

PRINCIPAL PRIVATE SECRETARY CCs PS/Financial Secretary
PS/Economic Secretary
(2/ Sir P Middleton
/ 4 | b Sir G Littler
loikq N tule Mr Cassell
3 Mr Scholar
] Mrs Lomax o.r
3 W Mr Peretz
cﬁg Mr McIntyre
3 Miss Noble

,/’)' jﬁ} Mr Neilson
C\J/ W Mr Cropper
i) PS/IR

Mr Hinton IR

4, -

THE FINANCIAL SERVICES ACT TIMETABLE: PERSONAL PENSIONS

This minute brings my submission of 30 July up to date, as the
Secretary: o uStake. - fors Social  ‘Services ' has “how. replied ' :to
Lord Young's letter of 20 July.

21 Mr Moore:

£1) Agrees that he cannot bring personal pensions into
operation until fthe Financial Services Act 1investor

protection system is 1in place;

(ii) Thinks the decision to postpone personal pensions
should be announced 1immediately, not 1in September;
and

(Fi4) Would prefer not to announce the new date for the

introduction of personal pensions for the moment.

3 On (iii) Mr Moore is (rightly) worried that DTI will not
make 6 April 1988 for the Financial Services Act, so that if he



announced 6 April for personal pensions he would have to make

yet another change to his timetable later.

4, Thes - cholee:. s sdil £ feulibs As I explained in my submission
of 30 July, there is real doubt whether the FS Act machinery will
be ready by 6 April, and much of the work is beyond DTI's control.
On the other hand, the personal pensions industry are entitled
teo ~a tclear. startidatet and it would suggest . indecision, ‘to. . put

it no more strongly, to postpone sine die.

e After discussion with ST, I recommend that the Chancellor
should say that he finds the prospect of a postponement sine die
extremely wunattractive, and that this underlines the importance
of getting the new start date for the Financial Services Act right
now, so avoiding any further postponements. The dimplication is
that Lord Young should reconsider whether he ought to allow more
time cTorsschercESEEAc o bt a S #tha v digia *peli thealll deecisdont whiich
he is best placed to take the draft does not say so in terms.

6 I have amended the draft letter accordingly, and attach the

revised version.

e I should also record the Revenue's advice that a change of

date may . -imply a need. for.a ‘mlnor. technicals provision "1n next

—

year's Financc Bill.

.

N J ILETT



DRAFT LETTER TO:

Rt Hon Lord Young of Graffham
Secretary of State for Trade and Industry

FINANCIAL SERVICES ACT : TIMETABLE

You wrote to me on 24 July with a copy of your
letter to John Moore of 20 Julye —;ﬁd I have seen
John Moore's reply of 31 July.
L

I agree that some slippage in the timetable for
setting up the Financial Services Act machinery
is now ; : |inevitable. While -F—wouid
regret any delay in the introduction of personal
pensions beyond the date we have already announced.

Bw IVeppm' —Pes lptio,

("I see the force of your arguments and I do not

dispute the conclusion which you and dJohn Moore
have reached. I share John Moore's view that
the declslofi’} should be announced . .as Ssoon - as
possible so as to minimise +the disruption to
the personal pension industry.

b ™ Uasseln

if we

However, I +think it would
announced the postponement of personal pensions
without at the same time stating firmly the new
date for their introduction. Other considerations

apart, silence on this point would wundermine



the credibility of the revised timetable for
the FS Act system generally. I think it esse&tial
’-J?r)
that whaxexeﬁh—nem;_ﬁiéatablﬁg_ie now set/for the
W L av Cp Il (a3 omd i o
FS Act "system #® ,achieved, ie——bhab—bhere—are

Mt P pages Shas deli, it U adi
b(IJQ g AQ~A4' ‘c"b/\}\B n

I am sending copies of this letter to the Prime

Minister, to John Moore and to Sir Robert

Armstrong.

NIGEL LAWSON
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4 August 1987

€C PS/Financial Secretary

The Rt Hon Lord Young of Graffham PS/Economic Secretary

Secretary of State for Trade & Industry Sir P Middleton
1 Victoria Street Sir G hittler
LONDON SW1 Mr Cassell

Mr Scholar
Mrs Lomax

Mr Peretz
Mr MclIntyre
Mr Ilett
Miss Noble
: Mr Neilson
N\

Mr Cropper

PS/IR
FINANCIAL SERVICES ACT: TIMETABLE Mr Hinton IR

You wrote to me on 24 July with a copy of your letter to John Moore
of 20 July. I have seen John Moore's reply of 31 July.

I accept that some slippage in the timetable for setting up
the Financial Services Act machinery is now regrettably inevitable.
While any delay in the introduction of personal pensions beyond
the date we have already announced is a disappointing development,
I see the force of your arguments and I do not dispute the
conclusion which you and John Moore have reached. I share
John Moore's view that the decision should be announced as
soon as possible so as to minimise the disruption to the personal
pension industry.

However, I think it would be most unsatisfactory if we announced
the postponement of personal pensions without at the same time
stating firmly the new date for their introduction. Other
considerations apart, silence on this point would undermine
the credibility of the revised timetable for the FS Act system
generally. I think it essential that we now set a timetable
for the FS Act system which we are confident can be achieved,
and announce the new personal pensions start date, which the
industry needs to know, accordingly.

I am sending copies of this letter to the Prime Minister, to
John Moore and to Sir Robert Armstrong.

S

NIGEL LAWSON
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FROM: M NEILSON
DATE: S August 1988

ECONOMIC SECRETARY

cc PS/Chancellor _—
PS/Sir P Middleton
Sir Geoffrey Littler
Mr Scholar
Mrs Lomax
Mr Peretz
Mr Ilett
Miss O'Mara
Miss Noble
Mrs Ryding
Mr Jenkins - TSol

FINANCIAL MARKETS BILL: TREASURY INTEREST

You will recall that QL has agreed that the Companies Bill should
include provision dealing with insolvency in financial markets.
There are two Treasury interests:

- B to ensure that the wholesale money market supervised
by the Bank under Section 43 of the Financial Services

Act can benefit from the legislation

ii. to take this opportunity to deal with some problems
posed for the Central Gilts Otfice (CGO) by the 1988
Insolvency Act

This minute explains where we have got to on both points, and seeks
your agreement in principle to a change in the Conditions and
Arrangements for admission to the Bank's 1list to allow clearing
systems (as opposed to market makers and brokers) to appear on it.

et : s e B

2. The problem DTI is aiming to deal with is that under current
insolvency legislation the arrangements made by various clearing
systems (including the Stock Exchange, LIFFE, and the commodity
exchanges) to ensure that the insolvency of one of its members does



not have knock on effects for other members, is invalidated by the
insolvency legislation. DTI see no way of developing alternative
arrangements without amending that legislation.

Fa We agree that there is a problem, (see, for example, Mr Ilett's
minute of 2 December 1987) but have always felt that DTI's solution
to it is over-elaborate. DTI have gone some way in simplifying the
proposals, and we would not advise raising further objections at
this stage. You should be aware however, that DTI intend that their
provisions should be retrospective from the date the bill is
introduced. We are not sure this is necessary. However Mr Maude
intends consulting colleagues on the point, so we can see what
arguments he puts forward before taking a final view.

4. The markets where this problem arises are all regulated under
the Financial Services Act, so DTI's original proposal was to give
protection only to Recognised Investment Exchanges (RIEs) and
Recognised Clearing Houses (RCHs). But it 1is possible that
clearance systems in other financial markets, outside the Financial
Services Act regime may develop, which may need protection. This
applies in particular to the wholesale markets. You may have seen
recent press reports of the collapse of Londonclear (copy of recent
article attached), which would have been exactly the sort of system
that would need protection under the DTI legislation. (It had been
intended that Londonclear would provide a depository facility for
money market instruments, so that trading could take place
electronically, with no physical transfer of documents.) Despite
the collapse of Londonclear the Bank are confident that there will
be a successor to Londonclear. We need a way of making clearing
systems like the new version of Londonclear eligible for protection
under the DTI legislation.

b3 3 But first a decision is needed on how they should be regulated.
The Banks' view is that the Bank rather than the SIB should regulate
clearing systems in the wholesale markets area, since they have
responsibility for all other aspects of the conduct of these
markets. We agree. The simplest solution is to make clearing
systems eligible to appear on the list that the Bank maintains under

2



Section 43 of the Financial Services Act. This would mean that
Londonclear (or its successor) would not require authorisation under

the SIB regime.

6. Eligibility for the 1list is determined by the Conditions and
Arrangements prepared by the Bank for approval by the Treasury.
Only a small change to the Conditions and Arrangements (marked on
the attached copy) would be needed to extend eligibility to clearing
systems in the wholesale markets. Treasury Solicitors advise that
such a change is within the scope of the Section 43 exemption.
There are no formal Parliamentary procedures for changing the
conditions and arrangements; our normal practice is simply to draw

attention to any changes in an arranged Written Answer.

7. There is no immediate need to make this change to the
Conditions and Arrangements, since there is no prospect of a
successor to Londonclear for some time. We also need to agree with
the Bank details of how they will supervise clearing systems
appearing on their list before making the change (our responsibility
for approving the Conditions and Arrangements extends to assuring
ourselves that the Bank have in place adequate systems for

supervising listed institutions).

8. The immediate need is for your agreement in principle that this
is how clearing systems in the wholesale markets should be treated,

It will then be possible to ensure
"listed" clearing systems can be eligible to benefit from the DTI

legislation.
Assured Payments Systems
9 The CGO is as assured payments system for transactions in

gilts. The CGO problem is a more limited one. Payment for the
transactions of trading members in the CGO is assured by settlement
banks. This removes the risk of counterparty default. But it means
that the settlement banks take on the risk that their trading member
will default. To cover this exposure the banks normally take out a
floating charge over the trading member's gilt holdings in the CGO.

The problem is that the Insolvency Act 1986, which introduced the
3



§

Administrator, has undermined the effectiveness of this charge in
certain circumstances. Briefly, when an administrator is appointed
he is given a free hand to manage the assets of the company in
order to maintain it as a going concern or to ensure a controlled
winding up. This free hand includes the power to disregard charges
over property, including those held by the CGO settlement banks

10. Not surprisingly, the banks have expressed concern about this,
and have only reluctantly agreed to continue providing assured
payment arrangements on the understanding that this problem will be
resolved. We think, that it is worth giving the banks the degree
of special treatment that would be involved in order to facilitate
the development of assured payment systems, which provide a good way
of minimising counterparty risk. The DTI legislation gives us the
opportunity to deal with their concerns.

11. Our objective has been to meet the settlement banks' concerns
by protecting from the Administrator all charges that relate to
assured payments. DTI have agreed to take powers in the Bill to
achieve this 1in secondary legislation. We are still debating with
the Bank and DTI how best to define the type of charge so as to
achieve the minimum necessary protection.

12. The Bank have argued throughout for other changes to the
insolvency legislation, to make the effectiveness of the banks'
charges beyond doubt. Treasury Solicitor advises that there is
nothing in these points, and we are therefore unwilling to go beyond
protection from the Administrator, unless the settlement banks make
a convincing case. The Bank have therefore agreed that, for the
time being, we should only aim to protect the charge from the
Administrator, but that this is subject to the arguments put forward
by CGO members when consulted about the proposals.

13. The proposals covering CGO can also be applied to other assured
payments systems; the Stock Exchange operate a form of assured
payments for equity bargains (but only when the share certificate in
question has been deposited with the Stock Exchange). : % T 1
possible that, in due course, the successor to Londonclear will
operate assured payments.



Consultation

14. The next step is consultation. DTI are preparing a consulta-
tive document outlining their proposals, and covering our interest,
for circulation on a personal basis to those market authorities and
practitioners who are aware of the problem - the Stock Exchange,
LIFFE, etc. Given the tight timetablc for drafting the legislation
(the Bill is due for first reading in November) they intend
circulating this in the course of August. The Bank will consult the
CGO settlement banks on the basis of the DTI document.

15. We see a strong presentational case for allowing the DTI to
continue to make the running on this; it is much easier to justify
the degree of priority we are giving to the settlement banks as
part of a more broad-ranging package making more substantial changes
to the insolvency legislation for the benefit of other markets. As
long as the CGO proposals are seen as only a small part of the DTI
legislation it 1is 1likely that DTI Ministers will be willing to
handle the whole package themselves when it is debated.

Conclusion
16. We recommend:

e That you agree in principle to the change in our
Conditions and Arrangements to allow clearing systems to
appear on the Bank's list under Section 43.

ii. That the financial market clauses in the Companies
Bill should allow clearing systems on the Bank's list to
be eligible to receive the protection of the DTI
legislation, in the same way that RIEs are.

iii. That the consultative document being prepared by DTI
for limited circulation, should be issued as soon as
possible (which will probably mean that you will not see
it in advance) and e P i should



outline the arrangements described above for 1listed

clearing systems and for assured payments systems like

the CGO.

M NEILSON



Y he collapse of London-
Clear has caused consider-
i, able embarrassment and
some:recrimination in the City of
Londen. The project, launched a
year ago by 36 UK banks with the
backing of the Bank of England,
would have automated the City’s
paper-based sterling markets. But
on Monday it foundered on the
reluctance of its backers to cover
its £12m launch costs.

Is the collapse a ‘sign of the
short-sightedness of London’s
financial institutions, as some
people such as Mr David McWil-
. liam, LondonClear’s chief execu-
tive, have claimed? And in that
case does it reflect badly on Lon-
don’s ability to' compete’ in the

international financial market- °
place? Or was LondonClear ill-:

conceived, and: therefore rightly
terminated? What everyone
agreed yesterday was that some-
thing needs:to be done about the

- sterling markets, where billions

of pounds worth of bills and
. other. money instruments are

traded daily — and delivered by
messengers plying the -City’s -

streets. LondonClear would
. provided an inde

‘t:acii replace paper with' electronic

ps. i

But- after three years’ work
LondonClear attracted only 40
would-be members, well below

' the 70-plus which it needed. And

it got only half a million pounds
compared with the £9m it wanted
for the first phase.

-‘Bankers yesterday cited two

‘reasons for the poor res

ponse.
One was cost. The total of

£12m not including £4m of lease

, was far more than they
had been led to expect. This
would amount'to several hundred
thousand pounds per member;
some of which' retain proﬂts of
barely £1m a'year.

The twist to the situation is"

that the clearing banks with the
deep pockets are not the bigge

users of the money markets: they
issue a lot of paper but they deal
less in the secondary market
than small banks and dlscount

houses. So they were reluctant 4o

put up large sums. Con
the smaller institutions

are b:g%er dealers could not
have afford a

pendent, com-
puter-based - sysfenr using tﬁef

eavy investment,

: bankers also eomplmﬂed " enough
'f’tﬁdt LoxidonC’leér was" trying to

create ‘a “Rolls Royce” system
with an array of options, when
the City needed “a Ford Cortina,”
straight and simple.

* Ironically, LondonClear would
not ‘have saved enormously on
existing costs: One -clearing
banker estimated yesterday that
the entire ‘market used only 30
messengers at a'total cost of well
under £1m. His own bank kept all
its money market paper m a sin-
gle small safe.

Mr McWilliam rejects the cnti-
cisms about excessive cost. He
says that banks were “deeply
consulted” about the system’s
requirements and costs at: all
stages, and had plenty ‘of oppor-

‘tunities to voice ‘their worries.

er also hdﬁ;%nd:aahe decision to
go or a q system: on
that a w ‘where

- their liquidity and

the Bank England makes its

David Lascelles examines a setback to automated clcan.ng in London
Bank of England as a depository,

“If you cut costs, you also have
to take short cuts with equip-
ment and software — or change
the nature of the service,” he
said. Y

The second complaint was
bureaucracy. With several com-
mittees and much consultation
machinery, some bankers felt
LondonClear could never be flexi-
ble enough. Again, Mr McWilliam
denies this charge, claiming that

.LondonClear was designed to be

highly responsive.

There were also some doubts in
people’s minds as to whether
London needed to create a new
system from scratch. Two banks
-~ Chase Manhattan and First
Chicago ~ already supply auto-

~mated. clearing and settlement

services for the London markets,

- and*both are eager to expand

their business in sterling instru-

*‘ments. But though the collapse of

interventions must be totally reli: = London

able. He said uw essential, for -
, tha * -dealers in their own right, they

ear removes a potential
rival, they are not comparable: as

lack the independence the Lon-

this - donClear would have had.

The most likely entity to pick

ted A.up LondonClear’s pieces seemed

for Payment Clearing Servmes
¥ .‘.m"r LR A

(APACS), the umbrella body for
the UK clearing system.

APACS had two members on .
LondenClear’s board, and it will -
now be considering whether to
take its work forward. APACS
would be quite different from
LondonClear: the disadvantage is
that it is dominated by the clear-
ing banks rather than the main
users of the sterling markets.

On the other hand, it is a deep
repository of experience in set-
thng and clearing. '

“The collapse of LondonClear

Thas set back the modernisation of

the London markets at a time of

' heightening international compe-
tition, Although New York’s
‘money markets are still paper-

based, continental countries such
as France Italy and Spain are
going over to computers, ‘and
Australia recently mtroduced a
system very similar to that
planned by London(

The UK’s domesti¢ markgts are
neither as' big’ o | important
internationally 88" the :Euromar-

“ Kets, also based in London, §0 the

damage caused by the setback

will be hmltedi‘o ut this is not a
‘moment when: n can afford
blg blunders.

28-22 14



' FROM: N J ILETT
DATE: 2 December 1987

ECONOMIC SECRETARY ce: PPS
Sir P Middleton

Mr Cassell
Mr A Wilson
Mrs Lomax
Mr Peretz
Mr Board
Mr Neilson
Ms Ryding

Mr Jenkins T.Sol.

FINANCIAL MARKETS BILL

Introduction

My submission of 19 November discussed Mr Francis Maude's proposed

statement on this Bill. The present submission considers the
"DTI" part of the Bill itself, ie the proposals to restrict the
application of insolvency law to financial markets. The DTI have
to get the Instructions to Counsel next Monday, 7 December. The

"Preasury" part of the Bill, which deals with the security of
floating charges within the Central Gilts Office system, will
be the subject of another submission shortly. (Parliamentary Counsel

is allowing us a little extra time.)

Background

2% The justification for the Bill was set out in a little detail

in Annex A to my earlier submission. I attach this for ease of
reference.
Se One point merits further expansion. There is a key difference

in the Bill between markets which work on margin, and markets
which do not. The whole purpose of margin is to give the people
handling the business in the market, which can mean the central
market authorities.cash with which to transfer the market positions
of a defaulter to somebody else, so that the market as whole can
have confidence that deals which have already been set up will
be completed. This is essential in the derivative markets, because
the failure of bargains which market members think they have struck



.an mean that their position is the opposite of what they thought.
There is no point in running a market on the basis of margins
if the margin has to be returned to an insolvency administrator
precisely when 1t 1is actually needed for the purpose for which
it was designed.

L. The Bill will also apply to non-margined markets, notably
the Stock Exchange. The Justification for this has always been
less evident than for the margined markets, because the effect
of the Bill is not simply Lo protect the concept of "margin" but
to privilege unsettled transactions within the Exchange over
creditors outside the Exchange. THte. 48 dustitied’ In -the
Instructions largely on the grounds of the potential domino effect
of the collapse of one member firm on other member firms. Imagine
that a significant market-maker had gone down after the recent
price collapse; and that the insolvency administrator enforced
all sales by that market-maker but refused to honour any purchases.
Other members of the market who thought they had sold out when
prices were higher would now find they still ‘hadittheinr stack "but

it would be worth less.

5. The Bill will therefore validate new Stock Exchange rules
which require the totality of a failed member's bargains’ to. be
netted out a "hammer" price. (It is disconcerting to learn that
the Stock Exchange have lived with the problem the Bill is designed
to solve since a House of Lords Judgement in 1877. The argument
new-style market would find it harder to cope than

the old-style market.)

6. One final piece of background. My 1last submission reported
that Treasury Counsel had advised the DTI and the SIB that the
SIB should not recognise "Recognised Investment Exchanges" (RIEs)
under the Financial Services Act if their rules were in conflict
with insolvency legislation. This meant that this Bill must reach
the statute book before "A" day in April 1988. The effect 1is
further to hazard an already dodgy timetable. The Stock Exchange
now has a contradictory Opinion from an eminent QC.

e e e e e A Y e e s s s e S SR
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‘.ructure of the Bill

/2l The DTI's approach has been to bolt this Bill on to the
Financial Services Act. This 1is a ponderous and arguably
unnecessary procedure, involving a range of technical provisions
whose d@scription takes up most of the 130 pages of Instructions
to Counsel. The effect is to allow RIEs to make rules which,
once vetted by the SIB, cannot be overridden by insolvency law.

8. I attach the 1latest draft of the Instructions. DTI are
committed to getting these to Parliamentary Counsel next Monday.
This is all optional reading and most is even more optional than
the key passages on pages 2-10 (marked in yellow). If you want
to get ‘some -of, the flavour of 'some of the detail, the yellow
highlighting of occasional bits of the rest of the text 1s a guide.
(Copy recipients who want to see the Instructions should ask me.)

Assessment

9. As ‘T .- have  mentloned before, 1. think this Billl 18 more
complicated than it needs to be, that it would better not to have
linked it to the Financial Services Act, and that it would have
been wiser to get the markets to do more to reduce their own
exposure to these risks by adapting settlement practices, altering
contractual relationships etec before embarking on legislation
which risks being interpreted as a panic measure. The timing
of the Bill - introduction in February or March - will probably
leave something to be desired, assuming that the equlty markets

are still fragile.

10. That said, we have no reason to suppose that the Bill will
not actually work, DTI Ministers have been closely involved in
its preparation and are responsible for insolvency law, Treasury
Ministers supported the concept of the Bill back in the Summer
and it is not really worth your arguing with Mr Maude about points
of detail even if time allowed. Also, we are "demandeurs" on
the gilts market part of the Bill, which weakens our negotiating
position on the "DTI" part.

(7]
11. There are two main Treasury interestsLyatch:

(1) Whether the balance of interest to the economy



‘ justifies special arrangements for insolvency 1in
these markets. This includes looking at the Revenue's

position as a potential creditor;

(11) Whether the Bill interferes with banking payment

systems.

12. On (i), the Revenue 1is happy to leave decisions to the
Treasury . Our support for the concept of the Bill back in the
Summer would make it very difficult to argue now that the DTI's
judgement on the balance of interest to the economy 1is wrong.
But there is one specific point on which DTI have almost certainly
gone -too far. This s that the Bill will allow exchanges to make
rules about the insolvency of people who are not members of the

exchanges, but simply large customers of members.

13. The thought is that some of these customers, if they defaulted,
could hit the exchange as hard as the failure of the firms through
which the customer was dealing. However, it would be both difficult
and controversial to attempt to decide whether or not a particular
failure by a 1large customer merited special treatment even 1if
the principle of giving special treatment to anybody outside the
exchange "family" could be defended. I have already expressed
some surprise at this proposal to DTI officials, but Mr Maude
is said to be wedded to it. (The relevant bits of the Instructions
are paragraphs3.26 and 3.27 which attempt to limit an RIE's ability
to make rules applyling to non-members to people whose default
would affect the "continued viability of the market? - -But, @s
paragraph 3.28 says, "It is difficult to express the concept".)

14. On (ii), as things stand we are reasonably happy that there
is a clear line between the markets the Bill will cover and banking
payment systems. Financial markets systems are concerned with
the transfer of assets in exchange for cash, which 1is quite
different from the settling of purely cash payments. But we shall
have to watch the drafting of the Bill very carefully.

Conclusion

15. Taking this Bill forward is going to be a pretty thankless
task; a seed of doubt sown by an American lawyer's analysis of



.ng-standing City procedures has grown into a rather unwpkieldy

instrument intended to solve a problem whose existence 1is not
“wao

generally known and, to the extent that 1t (suspected, was largely

ignored.

16. You will become involved to some extent because of the
"TPreasury" bit of the Bill. But there is no need at this stage
for you to get involved actively in the DTI provisionsj; rather
the contrary. It would be safer to hold your fire for later,
in case the draft of the Bill highlights something on the DTI
side on which you need to intervene or the DTI get difficult about
our bit of the Bill. '

17. So I suggest that I. write to my opposite number at the DTI
toaiput 3t on othe' 'Pecord that, as I have already told him, the
Treasury has reservations about the way in which the Bill applies
to non-margined markets, specifically the Stock Exchange, and
in particular about the proposal to extend it to defaults by some
non-members of the markets. I would add that we shall need to
Jook ‘at the Bill “ltseilf wvery carefully once it has been drafted,
and to be ready to review aspects of the policy which further
work and Parliamentary discussion show to be controversial or
doubtful. But given that there is no time 1left for discussion

now we agree these Instructions must go to Counsel now.

18. Would you be content for me to write in these terms and for
the Bill to be drafted on the lines the DTI wish?

M.

N J ILETT



. (o Sosin of 19 Norea ke ). ANNEX A

THE PROBLEM WITH INSOLVENCY LAW

1 For simplicity, the following paragraphs refer to the Stock
Exchange. Problems of the same order are thought to arise in
other financial markets, but they may show up in a number of
different ways, depending on technicalities.

23 The 'Bill is intended to cope with the following point. A
Stock Exchange member firm will have a number of positions in
the market. By the time the Account ends, some transactions
undertaken during the Account will prove profitable; others may
not. Other members of the market will be the counterparties to
each of these transactions, and will rely on the first member
firm to come up with the securities or the money on the due day.

3s If the first member firm becomes insolvent, the Exchange
rules would require these bargains to be completed, so that any
net surplus of funds could be handed over to the receiver or
administrator, and any net shortfall could be presented as a claim
of- the Exchange on the assets of its insolvent member. The risk
which the DTI perceives, however, 1is that the administrart'o‘r"of
the insolvent firm could make other member firms with whom the
insolvent firm had profitable bargains pay up, while at the same
time refuse to honour bargains in which the insolvent firm came
off worse (ie "to pick the cherries out of the pie".) It is not
certain that the courts would maitain an Administrator's attempt
to operate in this way if that conflicted with the Exchange's
rules; DTI legal advice is that there is a substantial risk, which

DTI Ministers judge they must remove.

4, This argument has been simplified even in relation to the
Stock Exchange. But it applies to a number of other markets,
and in particular to futures and options markets which work on
margin and where a central organisation, such as the International
Commodities Clearing House (ICCH), takes over as counter-party
to each of the sides in the original deal. In practice, problems
on how to close out deals when insolvency strikes are more likely
to arise in these markets than in the Stock Exchange. ' ‘ :




' The consequence the DTI fear 1is that other market users who

thought they had a given position in a particular stock, commodity,
future or whatever would suddenly find that they did not have
that position, or did not know their position because there was

uncertainty about which bargains the administrator handling their

insolvent counterparty's affairs would honour. The thought is
that it would be at the 1least unhelpful if market authorities
hesitated to apply their rules because they were not sure whether
the Courts would find that those rules were in conflict with
insolvency procedures (though the Stock Exchange rules are actually
inadequate anyway post-Big Bang) . Worse, an Administrator might
attempt actively to interfere with the market authorities' crisis

control operations.

6. At best, the argument goes, if this weakness in the UK legal
framework underpinning financial markets became known, people
would be more reluctant to do business here - especially North
Americans who are used to more protection from insolvency
procedures. (It was a US lawyer who drew the DTI's attention‘to
the problem in UK law.) ; ' '

7 At worst, the 1loss. of profitable bargains or of hedged
positions and uncertainty as to members' actual positions could
trigger a progressive collapse in a particular market. If a firm
which aims to be fully hedged does not know what contracts will
be honoured it cannot take action to restore its fully hedged
position and is thus exposed to an unknown client.

8. The justification for the Bill is therefore the need to remove
the uncertainty about the present legal position which has emerged
since the insolvency Administrator procedures came into- foree
in the 1last couple of years. As yet, the suspected need for
legislation is not widely known, though the DTI have been consulting
the market authorities in confidence and some lawyers with special
interest in this area of the law also know that the DTI thinks

there is a problem.

The Central Gilts Office part of the Bill

9. The Bill will also deal (at Treasury behest) with the following
possible problem in the gilts market. :

2




The Central Gilts Office operates by ensuring that the package
of gilts one way and the money in payment for them travelling
the other way arrive at their respective destinations at the same
time. The banks which operate the CGO guarantee these transactions.
So if the customers of one of these banks defaults that bank has
to make good any 1loss to counter-parties in the market from
transactions which are going through the CGO system. The banks
protect their position by a floating charge over the gilts they
hbld ‘on behalf of their customers, but there is some doubt as
to whether this charge would work in all circumstances, which
makes the banks reluctant to admit further members to the CGO
whose ability to meet any commitment which may arise 1is perhaps

less certain.

The structure of the Bill

11. The approach the DTI is adopting is to graft the legislation
onto the Financial Services Act and to use the Act's administrative
machinery. The Bill would enable markets ("recognised investment
exchanges") which have appropriate insolvency rules, duly vetted
by- the SIB under principles laid down in the Bill, to carry out
those rules notwithstanding any provisions of insolvency

legislation.

12. The advantage of this approach is that it limits the damage
done to the principles of the Insolvency Act (all creditors to
be treated alike), by restricting the special treatment to markets
which have proper rules on this subject. The disadvantage is
that it is more complex than generic amendment of the Insolvency
Act, it adds to the SIB's duties when the SIB has quite enough
to do already, and it risks something of a rerun of the themes

of the Financial Services Act in Parliament.

13. The approach we intend to recommend on the CGO provisions
is to protect assets in assured payment systems 1listed by the
Treasury under subordinate legislation on the recommendation of
the Bank - we will of course let Treasury Ministers see detailed
proposals when the work has gone a little further.
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AnT " Mand repurchase transactions (item 13) below the
lim. ~ouald be exempt only where both counterparties are
listed institutions and are acting as principal.

13 A ‘wholesale counterparty’ is a person other than a
listed institution who has entered into a transaction at or
above the minimum limits during the past 18 months with,
or as a result of arrangements by, a firm on the Bank’s list in
one of the relevant Financial Services Act instruments
(items 6 to 12). These include some transactions which do
not constitute investment business: for example, a bank
issuing its own CDs. Such a person is, however, a
‘wholesale counterparty’ on/y in relation to the
counterparty with whom he or she carried out that
transaction. For example, investor A carries out a
transaction in a debenture worth £120,000 with listed
institution B. For the next 18 months B will be exempt in
respect of any further transaction with A in any relevant
instrument (items 6 to 12) regardless of the size of the
transaction. But the transaction between A and B will not
entitle another listed institution, C, to treat A as a
‘wholesale counterparty’. '

14 Any listed institution which proposes to enter into a
transaction over the minimum limit with a customer who
would thereby become a ‘wholesale counterparty’ in
relation to that institution must warn its customer of the
consequences in terms of loss of protection under the Act
before entering into the transaction. Wholesale
counterparties should thereafter be reminded, by
appropriate wording on the written confirmation of exempt
deals, that the transaction is not protected by the Act but is
subject to the London Code of Conduct. This requirement
is discussed in greater detail below in paragraph 36 of
Chapter II.

15 It will be open to a listed institution to decide that it
will only deal with certain types of *wholesale counterparty’.
It might, for instance, decide as a matter of practice to deal
under the limit only with those counterparties whose last
transaction over the limit was within the previous year, or
some other period of less than eighteen months. However it
has no discretion over the statutory period for which they
will remain wholesale counterparties, and should ensure
that any such practice cannot compromise the intentions of
the Act.

16 In cases other than those covered in paragraphs 12 and
13, the Bank will not regulate small transactions or
transactions to which neither counterparty is listed. Such
transactions in instruments which fall within the definition
of investments under the Financial Services Act (items 6 to
13) will be regulated under that Act. The taking of deposits
irrespective of size is regulated under the Banking Act.

The conditions and arrangements for listing

17 Section 43 of the Financial Services Act requires the
Treasury to approve the conditions which the Bank will
impose for admission to the list, and the arrangements it
will make for admission to and removal from the list. The

ANNEX 1

conditions and arrangements which the Treasury has for the
time being approved are as follows:

An applicant will need to satisfy the Bank that it is ‘fit and
proper’, by reason of its capital, managerial and
operational resources, its standards of business conduct and
its high reputation and standing, to undertake the
particular activity and also that it acts on a regular basis
Of. Clearing Nous
as a market maker o brokemin one gr more of the
wholesale market instruments. In determining whether an
applicant meets these conditions, the Bank will take into
account the following factors:

(a) that the financial position of the applicant is sound;

(b) that its ownership structure does not result in any
unacceptable conflicts of interest, nor is in any other
way a source of potential weakness;

(c) that its management and staff are of high quality
and appropriate experience and that its systems are
effective; ,

(d) that its reputation in the market place is good;

(e) that it is able and willing to adhere to an
undertaking to observe the London Code of
Conduct, as specified by the Bank of England from
time to time;

(f) that it acts as a market maker (either as p&l,t}ﬂggl house.

or as agent for related principals),er broke7)m onlc"j
or more of the wholesale market instruments.

A firm applying for inclusion on the list will be required to
submit a business plan setting out the type or types of
activity it intends to undertake, including types of
instrument (and currencies) in which it intends to trade. Its
permitted scope will be limited to those activities agreed
with the Bank, subject to review.

Applicants should supply any information requested by the
Bank which the Bank reasonably requires to form its view
on the application. E

Applications should in any event, unless explicitly agreed
with the Bank, include the business plan described above, a
description of the applicant’s organisation and staff’
resources, details of ownership, information on directors
and managers, and details of internal control systems.
Where appropriate, applicants should specify which of their
operations are already supervised, and by whom.

The Bank will also require the applicant’s latest audited
accounts. Where it would fall to the Bank to assess an
applicant’s capital adequacy, the applicant will be asked for
any additional information necessary to demonstrate its
financial soundness.

The Bank will aim to give its decision within three months
of receiving an application. Where the Bank is minded to
reject an application, it will give the applicant notice of
that fact and specify its reasons. The Bank will allow the
applicant reasonable opportunity to make representations
and will consider any representations made before coming
to a decision.
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FINANCIAL SERVICES ACT TIMETABLE

You will recall that on U4 August the Chancellor replied to Lord
Young's letter of 20 July about the delay 1in the FS Act timetable
(a copy of the relevant Ministerial correspondence 1is attached
for ease of reference). The DTI and DHSS have now decided to
make public‘announcements about the delay in the FS Act timctable
and the implications for personal pcnsions (PPs) o Wednesday
26 August. Copies of the draft press releases are attached as

Annexes A and B.

2is The main developments since Mr Ilett's minutes of 30 July
and 3 August are that DTI have formally decided to refer to early
April 1988 for implementation of the FS Act authorisation regimc,
whereas DHSS are to announce 1 July for personal pensions.
However, it 1is clear from the wording of "DTI's presg release
and from official discussions that DTI accept there 1is a
considerable risk that early April will not be met. One of the
points which influenced DHSS's decision to announce 1 July is
the recent, very low key announcement by the SIB that some SIB
rules (in particular those on disclosure of benefits and

commissions and those which require cooling off periods - which
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6re very important for PPs) will not come ‘into -foree untiil
July 1988.

B This difference 1in operative dates may prove somewhat
embarrassing politically for DTI, but, as Mr Ilett pointed out
in his minute of 3 August, whether or not to allow more time
for the PFS regime 1is a political decision which DTI ministers
are best placed to take. I understand that DTI intend to circulate
the final draft of their press statement to ministerial colleagues
early next week for information only. I""do net: think fhat the
present draft of the DTI press release requires any comment by

Treasury Ministers.

4, As to the statement on PPs, the Inland Revcnue now consider
that some relatively minor tax implications will result from
the delay 1in +the 1implementation of the Financecial Services Act
regime. Mr Munro 1is putting up a separate submission to the
Financial Secretary about these tax implications and about any
statement about the tax position of PPs which might be 1included
in the DHSS press release.

S We suggest that the DHSS pfess release does not need to
mention any of the difficulties we have Dbeen experiencing over
deposit Dbased PPs. However, one advantage of the delay to
1 July 1988 is that the longer timetable does give us considerably

more time to resolve our problems on this type of PP.

6 We would be grateful for your authority to give the Treasury's
agreement to the DTI and DHSS announcements, subject of course

to the Financial Secretary's views on the tax point.

PS H29

P S HALL
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DRAFT PRESS NOTICE

TIMETABLE FOR IMPLEMENTATION OF FINANCIAL SERVICES ACT

Francis Maude, Corporate Affairs Minister, today (xxxx) urged
firms carrying on investment business to be ready to apply
for authorisation under the Financial Services Act before the
end of the year.

He said:

"We intend to implement this at the beginning of April. This
demanding timetable means that investment businesses must be
ready to apply for authorisation by the end of the year, or
they risk losing the right to carry on their business. That
means they need to be thinking about it now: not just the big
City firms, but everyone who advises on investments, in every
High Street in every town. There is much to be done before
the new system can be brought fully into force. But the
Government believes that it is important to press ahead as
quickly as possible so that investors can receive the
protection afforded by the Act."

Mr Maude said that it was the Government's intention to
implement section 3 of the Financial Services Act, which will
make it a criminal offence to carry on investment business in
the United Kingdom unless authorised or exempted, in early

1988.

The Financial Services Act is being brought into effect in
stages. Four self regulating organisations (SROs) have
already applied to the Securities and qug?tments Board for

JA2BCL
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recognition under the Act and a fifth application is expected

shortly.

The Director General of Fair Trading is examining the rules of
those organisations which have applied to see whether any are
likely to have anti-competitive effects. He hopes to submit
his reports to the Secretary ofVState by the middle of
November. The Secretary of State will consider these reports
and decide whether to give leave for their recognition by the
Securities and Investments Board. (These procedures are
established in the Act.) 1If so, it is expected that the five

SRO's will all be recognised by early December.

The Act provides that a person who has applied for membership
of an SRO by a particular date (P-Dav) and whose application
has not been determined by the day on which section 3 comes
into force (A-Day) will receive interim authorisaticen for the
period until his application is settled. If all the SROs are
recognised in early December it should be possible to set P-Day
for the middle of January and A-Day in early April 1988. Any
business which needs authorisation and has not applied for it
before P-Day is very unlikely to receive it in time to be able

legally to carry on investment business after A-Day.

NOTES TO EDITORS

1 The four SROs who have already applied to the SIB for

recognition under the Act are the Financial Intermediaries and



Brokers Regulatory Association (FIMBRA), The Securities
Association (TSA), the Investment Management Regulatory
Organisation (IMRO) and the Association of Futures Brokers and
Dealers (AFBD). The Life Assurance and Unit Trust Regulatory

Organisation (LAUTRO) is expected to apply shortly.

p. Anyone who is uncertain about how the Act affects their
activities should contact the SIB or the relevant SRO. A free
introductory guide to the Act is also available from the
Department of Trade and industry, Room GO7, 10/18 Victoria

Street, London SW1H ONN. Telephone Ol 215 3065.

L40ABA 3
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ANNEX 8

DRAFT PRESS RELEAGE

REFORMING SOCIAL SECURITY: NEW TIMETABLE FOR PERSONAL PENSIONS

“The start date for the new personal pensions int;%229?2+gy Eze 1986 Social

L22N L8 ) ’ TR
Security Act is to be postponed for six months the ldest
timetable for bringing in investor protection rules under the Financial

Services Act. The decilsion was announced today by Michael Portillo,
Parliamentary Under Secretary of State for Social Security.

Mr.Portillo saild:

"When we decided that personal pensions ag an alternative to the State
earnings-related pension scheme should be available from January 1988,
we expected that the new Financial Services Act framework would be in
operation by that date. It is now clear that the maim provisions of
that Act cannot be in force before April. Moreover, the recent
announcement by the Securities and Investments Board that certain key
rules affecting cqqggmer el t?LfannOt be'brought into force until
1 July 1988 leaves—us—with—ne—eptien—but to defer the start date for

the new personal pensgions until July.

The Government must however give priority to ensuring that anyone

taking out one of the new personal pensions should benefit from the

investor protection meagures introduced by the Financial Services Act,

or equivalent safeguards. MWMHW
JxL4uL,4ue_hnliaue_$hﬁt—th49—904e*&%4eﬂ—e#—%he—e&me—tabie—wé%%—be
—genepally—weleomed—by—pension—providens.
O e enmard™

"The westpomemens does not alter the timing of the important reforms
affecting occupational scheme provision introduced by the 1886 Act.
Money-purchase contracting out, the right not to belong to an
employer's scheme, and the measures aggociated with them, will come
into force as planned on 6 April 1988. Nor is there any change in the

AR
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right to backdate membership of a contracted-out personal pension
scheme to 6 April 1987, so people taking out a personal pension before
§ April 1989 will still be able to have the extra year's National

Insurance rebate and incentive payment.'

“NOTES FOR EDITORS
1. A statement on the Financial Services Act timetable ig issued /today/ by

the Department of Trade and Industry.

2. Tha Securities and Investment Board rules which will not c.me into force
until 1 July 1988 are those covering the illustratioﬁ of benefits, disclosure
of product particulars and digclosure of commissions on life assurance and
unit trusts. Cancellation Rules, requiring a lé-day “eooling-off" period, are

also deferred until 1 July.

3. The operative datesg of certain powers in the Social Security Act 1986
and of the relevant regulations made under the Act will be amended to reflect

the July start date.
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FINANCIAL SERVICES ACT TIMETABLE

The Economic Secretary has seen and was grateful for your submission
of 20 August and is content for you to proceed as you propose in
your paragraph 6. He has commented that DTI seem to be aware that
investment firms need spurring into action as well as SROs meeting

deadlines.

C IS N 5S I

GUY WESTHEAD
Assistant Private Secretary
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~FROM: N C MUNRO
24 August 1987

Financial Secretary

- FINANCIAL SERVICES ACT TiMETABLE

35 Mr Hall's minute of 20 August to the Economic Secretary
notes that the decision to delay the introduction of personal

pensions has some minor tax implications.

2 The éroblem is this. The legislation in this year's
Finance (No2) Act introduces the.new tax regime for peréonal
pensions with effect from 4 Jahuary 1988. Since personal
pensions will take the place of retirement éhnnitiés'(or
'Section 226 policies'), the legislation prevents any new
retirement annuity contracts from being made on or after that
date.

35, Section 226 restricted retirement annuity business to
institutions 'lawfully carrying on in the United Kingdom the
business of granting annuities on human life' - ie insurance
companies and friendly societies. This year's personal
pensions legislation further opens up the field, from next

January, to unit trusts, banks and building societies.

o7 Chancellor of the Exchequer Mr Isaac
Chief Secretary ’ Mr Beighton
Economic Secretary Mr Corlett
Sir P Middleton Mr Lusk
Sir -G Littler Mr Munro
Mr Cassell Miss McFarlane
Mrs Lomax Mr Hinton
Mr Peretz PS/IR

Mr Scholar
Mr McIntyre
Miss Noble
Mr Ilett

Mr Neilson
Mr P S Hall
Mr Cropper



4.  The relevant provision is Section 20 of this year's Act.
This follows the approach adopted by the DHSS legislation on
personal pensions, and prohibits the establishment of personal

pension schemes by any person other than:

i. a person authorised under the Financial Services Act

to carry:on insurance or unit trust business;
ii. a building society within the Building Societies Act;

iii. a bank or other institution within the Banking Acts
of 1979 or 1987. :

5. - The delay in implementing the Financial Services Act has’
no implications for banks and building societies, which are
subject to different rules for investor protection. The
problem arises with insurance companies and unit trusts:
because the relevant part of the Financial Services Act will
not be in force by January 1988, such institutions could not be

authorised under it.

6. Our earlier advice (Mr Hinton's minute of 16 July) was
that any hold-up at the DTI or DHSS end should not necessarily
delay the implementation of the new tax regime for personal
pensions and free-standing AVCs {(which will commence on

26 October this year). For AVCs, that remains our view.

i For personal pensions, we have had second thoughts. 1t
would be possible to bring in the new tax regime on 4 January
(amending Section 20 by Treasury Order so as to include
insurance companies and unit trusts under present legislation).
But we wonder whether a better course might not be to delay the
implementation of the new tax regime (as is clearly implied in

the Chancellor's letter of 4 August to Lord Young).



8... The advantggeébof‘this,approach are: -

- it is consistent with what DTI and DHSS Ministers have

agreed;

- it would give personal pension providers more time to
prepare for the new market, -and occupational schemes more

time to prepare fbr what they see as the new threat; and

- it would allow more time for the ironing-out of a possible
legislative wrinkle in the Building Societies Act, which
may inhibit their ability to offer deposit-based personal
pensions (currently being considered by the Economic

Secretary) .

O The disadvantage of this approach is that it would require

minor legislation in next year's Finance Bill, to amend this
year's Finance (No2) Act - so that the existing retirement
annuities legislation could remain in force until 1 July 1988.
But this would probably be short, uncontentious and

straightforward.
10. If you are content to proceed in this way, an announcement
would be necessary. Ideally, this should be made on Wednesday

to iink up with the announcements by Mr Maude and Mr Portillo.

I attach a draft for your consideration.

N C MUNRO

o AR



" DRAFT INLAND REVENUE PRESS RELEASE

"Today's énnouncement that the introduction of personal

penSignstis to be postponed has implications for the tax
'_législation infﬁhe recént.Finance Act", said the :
:RtAHon‘Nérman Lamont MP, ‘Financial Secretary to the -

= Treasury; "Amendlng leglslatlon will be 1ncluded in

' next year's Finance Bill".

-"Legislatién:is required because this year's Act
prov1ded for the 1ntroduct10n of personal pen51ons from
4 January 1988, and the consequential phasing-out of the
:tax'regime for retlrement annuities. With the
péstponement Qflthekétart’date>for personal pensibns; we
need to legislate so that retirement annuities can 

continue for a- further six months".
NOTES FOR EDITORS

ds The new tax regime for personal pensions is
contained in the Finance (No2) Act 1987 (Sections 18 to
57 and Schedule 2). It replaces the present retirement
annuities,legislation in Sec£i0n>226‘et seq of the
Income and Corporation Taxes Act 1970. With effect from
4 January 1988, no new retirement annuity contracts can
‘be made (although prémiums can continue to be paid, with
full tax relief, to regular premium contracts made
before that date).

2; ThevaStponement'by six months of the commencement
-daté for personal pensions necessitates a similar:
postponement .in the pha51ng out of retirement annuity-
vcontracts. This year's legislation therefore has to be
amended in a_number of places, and the necessary

provisions will be included in next year's Finance Bill.

PRESS-R.DRA
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FINANCIAL SERVICES ACT TIMETABLE

14 The Financial Secretary was grateful for your minute of

24 August.

23 He is content to proceed in the way that you suggest and
is also content with the draft Press Release attached to your

minute.

Assistant Private Secretary)
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) 1 Mr Iséé&( 137/

2, Financial Secretary

/<

FINANCE BILL 1988: STARTER 151
PERSONAL PENSIONS

) et You have already agreed to a minor provision changing the
start date for personal pensions, and the necessary legislation

has virtually been drafted.

R The purpose of this note is to identify a few additional
technical problems that we have discovered in this year's

personal pensions legislation.

3. One is potentially awkward, since it conflicts with DHSS
policy on contracting-out of SERPS. The others are minor
tidying-up measures which in themselves probably do not matter
too much. But, since we shall be legislating anyway in this

area, I hope you agree that they should be cleared up.

ce Chancellor of the Exchequer Mr Battishill
Chief Secretary Mr Isaac
Paymaster General Mr Beighton
Economic Secretary Mr Corlett
Sir P Middleton Mr Lusk SFO
Mr Cassell Mr Munro
Mr Scholar Mr Hinton
Miss Peirson Mr Annys
Miss Sinclair PS/IR

Mr McIntyre
Mr Cropper
Mr Tyrie
Mr Call

Mr Jenkins (Parliamentary Counsel)

STARTER.151 1
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4. The amendment to deal with the contracting-out point would
be welcomed by the industry, which is becoming aware of the

problem. The others would generate very little interest.

The contracting-out point

5.8 The problem ariscs in connection with personal pension

schemes which are used for contracting-out of SERPS.

6 One representation which you did not accept was that
members of contracted-in occupational pension schemes should be
able to contract-out of SERPS through a special personal
pension without having to leave their scheme. The personal
pension would be 'special' in the sense that the only
contribution it would receive would be the DHSS 'minimum
contribution' - in other words, neither the employee nor his

employer would contribute directly to it.

s This idea was rejected because of the practical
impossibility of enforcing the occupational pension benefits.
So anyone in a contracted-in scheme who wants to contract-out

on an individual basis has a choice:

as He can leave his scheme and take out a contracted-out

personal pension; or

b He can remain in his scheme and (in most cases)
contract-out with a free-standing AVC (which will be

subject to the benefit limits).
8. In both cases it is DHSS policy that the contracting-out

can be effective from 6 April 1987 for arrangements entered

into before 6 April 1989: in other words it can be backdated.

STARTER.151 2
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9. The legislation - Section 30(2) (b) of this year's Finance
(No2) Act - prevents someone from participating simultaneously
in an occupational pension scheme and a personal pension

scheme - as we intended. But it also effectively prevents
someone who leaves a scheme before 6 April 1989 from backdating
his contracting-out - which we did not intend. This is because
he is prevented by our legislation from having a personal
pension in respect of any period when he was a member of an

occupational pension scheme.

10. Nor will the problem go away after April 1989. Because,
under DHSS requirements, an individual can only contract-out
for the whole of a tax year, anyone leaving a contracted-in
scheme in the middle of a tax year could only be contracted-out

from the beginning of the next tax year.

11. The second aspect of the problem (paragraph 10) arises
from DHSS policy. But we understand that an amendment to their
policy would create considerable operational difficulties. And
it would not solve the paragraph 9 problem. Both problems
however could be resolved relatively easily through a small

change in the tax legislation.

Minor changes

12. The other points are very small and, so far as we know,
have not yet been spotted by the industry. These were
unfortunately overlooked when we were instructing Parliamentary

Counsel earlier this year.

A Paragraph 3, Schedule 2

This extends to personal pension schemes the statutory tax
exemption for lump sums conferred by Section 14(1) Finance
Act 1973. But there has always been a defect in Section

14 in that it only refers to lump sums paid on retirement.

Strictly speaking, therefore, a lump sum paid on the due

STARTER.151 3
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date is not exempt if the recipient does not in fact
retire. In the past we have dealt with this point through
a discretionary practice, but there may be an advantage in

legislating for it now. It would need a couple of lines.

b. Section 16 Finance Act 1973

This provision imposes an income tax charge on
discretionary trusts but excludes (Section 16(2))
occupational pension schemes established under irrevocable
trust. It does not however exclude personal pension
schemes established under trust, as those offered by
non-insurers must be. (The problem does not arise with
retirement annuities, which can only be offered by
insurance companies.) Again, the necessary amendment

would be short and uncomplicated.

Conclusion
13. Since we shall be legislating anyway on the start date, we
recommend that these further amendments be made. 1In total they

should amount to less than half a page. If you are content, we
also recommend that a low key announcement should be made about
the contracting-out point, to quell the concern which some

people in the industry are beginning to feel.

hown

N C MUNRO

STARTER.151 4
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DATE: 23 November 1987

cc Chancellor
Chief Secretary
Paymaster General
Economic Secretary
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Mr Cassell
Mr Scholar
Miss Peirson
Miss Sinclair
Mr McIlulyre
Mr Cropper
Mr Tyrie
Mr Call

Mr Jenkins (Parly Counsel)
PS/IR

PERSONAL PENSIONS: STARTER 151
The Financial Secretary was grateful for your minute of 13

November 1987 and agrees that the minor amendments should

be made.

)

5 SUSAN FEEST
(i
ﬁ\ Assistant Private Secretary



