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Lessons from the crisis?
Developments in the Financial
Services Regulatory Landscape
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irs of a globa] financial meltdown
W yesterday as the world's biggest
tkruptcy plunged markets into
noil,
vestors were Joft reeling as the
Ipt demise of the Lehman Broth
Investment bank Sparked the
‘est ahnkt'—up on Wall Street in
wdes
nother of Us capitalism’s biggest
tutions, Merri|| Lynch, is to pe
by Bank of America in 5
billion takeover to save it from
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tres fell as fear spread through
lancial system Central banks un
urgent measures amid concerns
e world economy was entering
$erous new phage. The Bank of
M injected £5 billion of emer-
lending into money markets
5,000 Lehman staff in Britain
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Dow Jones industrial average was
down points, or 26 per cent.
Sentiment was also bolstered by steep
alls in oj] rices, which dropped by
more than §5 5 barrel to $96, closing
under $100 for the first time in six
months anqd raising hopes  that
cheaper fyel would ease economic
stresses op Western Nations.
lowever, by close of trading the
Dow had fallen by more than 500
points — g biggest one-day drop
i reopening  after the
September | attacks — 4 concerns
mounted over the world's largest insur-
er. Shares jn American Internationa)
Group (AIG), which sponsors Man
chester [ Inited, fel| by 45 per cent after
It made an unprecedented approach to
the US Federaj Reserve for $40 billion
in emergency funding
Last night the Fed asked Goldman
Sachs and J p Morgan Chase, two of 5
Wall Street's remaining big banks, to |
head a §75 billion emergency package
to keep AIG afloat.
As central banks battleq to stabilise
the system, the Fed eased its rules
or emergency lending further. 1t
announced that it would accept
company shares in return for crisis
loans for the first time. | Frankfurt,
the European Central Bank injected
€30 billion in emergency funds into
€urozone markets
A group of ten global banks also
attempted to foster calm anmn.. -
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Major Financial Institution Participation Commitment

In support of the US financial system and the broader US cconomy, the f-remeuf QFTT
agrees to: C*ﬁfj'ﬁﬂu P

425 b liew -

» [ssue Preferred Shares in the amount of to the US Treasury under the terms
and conditions of the TARP Capital Pufchase Program announced today.

* Participate in the FDIC program guaranteeing new issues of eligible scnior
liabilities by banks and bank holding companies and transaction accounts as
announced today under the systemic risk exemption invoked by the FDIC, US
Treasury, and the Federal Reserve.

« Expand the flow of credit to US consumers and businesses on competitive lerms
to promote the sustained growth and vitality of the US economy.

»  Continue to work diligently, under existing programs, to modify the terms of
residential mortgages as appropriate to strengthen the health of the US housing
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Financial stability throughout the EU

Consistent application and enforcement of the same basic
technical rules

Early identification of risks in the financial system

Effective cooperation in emergencies

Based on de Larosiere report on future of European supervision and
regulation

Endorsed by EU Council in June 2009

Draft legislative proposals published by Commission end September
2009



Committees — Authorities

advisory function

Committee of European
Banking Supervisors - CEBS

supervisory powers

European Banking Authority

Committee of European
Insurance and Occupational
Pensions Supervisors -
CEIOPS

European Insurance and
Occupational Pensions
Authority

Committee of European
Securities Regulators -
CESR

European Securities and
Markets Authority




New Functions

Take over existing functions of CEBS, CEIOPS, CESR
Develop proposals for technical standards

Develop single set of harmonised rules

Resolving disagreements between national authorities
Monitor consistent application of EU rules (peer reviews)

ESMA will exercise direct supervisory powers over Credit
Rating Agencies

Coordinate in emergency situations



European System of Financial Supervisors - ESFS

Micro-prudential supervision

Made up of EBA, EIOPA, ESMA, national supervisors of
27 Member States

Protect consumers of financial services

Concrete platform for regulatory cooperation and
harmonisation of rules

Day-to-day supervision of firms to remain at national level



European Systemic Risk Board - ESRB

Macro-prudential oversight

Made up of European Central Bank, central banks of 27
Member States, EBA, EIOPA, ESMA

Monitor possible threats to financial system as a whole
Prevent risks

Safeguard financial stability by acting swiftly






Banking

Supervision

Securities &
Markets
Supervision

Insurance &
Pensions
Supervision

Authorisations Unit

Regulatory Development Unit




CRAs have been accused of:

Lacking integrity and having
real or potential conflicts of
Interests

Lacking quality in the
methodology and expertise
used for their ratings

Lacking in transparency



EU Commission President Barroso ...

“the latest example of the EU leading the world In
responding to the economic and financial crisis, restoring
confidence and preventing a repeat. Our G20 partners
agreed in London to move in the same direction the EU
has taken ...

The Regulation will help give investors the information,
Integrity and impartiality they need from credit rating
agencies if they are to make prudent investment decisions
that create growth and jobs instead of bubbles of
excessive risk”.



Regulation (EC) No. 1060/2009 of 16 September 2009 on credit
rating agencies

Published in Official Journal on 17 November 2009
Entered into force on 7 December 2009

All CRAs conducting business in the EU will have to be
registered or certified in the EU

All EU regulated entities using CRAs will have to us e rating by
CRAs established in the EU and registered under the Regulation

Common regulatory approach, improve integrity, tran sparency,
responsibility, good governance, reliability

Quality ratings contribute to smooth functioning of internal
market, more consumer and investor protection



Applies to credit ratings:
Issued by CRAs registered in the EU
Disclosed publicly or distributed by subscription

From 7 December 2010, Prospectus to state clearly whether rating by EU
CRA

Does not apply to:
Private credit ratings

Credit scores arising from consumer, commercial or industrial
relationships

Credit ratings produced by Export Credit agencies

Credit ratings issued by Central Banks



Only credit ratings issued by CRAs established in the EU and
registered in terms of the Regulation may be used for
regulatory purposes by Regulated Entities:

Credit institutions

Investment firms

Insurance / Reinsurance undertakings
UCITS

Institutions for occupational retirement provision

Credit ratings issued by CRAs may however endorse a credit rating
iIssued in a third country, provided certain conditi ons satisfied



Conditions for endorsement of non-EU credit rating:

Credit rating results from activities, at least partially, by
endorsing CRA or affiliate

Non-EU CRA is subject to requirements at least as
stringent as under the Regulation

Objective reason for credit rating to be issued in third
country

Cooperation agreement between Member State of EU
CRA and jurisdiction of non-EU CRA



Non-EU ratings of entities established or instrumen ts
Issued in same country outside the EU may be usedi n
the EU without endorsement if:

CRA is authorised and supervised in non-EU country
Cooperation agreements operational

Ratings and activities of non-EU CRA are not of systemic
Importance to the stability or integrity of financial markets in
Member States

Non-EU CRA is certified in the EU



Conflicts of interest
Key area of concern
Existing and potential conflicts

Agency, managers, analysts, employees, any person
directly or indirectly linked to CRA by relationship of control

Annex to Regulation sets out organisational requirements,
operational requirements, rules on engagement of staff,
presentation of ratings, disclosures



Methodologies and transparency
Overarching objective of Regulation

CRAs must disclose methodologies, models, key
assumptions

Ratings and methodologies reviewed on ongoing basis, at
least annually

Rules on disclosure — general and periodic, annual
transparency reports on certain matters

Rules on presentation — include sources of information, date
of initial rating and updates



Registration

Only legal persons established in EU may register

Central EU registration through CESR, not by Member States
Effective throughout the EU, possibility of group application

Application reviewed by CESR and ad hoc college of
representatives of competent authorities of applicant’'s Member
State(s) and of Member States where CRA has branch and of
Member States where ratings of the applicant are widely used or
likely to have significant impact

Existing EU CRAs must register and comply with Regulation by 7
September 2010






“Demonisation ” of hedge funds

“contributed to asset price inflation and rapid growth of
structured credit markets”

“risks associated with AIFM ... not sufficiently addressed by
current rules ... do not constitute a robust and
comprehensive response to risks”

“contributed to ongoing instability of financial markets across
the EU”

Managers of non-UCITS funds domiciled in the EU or if fund is
domiciled or marketed in the EU by non-EU Manager m  ust be
authorised

Indirectly imposes rules on funds managed by AIFMs



Applies to EU AIFMs of funds:
Wherever the funds are domiciled
Providing services directly or by delegation

Whether the funds are open-ended or closed
ended

Whatever the legal structure of the fund

AUM of more than €100m / €500m (unleveraged
| 5-year lock-in)



Does not apply to:
UCITS and their Managers

Manager of non-EU funds which are not marketed
In the EU

Authorised credit institutions, insurance companies

Regulated institutions for occupational retirement
provision

Supranational institutions



Requirements
Authorisation by Home State
2 month deadline for issuing authoristion
Capital requirements of €125k
If portfolio bigger than €250m, own funds of 0.02% of excess
Conduct of business rules — general principles

Conflicts of interest — identification, procedures, segregation,
disclosure

Risk management — separation of tasks, procedures, monitoring
systems, regular stress testing of risks of each position



Requirements

Rules on short selling

Liquidity management systems of AlF and underlying investments

Stress testing of liquidity

AlFs managed by AIFMs commit to a liquidation policy, taking into
account underlying investments

Monthly / quarterly redemptions may require stricter liquidity
policies

Appoint independent valuator — annually or at redemption
frequency, more onerous than for UCITS, disclosure, acceptable
third countries



Appointment of Depositary
Must be EU credit institution

Sub-delegation only to other depositary in same jurisdiction as
AlF, subject to prudential regulation, effective supervision and
anti-money laundering standards as in the EU, cooperation
agreement between jurisdiction and Home Member state of AIFM

Sub-delegation does not effect Depositary’s liability

Liquidity management systems of AlF and underlying investments



Restrictions on Delegation
Prior approval of Home State regulator

Delegation of Portfolio Management, Risk Management only to
other authorised AlIFMs

Ongoing monitoring obligations
Strict rules on conflicts of interests
Does not effect AIFM’s liability

Certain administrative functions may only be delegated outside
EU if subject to effective regulation and cooperation agreement in
place



Other

Rules on Annual Reports of the AlFs — submitted to regulator of
AIFM, implementing measure on content

Information to investors — investment strategy, objectives, liquidity
management, redemption policies

AlFs incorporation documents to disclose preferential treatment to
some investors, AlFs having controlling interests

AlIFM to report to regulator on the AlF
Detailed rules on management of Leveraged AlFs

Detailed rules on Passporting & Marketing



Implications for non-EU Funds

Controversial 3-year gate making it difficult for non-EU AIFMs
to market AlFs in the EU

Non-EU AIFM must apply for authorisation from Member State

Non-EU country must have equivalent prudential regulation
and on-going supervision as under Directive

Tax and cooperation agreement between non-EU country and
Member State

EU AIFMs can only market non-EU AlFs if there is agreement
on effective exchange of information on tax matters



Swedish Compromise

Member States can allow AIFMs to market some types of
AlFs to retail investors

Member States can allow marketing of non-EU AlFs to
professional investors, with possibility of marketing under
passport in 3 years

EU AIFM may only manage non-EU AIF from a jurisdiction
that meets IOSCO standard and cooperation agreement
with relevant regulators

Remuneration policies and practices similar to those for
banks



“The Chinese use two
brush strokes to

write the word

‘crisis’. One brush
stroke stands for
danger; the other

for opportunity.

In a crisis, be

aware of the danger,
but recognize the
opportunity”.






