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1. INTRODUCTION TO THE INTERNATIONAL REGULATION OF FINANCIAL INSTITUTIONS 
BY MEANS OF MINIMUM CAPITAL REQUIREMENTS AND THE SINGLE MARKET FOR 
FINANCIAL INSTITUTIONS IN THE EU 

1.1. The international regulation of financial institutions by means of minimum 
capital requirements 

Credit institutions and investment firms (collectively ‘financial institutions’) play a crucial 
role in the efficient functioning of the economy and their activities support the material and 
social wellbeing of citizens. They are risk-focused entities and subject to the risk of failure. 
Such failures can result in significant negative impact – both on the economy and on the 
wellbeing of large numbers of individual citizens. The costs of failure are, from the 
perspective of financial institutions, an external cost. A key purpose of the regulation of 
financial institutions is to achieve the internalisation of such costs and to ensure that financial 
institutions operate at a level of soundness which, while not excluding the risk of failure, 
represents an appropriate standard having regard to its social costs. 

In the course of the last 25 years regulation of financial institutions has seen a progressive 
reduction in structural regulation1 and a progressive adoption of tools of prudential 
regulation2. The main reason for this is that the costs for society implied by a lack of 
competition due to structural regulation have induced policymakers to introduce new 
(prudential) regulatory tools which are compatible with a higher degree of competition 
between banks. 

The prudential regulatory tool which has gradually come to dominate in the international 
scenario to limit the risks taken by financial institutions when they select and monitor 
investments and more generally engage in risk-taking activities are minimum capital 
requirements (MCR), which are minimum levels of capital a financial institution must satisfy 
having regard to the risks to which it is exposed. Minimum capital requirements are designed 
to ensure that financial institutions have sufficient resources of their own to absorb the losses 
which it can reasonably be envisaged may arise as a result of their risk-taking activities and, 
in a worst case scenario, that they have sufficient resources for an orderly wind-down of the 
institution in case of failure. They form part of a broader policy mix in which other key 
aspects are the development of appropriate risk monitoring and evaluation functions in 
financial institutions and the supervision by competent authorities of financial institutions on 
an ongoing basis. 

MCR have become a central tool of financial institutions prudential regulation with the 
agreement by the Basel Committee on Banking Supervision3 of the so-called Basel Accord in 

                                                 
1 Structural regulation tools are those by which regulators model directly the structure and the behaviour 

of supervised entities. Examples of structural regulation are the central planning of branches and the 
imposition of limits on the remuneration of deposits. 

2 Examples of prudential regulation are minimum capital requirements, limits to large exposures, quality 
controls and processes. 

3 The Basel Committee on Banking Supervision was established by the central bank Governors of the 
Group of Ten (G-10) countries. For further information, see further section 4.1. 
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1988, also referred to as Basel I. This accord led to the adoption of minimum capital 
requirements across over 100 countries.4 

The agreement of the Basel I Accord was broadly contemporaneous to the adoption of key EU 
directives in the field of prudential regulation of credit institutions. The Council Directive 
89/299/EEC of 17 April 1989 on the own funds of credit institutions (Own Funds Directive) 
harmonized the definitions of own funds for all credit institutions in the EU to ensure the 
comparability of capital needed to comply with minimum capital requirements of EU credit 
institutions. The Council Directive 89/647/EEC of 18 December 1989 on a solvency ratio for 
credit institutions (Solvency Ratio Directive) implemented by means of law the contents of 
the Basel I Accord to the banking system of the European Union, harmonizing minimum 
capital requirements for credit institutions in the EU given the definitions laid down in the 
Own Funds Directive. These directives have, with others, been consolidated in the Directive 
2000/12/EC of the European Parliament and of the Council of 20 March 2000 relating to the 
taking up and pursuit of the business of credit institutions (Consolidated Banking Directive - 
CBD). 

The directives mentioned above addressed credit institutions’ risks arising from their credit-
granting activities. The Council Directive 93/6/EEC of 15 March 1993 on the capital 
adequacy of investments firms and credit institutions (Capital Adequacy Directive - CAD) 
extended the framework to a further key set of risks – those arising from institutions trading 
activities (known as ‘market risks’). The CAD also extended both the credit risk and market 
risk rules to investment firms.  

1.2. The single market for financial institutions in the EU and the FSAP 

The European Institutions have since the beginning of the 80s favoured an increase in 
competition in financial services by means of the creation of an integrated internal and single 
market for financial institutions. An important spur for this policy came from the Cecchini 
Report, a study commissioned by the European Commission from Price Waterhouse, which 
was asked to estimate the advantages coming from completion of the single market in 1992. 
The Report indicated that about one third of the advantages which could be expected from the 
completion of the Single Market could come from the integration of the European financial 
and banking system. 

The Second Council Directive 89/646/EEC of 15 December 1989 on the coordination of laws, 
regulations and administrative provisions relating to the taking up and pursuit of the business 
of credit institutions introduced the principle of the single licence for credit institutions in the 
EU. This principle was the cornerstone of the strategy for liberalising banking services in the 
EU, as it allowed the free provision of banking services eliminating the need to obtain a local 
banking charter from host country supervisors for branches and products permitted in the 
home country. 

In the attempt to finalise the process leading to a single market for financial services started 
during the 80s, the European Council instructed the Commission to prepare a policy 
framework for financial services at its meeting in Cardiff in 1998. A series of policy 
objectives and specific measures to improve the Single Market for financial services over the 

                                                 
4 While formally agreed by the authorities of the G-10 group of industrialised countries for application to 

internationally active banks, the 1988 Basel I Accord has been applied throughout the world to banks of 
all sizes and levels of complexity. 
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following five years was outlined in an Action Plan adopted by the European Commission on 
11 May 19995. The Action Plan suggested indicative priorities and time-scales for legislative 
and other measures to tackle three strategic objectives, namely ensuring a Single Market for 
wholesale financial services, open and secure retail markets and state-of-the-art prudential 
rules and supervision. 

Under strategic objective 3, state-of-the-art prudential rules and supervision, it is indicated 
that urgent headway had to be made in particular in order to: 

• Eliminate any lacunae in the EU prudential framework, arising from new forms of 
financial business or globalisation, as a matter of utmost urgency. 

• Set rigorous and appropriate standards so that the EU banking sector can successfully 
manage intensification of competitive pressures. 

• Contribute to the development of EU supervisory structures which can sustain stability and 
confidence in an era of changing market structures and globalisation. 

• Develop a regulatory and supervisory approach which will serve as the basis for successful 
enlargement. 

• Enable the EU to assume a key role in setting high global standards for regulation and 
supervision, including financial conglomerates. 

Within these objectives, one of the actions of the Financial Services Action Plan (FSAP) was 
identified as amending the directives governing the capital framework for banks and 
investment firms. 

2. THE NEED FOR REVISED PRUDENTIAL STANDARDS IN THE EU  

2.1. The main shortcomings of the existing framework 

One essential aspect of financial regulation are prudent capital adequacy provisions which 
aim to ensure that credit institutions and investment firms hold capital that is proportionate to 
the nature and scale of the risks that they undertake. It has been mentioned in the previous 
section that the existing EU capital framework is mainly based on the CBD and the CAD. 
These directives have made a significant contribution to the establishment of the single 
market and to high prudential standards.6 However, a number of shortcomings with respect to 
the present capital regime have been identified. 

• 1. Crude estimates of banks’ credit risks: Capital rules are based on a technique known as 
‘risk weighting’. This means that an exposure is assigned a risk weight – e.g. 10%, 20%, 
50%, 100% - depending upon the perceived level of risk. This percentage is then applied to 

                                                 
5 The Financial Services: Implementing the framework for financial markets: Action Plan, COM(1999) 

232 can be found on http://europa.eu.int/comm/internal_market/en/finances/actionplan/index.htm. 
6 Present EU MCR for credit risk are closely modelled on the Basel I Accord of 1988. Thorough research 

by the Basel Committee pointed out how data on the capital ratios of G-10 banks indicate that the 
introduction of the Basel Accord was followed by an increase in risk-weighted capital ratios in a 
number of countries. The average ratio of capital to risk-weighted assets of major banks in the G-10 
rose from 9.3% in 1988 to 11.2% in 1996. 
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the amount of the exposure to produce a ‘risk weighted exposure amount’. The ultimate 
capital charge is 8% of this risk weighted exposure amount. However, the current risk 
weighting of assets results in an extremely crude measure of economic risk, primarily 
because degrees of credit risk exposure are not sufficiently calibrated as to adequately 
differentiate between borrowers' different default risks. There are for example only six 
different ‘risk weight buckets’. For this reason, the actual structure of MCR impose on 
credit institutions a suboptimal financial structure and is in danger of falling into disrepute. 

• 2. Scope for capital arbitrage: The crude risk weight buckets in the current rules create a 
significant mismatch between financial institutions’ own mode of allocation of capital to 
risks and the minimum capital they have to hold in virtue of regulation. Increasingly, 
innovations in the market have enabled financial institutions from a variety of countries to 
make use of techniques to effectively arbitrage between these differences, with a resulting 
increase in levels of risk relative to minimum capital requirements levels. One technique 
considered to be a potential vehicle for this is securitisation, although it should be 
emphasised that other factors different from capital arbitrage are very important drivers 
behind securitisation. 

• 3. Lack of recognition of effective risk mitigation: The present framework does not provide 
appropriate levels of recognition for risk mitigation techniques. This means that the 
recognition of collateral, guarantees and credit derivatives is at the moment unduly limited. 

• 4. Incompleteness of the risks covered by current MCR: The present prudential framework 
is focused largely on credit risks and market risks. However, there is a range of other risks, 
including in particular operational risk, which currently are not subject to any explicit 
capital charge. Operational risk is a significant risk faced by financial institutions the 
explicit inclusion of which in capital requirements rules is necessary to reinforce the 
stability and soundness of the financial system. 

• 5. Lack of incentives for banks to develop improved internal risk management functions: 
The capital requirements rules of the existing framework, being based on crude risk 
indicators, do not encourage financial institutions to develop and improve their processes 
and techniques for the measurement and management of risks. 

• 6. Absence of a harmonised supervision requirement: The current rules omit entirely a key 
aspect necessary to achieve adequate levels of capitalisation. That is the requirement that 
supervisory authorities evaluate the actual risk profile of credit institutions to satisfy 
themselves that adequate capital is held having regard to that risk profile. 

• 7. Absence of an adequate supervisory cooperation requirement: In an increasingly cross-
border EU market it is necessary for both the proportionality of regulatory and supervisory 
burdens on institutions and for the competitiveness of the EU financial services sector that 
Member State supervisory authorities cooperate effectively with each other in the 
supervision of cross-border groups. The current rules need to be improved to produce the 
levels of cooperation in this regard necessary to the effective functioning of the EU internal 
market in financial services. 

• 8. Absence of proper market disclosures: The CBD and the CAD do not facilitate effective 
market discipline as a lever to strengthen the safety and soundness of the financial system. 
Effective market discipline requires reliable and timely information that enables market 
participants to make well-founded risk assessments. 
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• 9. Lack of flexibility in the regulatory framework: The current capital adequacy regulatory 
system in the EU lacks the flexibility needed to keep pace with rapid developments in 
financial markets and risk management practices, and with improvements in regulatory and 
supervisory tools. 

2.2. What would happen under a “no policy change” scenario? 

In light of the above, it is clear that there is a pressing need for the modernisation of the 
harmonised rules on the regulation of credit institutions and investment firms. There is wide 
and strong consensual view that the present situation is unsustainable, given that the present 
directives fail to capture the full extent or nature of the risks that some institutions are 
undertaking; that new risk management techniques are not actively encouraged or recognised; 
and that the framework may even lead to a misallocation of resources or significant capital 
arbitrage. 

In the absence of a revision of the present regime for capital requirements in Europe: 

• financial institutions’ activities would keep being imposed a misallocation of resources 
and/or a suboptimal financial structure; 

• capital requirements and risks would continue to be misaligned resulting in limited 
effectiveness of the rules on MCR;  

• significant capital arbitrage would continue and would increase, with likely serious 
consequences to the economic and social objectives at which prudential regulation is 
aimed; 

• the full extent or nature of the risks that some financial institutions are undertaking would 
keep not being captured by the present requirements; 

• the most sophisticated and most effective risk management techniques would not be 
actively encouraged or recognised; 

• financial services groups operating in more than one Member State would continue to be 
subject to disproportionate burdens resulting from multiple layers of regulation and 
supervision; 

• market forces would keep not being leveraged to strengthen the safety and the soundness 
of the financial system; 

• the EU would be unable to benefit appropriately from future developments in financial 
markets and in institutions’ risk management practices or from improvements in regulatory 
or supervisory tools, given the difficulty in speedily updating the current EU regulatory 
framework; 

• in view of the proposed global implementation of the new Basel Accord at end-2006 
(referred to as ‘Basel 2’, see section 4.1), the EU financial services sector would be 
significantly disadvantaged as compared with its overseas competitors. 
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3. THE MAIN POLICY OBJECTIVES 

Having considered the current shortcomings affecting the EU regulatory capital regime (see 
section 2) and after wide-ranging consultations with Member States and interested parties (see 
section 8), the Commission services formulated the following guiding objectives for the work 
on capital adequacy. 

3.1. Objective 1: Provide the EU with a state-of-the-art prudential standards 
framework to increase the soundness and the stability of the EU financial 
system 

EU regulatory safeguards need to keep pace with new sources of financial risk and state-of 
the-art supervisory practice in order to contain systemic or institutional risk. The highest 
standards of prudential regulation of capital adequacy are essential for both financial stability 
and the smooth functioning of the internal market for financial services. The European Union 
has to make sure that these standards: 

• are kept up to date with market developments; 

• accurately reflect the risks run by banks and investment firms operating within the EU; 

• ensure no deterioration in the overall levels of capital; 

• achieve appropriate consistency with the international framework on capital requirements; 

• take account of the specific features of the EU context. 

Such overall objective has been, on the basis of the shortcomings existing in the present 
framework, been specified more in detail in the following: 

Sub-objective 1: ensure that the economic risk of financial transactions is better captured by 
capital charges and address the first shortcoming of the existing situation which allows only 
crude estimates of institutions’ risks; 

Sub-objective 2: prevent capital arbitrage practices by financial institutions addressing the 
second shortcoming of the existing situation which gives scope for circumventing capital 
adequacy rules; 

Sub-objective 3: introduce in capital regulation an adequate recognition of risk mitigation 
techniques and address the third shortcoming of the existing situation where such recognition 
lacks almost completely; 

Sub-objective 4: ensure that the full range of risks of banks are captured by the capital 
adequacy framework and address the fourth shortcoming of the existing situation which 
presents an important incompleteness in the risks covered by minimum capital requirements; 

Sub-objective 5: provide incentives for the development of internal risk management 
functions and address the fifth shortcoming of the existing situation where such incentives 
lack almost completely; 
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Sub-objective 6: ensure that supervisory authorities evaluate the actual risk profile of credit 
institutions to satisfy themselves that adequate capital is held having regard to that risk 
profile; 

Sub-objective 7: ensure that Member State supervisory authorities cooperate effectively with 
each other in the supervision of cross-border groups; 

Sub-objective 8: leverage on market forces to strengthen the safety and soundness of the 
banking system and address the shortcoming of the present situation where proper market 
disclosures are almost absent; 

Sub-objective 9: allow European credit institutions and investment firms to respond quickly to 
market change by introducing elements of flexibility in the EU capital adequacy regulatory 
framework. 

3.2. Objective 2: Provide a proportionate capital treatment 

The new capital requirements framework should be proportionate and recognise the variations 
in risks arising from the context in which exposures to different types of borrowers are 
incurred. In particular, recognition should be given to the reduction in risks stemming from 
situations where the credit institution has a large number of relatively small exposures to 
separate counterparties. This occurs particularly in the context of lending to consumers and to 
small- or medium-sized entities. Recognition of this effect in the capital requirements rules 
will provide a proportionate and prudentially sound treatment of exposures to such 
counterparties. 

3.3. Objective 3: Provide an appropriate treatment for investment firms and 
investment services 

In order to maintain and enhance a level playing field in the single market, the new capital 
requirements regime must apply in the EU to both credit institutions and investment firms, as 
ensuring an equal treatment of these institutions is a major policy concern. At the same time, 
the Commission believe that EU rules need to be proportionate and to take fully into account 
the ‘biodiversity’ of different financial institutions. This requires appropriate adaptation of the 
general rules. 

4. THE MAIN POLICY OPTION TO REACH THE OBJECTIVES 

4.1. The importance of the Basel process 

The Basel Committee on Banking Supervision was established by the central bank Governors 
of the Group of Ten (G-10) countries. It consists of representatives of the central bank, and of 
the authority responsible for prudential supervision of banks where this is not the central 
bank, from the following countries: Belgium, Canada, France, Germany, Italy, Japan, 
Luxembourg, the Netherlands, Spain, Sweden, Switzerland, the United Kingdom and the 
United States. The European Commission, along with the European Central Bank, is an 
observer at the Committee and participates in the task forces and working groups focused on 
the capital review. 

The importance of the Basel Committee rises in the context of how the globalisation of 
financial activity makes it essential that there is a global approach to prudential standards. 
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Without such a global approach there would be in fact the twin dangers of competition in 
laxity and regulatory arbitrage. Competition in laxity occurs when jurisdictions consciously 
lower regulatory prudential requirements to attract business. And regulatory arbitrage is the 
other side of this coin - the search by financial institutions for jurisdictions in which the 
burden of prudential regulation is lightest. 

In the absence of a single world financial authority, with powers to set and enforce prudential 
regulations worldwide, the Basel Committee on Banking Supervision has emerged as the 
standard-setting body in which prudential standards are agreed by supervisors in the most 
advanced jurisdictions, while broader adoption is encouraged by peer pressure and market 
forces. 

The existence of an international framework governing regulatory capital requirements has 
brought and will continue to bring significant benefits to the global economy as a whole. In 
particular, the new Basel II Accord will be a central contribution to a sound and stable global 
financial system, enhancing the resilience of the banking system in the face of adverse events. 
It will facilitate an international level playing field which will help prevent the benefits of 
competition from being undermined by regulatory arbitrage. And it will promote the 
efficiencies that result from having similar prudential standards in force throughout the world. 

4.2. The three main options available to the EU 

Having the context of the Basel process described above in the background, there are three 
main options available to the Commission in order to achieve the three aforementioned policy 
objectives. 

4.2.1. The “Basel only” option 

In the “Basel only” option, no action is taken at the EU level to revise the existing prudential 
standards framework and banks apply voluntarily the new Basel II accord on the basis of 
indications by their regulator and / or supervisor. At the same time banks would continue to 
apply the EU framework derived from Basel I as prescribed in the CBD and in the CAD. 

This option has the benefit of minimizing the workload for EU institutions, but creates a 
series of very undesirable consequences. First, it does not promote financial stability in the 
EU as it does not foster the adoption by banks of the most advanced risk management and 
control methods. Second, it obliges de facto banks acting at the international level to apply a 
double set of prudential standards, with an important additional regulatory burden. Third, it 
does not respond to the development of globally agreed prudential standards among 
supervisors which reflect EU needs and perspectives. Fourth, it puts EU financial institutions 
at a competitive disadvantage vis à vis their international competitors as they would not be 
able to benefit from any reduction in capital requirements deriving from the new set of rules. 

For the above reasons the “Basel only” option has not been retained by the Commission 
services as a possible working method in developing the new prudential standards framework. 

4.2.2. The “EU only” option 

In the “EU only” option, action is taken at the EU level without a close link with the work 
done by the Basel Committee. The results of the discussions at the EU level would be 
translated into a new EU prudential framework. 
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This option presents the theoretical advantage of developing a framework tailored on the 
specificities of the EU financial system, and of ensuring a fully-fledged discussion at all 
moments of the development of the new rules with all Member States. However, it also 
presents a series of very serious drawbacks. First, it duplicates the work by EU regulators and 
supervisors involved in the Basel process. Second, it leads to the creation of double prudential 
standards for EU banks acting at the international level which would be subject to two 
completely different sets of rules: those imposed in the EU and those agreed by supervisors in 
Basel. Third, it does not allow the creation of a level playing field between the EU and the 
other major actors of the global financial system, such as the US, Japan and Canada. 

For the above reasons the “EU only” option has not been retained by the Commission services 
as a possible working method in developing the new capital requirements framework. 

4.2.3. The “Basel and EU” option 

In the “Basel and EU” option, action is taken at the EU level in parallel with the Basel 
process. Discussions are held at the same time in Basel and in the EU. While the new rules on 
capital adequacy are agreed by supervisors in Basel, at the same time the development of the 
discussions is presented in the EU to all Member States so that EU interests and points of 
convergence can be identified on specific issues and agreed if possible in Basel. If however 
the EU presents the need to pursue a line which can not be agreed in Basel on selected topics, 
such a line can still be pursued in the EU. 

This option has the disadvantage of particularly heavy procedures to make sure that all 
Member States are informed of the discussions in Basel. It has also the disadvantage that not 
all Member States are present at the negotiations in Basel. It presents however a series of very 
important advantages. First, it allows the creation – except for specific topics – of a globally 
agreed prudential framework which ensures a worldwide level playing field in the financial 
system. Second, it allows the EU to benefit from the discussions in Basel without the need to 
replicate an important amount of technical work in order to ensure that the EU financial 
institutions are subject to a state-of-the-art prudential framework. Third, it allows the EU to 
influence the Basel process and to arrive at the creation of a broadly single prudential 
framework (in Basel and in the EU) for European financial institutions with an important 
limitation in the regulatory burdens they have to sustain. Fourth, it provides the EU with a 
sufficiently flexible framework for necessary departures from the Basel agreed solutions 
whenever strong EU reasons require doing so. 

For the above reasons the “Basel and EU” option has been retained by the Commission 
services as the only possible working method in developing the new capital requirements 
framework. 

4.3. The chosen approach: a EU legislative approach applicable to all EU credit 
institutions and investment firms parallel to the Basel process with specific 
departures where needed 

4.3.1. Parallelism with Basel and specific departures 

In view of the above considerations regarding the three main working options available to the 
EU, the Commission services have - with the support of industry and the competent 
authorities (finance ministers and supervisors) in the Member States - adopted the working 
principle that the EU capital adequacy framework should be revised in a manner that is 
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consistent with the new Basel II Accord, but appropriately differentiated where necessary to 
take account of specificities of the EU context. 

In addition to the prudential implications, failure to reflect the new Basel II Accord in the 
legislative framework within the EU would have the potential to undermine the competitive 
position of EU financial institutions in the global market place, with significant implications 
for EU economy and society. 

At the same time, there are a number of highly significant specificities of the European 
context which had to be fully taken into account and reflected in the design of the new 
framework. Among those, the most evident ones are the need to adopt a legislative approach 
and to apply the new capital adequacy rules across all types of EU financial institutions. 

4.3.2. A legislative approach at the EU level 

The Basel Committee does not possess any formal supranational supervisory authority, and its 
conclusions do not, and were never intended to, have legal force. Rather, it formulates broad 
prudential standards and guidelines and recommends statements of best practice in the 
expectation that individual authorities will take steps to implement them through detailed 
arrangements - statutory or otherwise - which are best suited to their own national systems. 

An ordered and effective functioning of the EU internal market for financial services requires 
however that, from a prudential standards point of view, there are no impediments to the 
freedom of establishment of banks and investment firms in other Member States, and to the 
provision of financial services on a cross-border basis. This has been achieved (see sections 
1.1 and 1.2) by means of a minimum harmonization of prudential standards at EU level 
obtained by means of directives (integrated in the CBD and the CAD) which allow the 
necessary flexibility at country level for adaptation to the specificities of the various national 
financial sectors. 

This situation has implied the need to amend the existing CBD and CAD in order to reflect 
the new rules on capital adequacy. Alternative solutions would not have been compatible with 
an ordered and effective functioning of the EU internal market for financial services, and with 
the chosen working principle of parallelism with Basel with specific departures to reflect EU-
interests. 

4.3.3. An application to all credit institutions and investment firms 

The application of the same prudential standards to all entities engaging in financial activities 
allows an effective functioning of the internal market as it creates a level playing field among 
different types of competing financial institutions. 

Credit institutions and investment firms compete on the same markets when they provide 
investment services to consumers and engage in trading activities. For this reason, both types 
of institutions are subject to the same prudential requirements related to investment services, 
and in particular to the same requirements for market risk as specified in Directive 93/6/EC. 

In order to maintain a proper and effective functioning of the EU internal market, the 
Commission proposal maintains this basic principle, except where appropriate differentiation 
in treatment is needed due to the specific differences that exist between the various types of 
institutions (see section 5.3) 
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5. MAIN POLICY TOOLS TO REACH THE OBJECTIVES 

The purpose of this section is to present in appropriate detail the general policy tools which 
have been chosen in order to achieve the policy objective presented above (see section 3). 

Given the vast complexity and the deep technical level of the solutions, it is here 
impracticable to go into the full detail of all the technical choices which have been discussed 
and refined with the contribution of competent supervisory authorities during more than five 
years of work. 

It is instead possible to provide a broad outline of the retained solutions in view of the policy 
objectives presented earlier, and to stress the specific areas in which the Commission supports 
the outcome of the Basel discussion or has instead decided, after consultation with the 
Member States, to develop alternative solutions tailored to the EU specificities. 

5.1. Achieving objective 1 (state of the art of prudential standards) 

In very general terms and in view of the first objective, the Commission services are 
supportive of the overall design of the proposed new Basel II Accord, and in particular of the 
fact that it is conceived to be suitable to financial institutions of all sizes and levels of 
complexity by means of the offer it provides of a entire range of methods for the calculation 
of capital requirements of different levels of precision and complexity. This, in the 
Commission services view, represents a design which makes the new Basel II Accord a highly 
suitable basis for the new capital adequacy framework in the EU.  

The calibration of the new Basel II Accord is the second key aspect of the support that the 
Commission services have for the new Basel II Accord. In particular, Commission services 
strongly support the objective of the Basel Committee to calibrate the new regime so that 
minimum capital requirements for ‘Standardised’ Approach banks remain on average, after 
taking into account the new operational risk charge, the same as under the 1988 Accord. As 
proposed by the Basel Committee, in terms of capital requirements there should be 
appropriate incentives for institutions moving to the more advanced approaches. 

5.1.1. Achieving sub-objective 1: enhance risk sensitivity in capital requirements 
introducing the SA and IRB approaches 

Given the diversity of institutions to which the framework will apply and the desirability of 
providing appropriate incentives for institutions to improve their risk measurement and 
management, two possible strategies have been considered, in parallel with the Basel process, 
to ensure that the economic risk of financial transactions is better captured by capital charges. 
These are an approach based on institutions' internal credit assessment systems and a revision 
of the standardised credit risk weighting scheme. 

The revised ‘Standardised’ Approach 

The revised ‘Standardised’ Approach is modelled quite closely on the existing credit risk 
framework, with risk weights determined by the allocation of assets and off-balance sheet 
items to a limited number of risk buckets. The risk sensitivity of this approach has however 
been enhanced by an increase in the number of exposure classes and risk buckets, and the use 
of credit rating agencies’ ratings to assign risk weights where these are available (‘external 
ratings’).  
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A new risk weight is proposed for non-mortgage retail items. This will be 75% as compared 
with 100% currently. Similarly it is proposed that the risk weight for residential mortgage 
loans be reduced from 50% to 35%. The Commission services consider that these risk weights 
represent the appropriate ones for lending of this kind.  

It is proposed to introduce a 150% risk weight for assets which are 90 days past due (100% 
for residential mortgage loans 90 days past due). 

The approach represents a highly appropriate approach for those institutions in the EU which 
do not seek approval for the use of the more sophisticated internal ratings based approach (see 
below). On the one hand, the proposals do not represent a significant increase in levels of 
complexity as compared with the current framework. On the other, they introduce a degree of 
risk sensitivity which represents a welcome improvement as compared with the existing rules. 

The IRB approach 

The proposed Internal Ratings Based (IRB) framework represents an appropriate balance 
between soundness and prudence on the one hand and a level of complexity which ensures 
applicability to a wide range of EU institutions on the other. It represents a significant 
development in the calculation of credit risk capital requirements. Subject to a key framework 
of requirements ensuring the soundness of estimates, institutions are permitted to provide their 
own estimates of the risk parameters inherent in their different credit risk exposures. 

A key component of the IRB framework is the availability of a ‘Foundation’ Approach 
(FIRB). This allows institutions to make use of their own estimates of probability of default, 
while using regulatorily prescribed values for other risk components.7 The Commission 
services consider that this ‘middle’ approach will be attractive to and suitable for a large 
number of institutions within the EU. 

Regarding the IRB rules for retail exposures, it is proposed to have only one IRB modality: 
the ‘Advanced’ Approach. Given the significantly greater levels of data which are available to 
institutions for the retail portfolio as compared with other exposure classes, the Commission 
services consider that this represents an appropriate approach which should be achievable by 
institutions which are able to comply with the requirements of the ‘Foundation’ Approach for 
other exposure classes.  

The proposal contains specific EU provisions providing for the use by institutions of pooled 
data in the estimation of risk parameter values. This is subject to requirements as to the 
comparability and consistency of the rating systems and criteria used by other institutions in 
the pool. This will allow many smaller institutions to apply a more risk sensitive approach to 
calculating regulatory capital requirements where the size of the institution’s own portfolios 
would in themselves provide insufficient data to comply with the minimum requirements for 
the estimation of risk parameters. The Commission services consider these provisions very 
important in the EU context. 

The proposed ‘roll-out’ rules provide flexibility for institutions to move different business 
lines and exposure classes during a reasonable timeframe to the ‘Foundation’ or the 
‘Advanced’ IRB Approach. 

                                                 
7 Institutions using the ‘Advanced’ Approach (AIRB) will need to provide their own values for all risk 

components. 
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The proposed new framework also allows partial use for non-material exposure classes and 
business lines, i.e. capital requirements for these exposures can be calculated permanently 
according to the rules of the revised ‘Standardised’ Approach even if an institution uses the 
IRB Approach for calculating minimum capital requirements for other exposure classes.  

Furthermore, and significantly, the proposed EU framework recognises specifically that for 
small institutions with a limited number of sovereigns or institutions as counterparties, the 
requirement to develop a rating system for this kind of counterparty is potentially very 
burdensome. Therefore a permanent partial use for these exposure classes is proposed even in 
cases where institutions exposures to such counterparts are material. 

To facilitate the commencement of the new IRB framework it is proposed, in line with the 
Basel rules, to include transitional provisions which will allow for a limited period the 
relaxation of a number of proposed requirements that institutions will need to comply with to 
use the IRB Approach. Especially important in this context is the initial proposed relaxation in 
the data requirements for the estimation of probability of default from five years data to two 
years (increasing by one year during each of the first three years of the new regime). 

All of these provisions in the new rules will encourage institutions to apply for greater risk 
sensitivity in their business. 

5.1.2. Achieving Sub-objective 2: reduction in capital arbitrage and introduction of a new 
approach on securitisation 

The introduction of significantly enhanced risk-sensitivity as described in the previous 
paragraphs together with the closer alignment of the methodologies for calculating capital 
requirements with the methodologies of institutions for the measurement of their risks and the 
allocation of economic capital means that both the incentives and opportunities for capital 
arbitrage are significantly reduced. 

In particular, for the first time a harmonised set of rules for capital requirements in relation to 
institutions’ securitisation activities and investments has been introduced. This framework is 
designed to incorporate high-levels of risk-sensitivity. This will provide a very significantly 
improved capital requirements framework for such transactions – allowing institutions to take 
advantage of the funding, balance-sheet management and other advantages that such 
transactions can deliver. It will also result in a reduction in the extent to which securitisation 
might have been perceived as a tool for capital arbitrage purposes. 

5.1.3. Achieving Sub-Objective 3: significantly enhanced recognition of credit risk 
mitigation  

There is general agreement among supervisors that there is at present an insufficient 
recognition of sound risk management practices in the area of credit risk mitigation. The new 
framework seeks to identify the issues which are common to mitigation techniques and design 
an approach that would treat common underlying risks or economic effects in a consistent 
manner. While individual products or techniques might require some further specific tailoring, 
an advantage of this strategy is its perceived ability to adapt to continued innovation in this 
field.  

Within a framework of prudential soundness, institutions stand to gain from the significant 
advances in the recognition of techniques of credit risk mitigation which are incorporated into 
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the proposed new capital adequacy framework. These include the recognition of a 
significantly wider range of collateral and guarantee / credit derivative providers than is the 
case under the existing regime. Under the IRB Approach, it is proposed also to give a 
prudentially appropriate level of recognition to financial receivables and physical collateral. 

Alternative methodologies are made available so that institutions have the opportunity to 
choose methods of different levels of complexity. For example, in relation to the recognition 
of the risk-reducing effects of financial collateral, institutions may choose the Simple Method 
– which is based on an easy-to-use ‘risk weight substitution’ approach; or they may opt for 
the Comprehensive Method – which involves the application of volatility adjustments to the 
value of the collateral received. Similarly, in the calculation of volatility adjustments more 
and less complex approaches are made available – a straightforward ‘Supervisory’ approach 
where the amounts of the benchmark volatility adjustments are set out in a table in the draft 
proposed legislation; and a more risk-sensitive ‘Own Estimates’ approach. 

These methodologies and approaches will greatly assist in achieving the sub-objective of 
enhanced recognition of credit risk mitigation. 

5.1.4. Achieving Sub-objective 4: introduction of a requirement on Operational Risk 

Three different methodologies will be available for use by institutions in calculating their 
operational risk capital charge. 

A simple approach based on a single aggregate income indicator will be the Basic Indicator 
Approach (BIA). This approach will provide a capital buffer against operational risk, without 
requiring institutions to develop sophisticated and costly information systems about their 
operational risk exposure. Institutions using the BIA will nevertheless be required to comply 
with a set of basic risk management standards applicable to every institution. 

A more precise approach based on business lines will be the Standardised Approach (STA). 
This approach aims to be more risk-sensitive, as the capital requirement for operational risk 
will be differentiated to reflect the relative riskiness of different business lines. The use of the 
STA will be conditional upon compliance with more developed risk management standards. 
In particular, institutions will be able to map their activities into different business lines, and 
will have a process to identify their exposure to operational risk. This approach is likely to be 
attractive to a large number of smaller / less complex institutions. 

More sophisticated methodologies will be available under the Advanced Measurement 
Approach (AMA). Under this type of approach, institutions will have to be able to generate 
their own measure of operational risk, subject to more demanding risk management standards. 
AMA is expected to be gradually adopted mainly by the large internationally active 
institutions; but could also prove well suited for smaller specialised institutions which have 
developed advanced risk monitoring systems for their main activities. 

An Alternative Standardised Approach will be available to institutions that are predominantly 
active in traditional banking activities (retail and commercial banking), and which can 
demonstrate a double counting between the operational risk charge and the capital 
requirement for credit risk. This variant of the Standardised Approach was developed in the 
light of the impact analysis referred to as QIS3 (see section 6.1.1). 
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Further impact analysis (see section 6.1.4) on investment firms has also identified, under the 
STA, possible double counting between the Trading and Sales business line and the capital 
charge for market risk. A transitional provision is proposed to address this potential double 
counting. This will allow, for firms where Trading and Sales is a large part of their business, a 
reduction in the charge applied to that business line to a level that eliminates the double 
counting. This transitional provision will continue until such time as the detail of the STA can 
be reviewed based on real life experience of the operation of this framework. 

5.1.5. Achieving Sub-objective 5: reinforcement of risk assessment and management 

Capital requirements are not a substitute for sound risk assessment and management. Every 
credit institution and investment firm has to have full awareness and control over its risks 
including, but not limited to, those treated under the minimum capital requirements. 

To support smooth operating conditions at credit institutions and investment firms, the 
existing obligations on organisation have been expanded and enhanced to ensure that robust 
governance arrangements are implemented, effective processes to manage and report risks are 
operated, and adequate internal controls are in place. The board of directors of credit 
institutions and investment firms will have to ensure that duties are effectively segregated in 
the organisation and conflicts of interest are the prevented. It will also be required to approve 
and review the strategies and policies followed by the credit institution or investment firm to 
take up, manage, monitor and mitigate risks, including those related to the macroeconomic 
environment in which the institution operates in relation to the status of the business cycle. 
Further technical provisions will be laid down in relation to the major categories of risk credit 
institutions and investment firms are typically exposed to. 

In order to maximise effectiveness of these requisites, they will apply to credit institutions and 
investment firms individually, and effective interconnections will have to exist within groups. 
However, given the diversity of the institutions covered by provisions, these requirements will 
have to be met on a proportionate basis. 

This organisational infrastructure will permit institutions to maintain an ongoing balance 
between the risks they are exposed to and the capital they hold. This balance, and the 
strategies and processes implemented to continue it, will constitute a key element of the 
constant dialogue which has to exist between every institution and its supervisor concerning 
compliance with requirements on organisation and capitalisation. 

5.1.6. Achieving Sub-objective 6: supervisors to review and evaluate institutions 

To meet this sub-objective, competent authorities will be required to review the compliance 
by the credit institutions and investment firms with the various legal obligations in terms of 
organisation and risk control, and to evaluate the risks actually taken by the institutions. This 
assessment of the situation will have to be used by supervisors to determine whether 
weaknesses exist in the internal controls and capital held to meet risks. 

Supervisors will be provided with a minimum harmonised range of robust legal powers to 
require institutions to address the inadequacies identified. This range will include the 
possibility to oblige credit institutions and investment firms to hold own funds in excess of the 
minimum requirements, to apply a specific provisioning policy, to reinforce the arrangements 
and strategies concerning the take up, management, monitoring and mitigation of risks, and to 
restrict or limit the business, operations or network of the supervised institutions. 
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In line with the principle according to which capital requirements are not a substitute for 
sound risk assessment and management, increased capital requirements will be just one of the 
alternative means available to rectify weaknesses or inadequacies of supervised institutions, to 
be exploited only if alternative measures concerning organisation cannot produce positive 
results in an appropriate timeframe. 

5.1.7. Achieving Sub-objective 7: establishment of increased coordination among national 
supervisors 

The new capital framework introduces approaches which firms will want to apply, and which 
can be applied most effectively, right across a financial group. In addition, the degree of 
cross-border business in the EU is increasing, and there is a trend towards centralisation of 
risk management within cross-border groups. This last trend will only be encouraged by the 
new directive. 

All of these items lead to a need for improved coordination and cooperation amongst national 
supervisory authorities in the EU. Therefore the existing role of the consolidating supervisor, 
which is well established in the banking sector, has been developed further. Every cross-
border group will have a consolidating supervisor, as at present. Certain additional tasks will 
be allocated to this supervisor, on a EU-wide basis. And relevant supervisors will need to 
work together to consider, and decide on, applications from cross-border groups for approval 
of sophisticated models and methodologies under the IRB and AMA approaches mentioned 
earlier. 

5.1.8. Achieving Sub-objective 8: introduction of disclosure to markets 

The disclosure of information by financial institutions to market participants contributes to 
greater financial soundness and stability while at the same time maintaining a level 
competitive playing field and respecting the sensitivity of certain information. 

While the proposed new Basel II Accord will require a minimum semi-annual disclosure 
frequency for banks other than ‘small banks with stable risk profiles’, the Commission 
services propose to require disclosure on a minimum annual basis for the generality of 
institutions - while requiring them to assess whether more frequent disclosure is necessary in 
light of specific criteria. This, in the view of the Commission services, appropriately reflects 
the specific features of the EU context and is conceptually coherent with the approach of the 
Basel Committee. 

5.1.9. Achieving Sub-objective 9: introduction of flexibility in the regulatory framework 

The capital adequacy framework needs to keep pace with market developments, financial 
innovation, and progress in the techniques for the measurement and management of risks. The 
calibration of capital requirements may also need some revision to reflect developments in the 
actual exposure to risks. 

The necessary degree of flexibility is brought by making a distinction between core stable 
elements of principle (in the articles of the directive) and technical rules (in the annexes to the 
directive) that will need adaptations in the short to medium run. 

Whereas any future change to the core principles in the articles will require a co-decision 
procedure, the updates and adaptations to the technical rules will be subject to a comitology 
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procedure. This will be supported by the new committee architecture in banking (see section 
7.2). 

5.2. Achieving objective 2 (providing a proportionate capital treatment) 

Key to EU interests is the need to have MCR which are usefully applicable in a EU economic 
context in which SME-financing plays a crucial role. 

The Commission services believe that the Basel framework provides a prudentially sound 
treatment of SME lending which is nevertheless suitable to the situation of such borrowers. 

Under the ‘Standardised’ Approach, as mentioned previously, a 75% risk weight for retail 
loans is being introduced. Loans to small businesses may be included in this category, subject 
to an aggregate exposure limit per borrower of €1 million. For unrated borrowers not falling 
within the retail asset class, the risk weight remains the same as under the current regime – i.e. 
100%. 

In relation to the IRB Approach, exposures to SMEs falling within the corporate asset class 
will receive a reduction in capital requirements as compared with loans to larger corporates 
based on a firm size-related adjustment to the risk weights. This incremental discount factor 
will start when borrowers have total annual sales of less than €50 million and will increase in 
inverse proportion to the size of the firm. The largest discount - 20% - will be available for 
lending to borrowers with annual sales of €5 million or less. And the average discount will be 
approximately 10%. 

Furthermore, SME loans below an exposure size of €1 million can be treated in the retail 
portfolio. The capital requirement in the retail portfolio is generally lower than in the 
corporate portfolio because empirical evidence suggests that for any given combination of 
risk parameters the contribution to portfolio credit risk for retail and small SME exposures is 
lower than for other exposures.  

Finally, loans to corporates situated in the EU with a turnover as well as total assets for the 
consolidated group below €500 million can be excluded from the explicit maturity adjustment 
(to be replaced by an implicit maturity assumption of 2.5 years) under the IRB ‘Advanced’ 
Approach where the competent authorities opt for such an approach for all institutions 
authorised by them. 

5.3. Achieving objective 3 (appropriate treatment of investment firms) 

With specific regard to investment firms the main issues at stake are: the impact of a new 
capital charge to cover operational risk, the new rules on consolidation, the new rules 
concerning the trading book 

5.3.1. An appropriate capital charge for operational risk 

Investment services are subject to harmonised regulation based on the Investment Services 
Directive (ISD)8 and the CAD. Both credit institutions and investment firms have to comply 
with rules covering not only capital requirements but also conduct of business, segregation of 
clients’ assets, administrative and accounting procedures, internal controls, and so on. 

                                                 
8 Council Directive 93/22/EEC of 10 May 1993 on investment services in the securities field. 
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The Commission services consider that in respect of some specific investment firms / 
investment services business lines a lower calibration of the operational risk charge - as 
compared with the charges currently being proposed in the new Basel II Accord – are justified 
in the EU legislation. This is because the calibration in Basel of these business lines was 
based on data for credit institutions, and not for investment firms. 

In reaching this view the Commission services have had regard to an informal study carried 
out in 2001 in relation to the likely impact of the new operational risk charges on investment 
firms and to the fact that within the EU such services are covered by the customer protection 
requirements and risk management standards of the Investment Services Directive (whether 
they are carried out by credit institutions or investment firms).  

In order to benefit from the alternative operational risk charge, investment firms need to 
comply with a number of specific risk management standards and operational arrangements 
for investment services, as these can play a role in reducing the frequency and severity of 
operational risk losses. 

The proposal consists of the following:  

• a separate treatment for investment firms with a ‘limited licence’, which are perceived to 
be lower risk firms. This will apply to firms that do not carry out trading on their own 
account or underwriting of securities issues on a firm commitment basis. The treatment 
will allow these firms to continue to base their capital requirements on the Expenditure 
Based Requirement (EBR), as at present; 

• a treatment for investment firms which take trading positions only to fulfil client orders or 
because the rules of exchanges or clearing houses require the position to be in their names. 
These firms will face market and credit risk only when problems arise with these 
transactions. Therefore the treatment will require firms to hold capital equal to the EBR 
plus any market and credit risk charges they face. 

5.3.2. A more sound scope of consolidation for investment firms groups 

It is proposed to amend the existing alternative to consolidated capital requirements for 
investment firms groups. It is proposed that this alternative be available only to groups that 
meet a number of stringent specified conditions. It will be required, inter alia, that (i) no credit 
institution is included in the group; (ii) the group engages in a limited range of activities 
which does not include own account dealing or underwriting of issues with firm commitment; 
and (iii) the group is adequately capitalised. In such very limited cases the Commission 
services have considered that the objectives of prudential supervision on a consolidated basis 
can be achieved without imposing consolidation. 

5.3.3. A planned future solution to trading book issues 

Trading business has an important role to play in ensuring the efficiency of financial markets 
and the effective allocation of resources within the EU economy. Appropriate capital charges 
for trading book business contribute to financial stability while not discouraging firms from 
playing this important economic role. 
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The new Basel II Accord will not include a fundamental review of all trading issues, or of all 
issues concerning the management of market risk. But important advances have been made in 
a number of areas. 

A number of changes will be made to the specific risk charges for different types of financial 
instruments, to make these charges more risk sensitive. A specific treatment will also be 
introduced for trading positions in collective investment undertakings. And changes will be 
made to reflect the development of credit derivatives as a separate asset class. 

As part of a ‘next phase’ of work the Basel Committee will undertake further consideration of 
the treatment of counterparty risk for trading transactions. The Commission will participate in 
this important work reflecting the dynamic nature of the new capital requirements framework. 

6. EXPECTED IMPACTS FROM THE IDENTIFIED SOLUTIONS 

6.1. Impact studies 

In section 5, a number of solutions to the major issues presented by the existing situation have 
been presented. This section addresses in short the main thrust of the impacts of the solutions 
described in section 5 from an economic and social point of view.9  

6.1.1. The impact on capital requirements 

Table 1 shows the changes in capital requirements deriving from the new capital adequacy 
framework. 

The new rules will in general reduce capital requirements for EU credit institutions by around 
7% compared to present levels. 

The outcomes for the different approaches are generally in line with objectives – in particular 
that of combining capital neutrality with appropriate incentives for institutions to move 
towards more sophisticated approaches. This is an important achievement of the framework to 
which the Commission attached significant importance. 

Smaller domestic ‘group 2’ banks10 adopting the SA approach will face slightly reduced 
capital charges (-1.07%). 

Larger internationally active ‘group 1’ banks adopting the IRB approach will face 
substantially unchanged capital charges (1.68% if FIRB and -3.85% if AIRB). 

EU ‘group 2’ banks adopting the FIRB approach will face substantially lower capital 
requirements than under the current framework (-25.29% if FIRB and -23.12% if AIRB). 

The results show an incentive to adopt the AIRB approach for large ‘group 1’ banks, with an 
overall decrease of around 5-6% compared to the FIRB approach.11 

                                                 
9 The major impact studies that have been performed are listed in Annex I and are available on the 

Commission’s website at: http://europa.eu.int/comm/internal_market/regcapital/index_en.htm. 
10 Banks have been divided into two groups. 'Group 1' (G1) banks are larger internationally active banks, 

with Tier 1 capital in excess of 3 billion EUR. 'Group 2' (G2) banks are smaller (and generally less-
complex) not internationally active banks. 
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Table 1: Average change in minimum capital requirements - Values In %12 

 SA FIRB AIRB 

1 - EU G1 Institutions 

8.54 

5.65 

1.68 

-3.44 

-3.85 

-5.07 

2 - EU G2 Institutions 

-1.07 

0.82 

-25.29 

-20.93 

-23.12 

-27.12 

4 - All EU Institutions -6.70 

5 – All EU Institutions likely 
to adopt approach in question 

1.92 -8.86 -10.06 

These impact figures are the result a calibration process of the new Accord made of three 
main steps. In fact, after the publication with QIS3 of the impact of a set of rules published in 
the Third Consultation paper and referred to as ‘CP3’ (see section 8.2.5) which constitutes the 
backbone of the final proposals, a specific amendment on the calculation of expected losses 
(EL) and unexpected losses (UL) was introduced by the Basel Committee. This technical 
amendment modified the impact of the proposal (as indicated further in section 6.1.3) in a 
way that was no longer consistent with the main calibration objectives of the new framework. 
For this reason, a recalibration by means of a 1.06 multiplier of IRB formulas has been 
necessary, leading to the final impact figures shown above. 

6.1.2. QIS3 

The Commission services assisted the Basel Committee in its Third Quantitative Impact 
Study (QIS3) exercise for the production of impacts for the European Union (EU) area, and 
for an enlarged area comprising banks from the EU as well as from six additional countries 
(EU+6) including certain new Member States or countries belonging to the European 
Economic Area.13 The results of the QIS3 were published by the Commission on 01.07.2003, 
contemporaneously to the publication of CP3. 

                                                                                                                                                         
11 It is important to recall, however, that differences in results between FIRB and AIRB are partly driven 

by the different samples of banks providing the data and that they should be considered with caution. 
12 Figures in bold represent weighted averages. Figures in italics represent simple averages. Lines 1 and 2 

only reflect the differences in national banking system sizes. Lines 4 and 5 reflect both the differences 
in sizes in national banking systems and a best estimate agreed with national supervisors of which 
approaches institutions will actually choose in each country at the date of implementation. For more 
detailed background on the methodology adopted in producing the weighted average results, a 
Methodological Annex is available on the Commission's website at: 
http://europa.eu.int/comm/internal_market/en/finances/capitaladequacy/index.htm. 

13 The QIS3 exercise is based on consolidated data. As most of the new Member States banking system is 
consolidated in the EU results, they can be considered as generally relevant not only for the EU-15 but 
also for the EU-25 area. The EU+6 results include the minor part of the banking system not already 
consolidated in the EU figures and they should be considered as a confirmation of the EU results. 
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The following key conclusions can be drawn from Table 2, which illustrates the expected 
impacts on European banks of CP3 rules as of 01.07.2003. 

CP3 rules did in general reduce capital requirements for EU banks by around 5% compared to 
present levels, which is around 2% less than in the final proposal. 

While results are in general fully comparable to the impact results of the final proposals, QIS3 
indicated also that the change in capital charges for EU+6 ‘group 2’ banks in the SA was not 
particularly higher than in the EU.14 A moderate increase in capital charges could however be 
registered in new Member States. 

Table 2: Average change in minimum capital requirements according to CP3 rules – Values in 
% 

 SA FIRB AIRB 

1 - EU G1 Institutions 

8.54 

5.65 

1.99 

-3.69 

-3.67 

-5.74 

2 - EU G2 Institutions 

-1.07 

0.82 

-23.75 

-20.18 

-17.00 

-22.45 

3 - EU+6 G2 Institutions 3.09   

4 - All EU Institutions -5.31 

5 – All EU Institutions likely 
to adopt approach in question 

1.92 -6.86 -8.74 

Importantly (see Table 3), QIS3 also showed that the main source of reduction in capital 
requirements is the retail portfolio, which is mostly composed of loans to Small and Medium 
Enterprises (SMEs) below EUR 1 million and residential mortgage loans. This reduction 
reflects the new risk weight functions and compares favourably with the present rules which 
carry retail exposure charges that are felt to be higher than their actual risk. 

                                                 
14 EU+6 impacts are presented only limited to ‘group 2’ banks for the SA. The results for the EU+6 area 

did not show in fact any significant differences from EU results for ‘group 1’ banks in all approaches 
and for ‘group 2’ banks in the FIRB and AIRB approaches. 
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Table 3: Contributions to overall likely change in minimum capital requirements according to 
CP3 rules – Values in % 

4 - All EU Institutions 

Sovereign 1.00 Trading Book 0.12 

Bank 1.20 Specialised Lending 0.74 

Retail (incl. SMEs) -10.99 Equity 1.06 

Corporate non SMEs -3.02 Receivables -0.02 

Corporate SMEs -3.75 Investments Related 
Entities 0.94 

Operational Risk 8.83 General Provisions -1.75 

Securitisation 0.24   

QIS3 also showed that other important sources of decrease in the capital requirements are the 
exposures to corporate non-SME customers and to corporate-SME customers. This means that 
capital requirements for loans to large enterprises and SMEs will be generally no higher - and 
in many cases lower - than at present. 

QIS3 finally showed that Operational risk was the main source of increase in capital 
requirements, even though the capital charge would tend to be lower than the initially targeted 
figure of 12%. 

6.1.3. The Madrid EL-UL decision 

On 10-11 October 2003, the members of the Basel Committee met in Madrid to decide on 
responses to public comments received on the new Basel II Accord. With respect to the 
internal ratings-based IRB treatment of credit losses, the existing proposals called for banks to 
hold enough capital to absorb expected and unexpected credit losses (EL and UL) with a 
particular treatment for provisions. However, in the light of the public comments received on 
CP3, the Committee decided to revisit the issue and to adopt an approach based on 
unexpected losses only (UL). 

Under this modified approach, the measurement of risk-weighted assets (that is, the IRB 
capital requirement) is based solely on the unexpected loss portion of the IRB calculations. 
Additionally, banks compare the IRB measurement of expected losses with the total amount 
of provisions that they have made, including both general and specific provisions. For any 
individual bank, this comparison produces a "shortfall" if the expected loss amount exceeds 
its total amount of provisions or an "excess" if the total provisions exceed the expected loss 
amount. Finally, shortfalls have to be deducted from capital, and excesses have to be added to 
capital with a limit set at 0.60% of Risk Weighted Assets. 

As shown in Table 4, after the EL-UL Madrid decision the new rules would have in general 
reduced capital requirements for EU banks by around 9% compared to present levels. It meant 
a further reduction of around 4% compared to CP3. 
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Table 4: Average change in minimum capital requirements after the EL-UL Madrid Decision 
- Values In % 

 SA FIRB AIRB 

1 - EU G1 Institutions 

8.54 

5.65 

-2.28 

-7.07 

-7.49 

-8.6) 

2 - EU G2 Institutions 

-1.07 

0.82 

-28.36 

--24.00 

-26.50 

-30.11 

4 - All EU Institutions -9.43 

5 – All EU Institutions likely 
to adopt approach in question 

1.92 -12.39 -13.55 

Larger internationally active ‘group 1’ banks adopting the IRB approach would have faced 
moderately reduced and not any more substantially unchanged capital charges (-2.28% if 
FIRB and -7.49% if AIRB).  

EU ‘group 2’ banks adopting the AIRB approach faced lower capital requirements than under 
CP3. The further reduction of requirements for these institutions was around 8-10%. 

EU ‘group 2’ banks adopting the FIRB approach faced substantially lower capital 
requirements than under the current Accord, and around 4-5% less than under CP3. 

6.1.4. The 1.06 multiplier recalibration 

On the basis of the impact results stemming from the EL-UL Madrid Decision, and in 
particular of the consideration that the calibration of the new framework would no longer 
meet its calibration objectives, a recalibration by means of a simple multiplier of 1.06 to be 
inserted in IRB formulas was considered in order to move the impact back broadly to CP3 
levels. This recalibration has led to the final impact figures commented above in section 6.1.1. 

6.1.5. PricewaterhouseCoopers’ Report 

The European Council at its meeting in Barcelona of 15 and 16 March 2002 requested the 
Commission ‘to present a report on the consequences of the Basel deliberations for all sectors 
of the European economy with particular attention to SMEs’. The definitive version of the 
study was delivered by PricewaterhouseCoopers (PWC), the selected contractor, on 13 April 
2004 in line with the timetable set in the contract. 

In the context of a general assessment that, on balance, Basel II will be positive for the EU 
economy and prudential structures, the key conclusions of the study are as follows: 

– EU banks’ capital requirements will decrease up to ± 5% (€ 80-100 billion) and translate 
into an annual increase in profits of up to ±€ 10-12 billion; 
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– Although Basel II is expected to only have a limited effect on pricing of most bank 
lending, there will be extensive behavioural effects: banks will evaluate risk better and take 
more informed lending decisions; 

– The more risk-sensitive behaviour of banks that Basel II will entail is likely to produce in 
the long run to a more efficient allocation of capital in the economy; 

– There will be no negative impact on the availability and cost of finance for SME’s in most 
EU Member States. Fears of negative effects of Basel II on SMEs tend to derive from lack 
of adequate information, and not from the contents of the new capital adequacy regime; 

– There isn’t any automatic disadvantage for smaller banks and any indication that Basel II 
will force M&A’s and consolidation in the banking sector; 

– The decision to cover all banks in the directive will not put EU firms at a competitive 
disadvantage, nor is the US decision to apply on advanced approaches to some 20 big 
banks a significant competitive factor; 

– It is important to monitor that the various areas of national discretion embedded in the new 
framework do not become a source of competitive disadvantages in the EU single market 
for financial services; 

– Implementation costs for EU-banks are not solely driven by Basel and many of these 
investments would have happened anyway, although over a longer period; 

– Basel II procyclicality effects may be less — and less damaging — than the procyclicality 
of the present Basel I Accord. 

PWC notes two areas of concern that merit the Commission’s attention: 

– the treatment of investment firms and in particular the trading book and operational risk 
requirements. PWC concludes that the Commission’s proposals for small firms are 
adequate, but that more work needs to be done on the large firms. After the delivery of the 
study the Commission services have worked closely with the industry and have resolved 
most of the trading book problems and proposed modifications to the operational risk rules 
(see sections 5.3.1 and 5.3.3).; 

– venture capital investments by banks need further consideration. The Commission services 
have worked closely together with the venture capital industry and proposed appropriate 
amendments in the rules to take account of industry concerns as far as they can be justified. 
In particular, analysis provided by the venture capital industry showed that the originally 
proposed capital requirements are correct for single equity investments, but that for 
diversified portfolios risk decreases significantly and therefore the capital requirements 
should be lower. As a consequence, the Commission services have made available 
preferential treatments for venture capital financing, such as a reduction of the LGDs from 
90% to 65% in the IRB Approach. Venture capital industry has shown broad agreement 
and satisfaction with the proposed preferential treatments. 

The study finally looks at the very costly consequences from an economic and social point of 
view of banking crises. As the causes of banking distress and bank failures are numerous, no 
regulatory regime, irrespective of how well founded, is able to eliminate completely the 
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possibility of such events. The new framework, however, should nevertheless help reduce the 
frequency and the costs of such incidents. 

PWC’s study and conclusions confirm the Commission’s own consistent policy messages and 
reflect the enormous efforts that have been made to present sensible and responsible capital 
adequacy rules. 

6.1.6. Investment Firms QIS 

Given the lack of investment firm data included in the Basel exercises, and the intention to 
apply the capital framework to both credit institutions and investment firms in the EU, the 
Commission has carried out a number of separate impact studies on investment firms. 

During early 2003 the Commission coordinated a data-sharing exercise amongst national 
supervisors. This is discussed in the Explanatory Document to the Commission’s CP3, 
published in July 2003.15 The main output from this exercise was the finding that for the large 
majority of ‘limited licence’ firms, the Expenditure Based Requirement (‘EBR’) remained the 
most important element of the MCR, so it was appropriate to move forward with a treatment 
based on EBR. 

Further analysis of this data later in 2003 highlighted that the policy conclusion reached with 
regard to ‘limited licence’ firms was correct,16 but that further work was needed in relation to 
other investment firms.17 A further impact study was carried out early in 2004, specifically to 
look at the expected impact of the new capital framework on other investment firms. This 
impact study led to two separate conclusions: 

• that for firms whose business includes a significant proportion of trading and sales, there is 
the possibility of double counting between the capital requirements for operational risk and 
market risk, if the firm were to use the Standardised Approach for operational risk;18 

• that the introduction of an explicit operational risk charge for investment firms carrying out 
limited activities would lead to substantial capital increases that are not justified by any 
change in the risk profile of the firms. A treatment based on EBR, but extended to reflect 
the fact that these firms can face market exposures, is considered to be appropriate.19 

6.2. Special topics 

6.2.1. Impact on smaller and less complex institutions 

PWC’s study reaches the conclusion that there is no automatic disadvantage for smaller banks 
and no indication that Basel II will force M&A’s and consolidation in the banking sector. 

                                                 
15 See paragraph 351 of http://europa.eu.int/comm/internal_market/regcapital/docs/cp3/200307-

workingdoc/explanatory-doc_en.pdf 
16 See the penultimate bullet point in section 5.3.1. 
17 See paragraph 178 of http://europa.eu.int/comm/internal_market/regcapital/docs/cp3/200403-

feedback/feedback-doc_en.pdf. 
18 This conclusion applies to both investment firms and to credit institutions. It is the activity – trading and 

sales – that can produce the double counting, not the nature of the firm. See section 5.1.4. 
19 See the last bullet point of section 5.3.1. 



 

EN 30   EN 

6.2.2. Impact on investment firms and investment services 

The PWC’s study concludes that the Commission’s proposals for small firms are adequate, 
but that more work needs to be done for large firms. As set out in sections 5.3.1 and 6.1.6, the 
Commission has carried out further analysis of the likely impact of the capital framework on 
these larger firms, and has put forward policy proposals to ensure that the impact is not 
excessive. 

6.2.3. Impact on new Member States 

QIS3 has been conducted on the basis of credit institutions’ consolidated financial situations. 
Given that a large part of the banking system of new Member States is mainly controlled by 
EU credit institutions and consolidated in their financial accounts, the QIS3 impact results 
cover also new Member States to a very considerable extent. 

For sake of completion, a further analysis has been conducted in a selected number of new 
Member States on the independent part of the banking system. The results have proven to be 
comparable to the results already obtained for the EU (see the ‘EU+6’ QIS3 results in section 
6.1.2). 

6.2.4. Impact on SMEs 

QIS3 results suggest that credit risk capital requirements will generally decrease in the EU. 
Clearly, the variation in capital requirements will differ between different parts of the SME 
population, based on the credit quality of individual borrowers, the average credit quality in 
an industry or a region and the level of collateralisation. 

PWC’s study indicates that the new capital regime should not have a negative impact on the 
availability and cost of finance for SMEs in most European countries. As credit risk capital 
requirements relating to SMEs are likely to decrease under the new framework, there should 
be no negative impact on the availability and cost of finance for SME’s in most EU Member 
States. Fears of negative effects of Basel II on SMEs tend to derive from lack of adequate 
information, and not from the contents of the new capital adequacy regime; 

6.2.5. Impact on the macroeconomy 

The PWC’s study concludes that the implementation of the new capital requirements 
framework is unlikely to have a major impact on the large macroeconomic aggregates such as 
GDP, employment, investment and prices at the European level. In particular, if the lower 
capital requirements will translate into a reduction of the cost of borrowing to corporates, then 
the new framework might give a modest benign supply-side stimulus to the EU economy, 
generating an investment-led expansion of around 0.07% of GDP. 

6.2.6. Impact on financial stability 

PWC’s study indicates that although the new framework is expected to only have a limited 
effect on pricing of most bank lending, there will be extensive behavioural effects: banks will 
evaluate risk better and take more informed lending decisions. 

In view of this, PWC’s study observes that even if no regulatory regime is able to completely 
eliminate the possibility for banking crisis, the new framework should nevertheless help 
reduce the frequency of such incidents. 



 

EN 31   EN 

6.2.7. Procyclicality of the new framework 

There is no general or simple answer to the question of cyclicality. A closer alignment of 
minimum capital requirements with actual risks while beneficial and desirable also means that 
minimum capital requirements are likely to increase in times of economic difficulty. 

The Commission services consider that the draft new framework – and in particular its 
emphasis on improved risk management and measurement and its requirement for ‘changed 
conditions’ stress testing – strikes an appropriate balance in this regard. 

The Commission services also agree with consultation respondents that this is an important 
issue which must be kept under continuing review. For this reason the directive will propose a 
clause to monitor its effects through the economic cycle. The Commission and the ECB will 
report regularly to the European Council and the European Parliament on this (and the 
Commission will propose any necessary changes). 

7. HOW THE RESULTS AND IMPACTS OF THE PROPOSAL AFTER IMPLEMENTATION ARE 
MONITORED AND EVALUATED 

The proposal is expected to follow normal implementation procedures, i.e. transposition in 
Member States within 18-24 months. 

7.1. Harmonisation of provisions 

Under the existing framework, rules concerning the role and action of supervisory authorities 
are relatively limited. Member States are required to have established authorities empowered 
to supervise credit institutions and investment firms. These authorities must confirm 
compliance by institutions with the minimum requirements prescribed by the legislation and 
take appropriate steps to ensure compliance in the event of a breach of those requirements by 
institutions. 

The proposed new capital adequacy framework is more complex than the existing framework. 
Supervisory judgement and discretion will play a central role in its implementation and 
success. Not only is supervisory approval necessary for institutions wishing to adopt the more 
advanced approaches under Title II, but as described in section 5.1.6, the requirement that 
institutions are adequately capitalised in relation to their risk profile as a whole is a 
fundamental aspect of the framework.  

This means in short that under the new regime there is scope for potential divergence in the 
application of the new framework in different jurisdictions. 

For the Commission services, ensuring that the new framework is implemented consistently 
across the EU and does not give rise to inter-jurisdictional competitive distortions is a key 
aspect. One way in which this question is addressed is through appropriate harmonisation of 
the principles and requirements applying to supervisory authorities in carrying out their 
responsibilities under the new regime. In developing proposals in this regard, as described in 
section 5.1.6, the Commission services are seeking to strike the right balance between 
harmonised implementation on the one hand and the need for an appropriate scope for 
supervisory discretion and judgement on the other. 
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7.2. ‘Lamfalussy’ in banking 

In addition to normal monitoring by Commission services, the application to the banking 
sector of the Lamfalussy committee structure20 has led to the situation in which a further 
revision of the CBD and CAD will be supported by two Committes: the regulatory committee 
with comitology powers -European Banking Committee (EBC)- and an advisory committee of 
supervisors -the Committee of European Banking Supervisors (CEBS) 

The EBC will be consulted by the Commission on policy issues, and will provide a formal 
opinion on draft implementing measures (e.g. amendments to the technical rules of the 
directive) proposed by the Commission. The CEBS will be asked to provide a technical 
advice on the draft implementing measures. Close coordination between the policy level 
(Commission/EBC) and the technical level (CEBS) has already been organised. In addition to 
its advisory role, the CEBS will also contribute to the consistent application of day-to-day 
supervisory practices in the EU. 

8. STAKEHOLDER CONSULTATIONS 

8.1. Stakeholders in a capital requirements directive 

During the preparation of the draft directive the following stakeholders were identified: 

• Credit institutions and Investment Firms: It is evident that credit institutions are the most 
directly concerned by amendments in the supervisory framework. They will be subject to a 
new set of rules that may require some entities to change their procedures or raise more 
capital. However, the system will also give a quality mark to EU financial institutions 
which will be a distinct advantage on the international market (see sections 3.1, 3.3, 5.1 
and 5.3). 

• Corporates and SMEs: Corporates and SMEs represent the very engine of the European 
economy. They play a crucial role in promoting the innovation, growth and employment 
which is essential to the economic success of the Union and to the welfare of its citizens. It 
has therefore been a central objective that the new capital adequacy framework does not 
result in disproportionate capital requirements in relation to financing of such entities (see 
sections 3.2 and 5.2). 

• Banking supervisors: Member States’ competent authorities will be deeply involved in the 
implementation of the new framework and will be responsible for its enforcement. They 
are interested to the overall structure of the regulation, its suitability for the EU financial 
institutions, the correspondence between the supervisory controls required under the new 
regime and the sufficiency of legal powers it grants, the planning of their infrastructure and 
human resources (see in particular section 5.1.6). 

• Governments, Taxpayers and Consumers: Governments and taxpayers are interested in the 
reduction of the costs that financial institutions failures impose directly and indirectly on 
society: directly in the form of bail-out and work-out costs; indirectly in the form of less 

                                                 
20 For further information, see: 

http://europa.eu.int/comm/internal_market/en/finances/mobil/lamfalussy_en.htm 
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employment, credit, investment and re-allocation of resources. Consumers are sensitive to 
the protection of depositors and investors. (see in particular sections 1.1 and 6.2.6) 

8.2. Public consultations 

A large number of public consultations have taken place between 1999 and 2004 with all 
stakeholders. Each consultation was followed by a comprehensive feedback paper from the 
Commission’s services. This section gives a brief description of the main characteristics of 
each consultation21.  

8.2.1. ‘CP1’ – 22.11.1999 

The first consultations on a new capital adequacy framework for banks and investment firms 
were launched on 22 November 1999 by the European Commission's services. Financial 
services practitioners, market analysts, consumer groups, Member States and other interested 
parties were asked to comment by the end of March 2000 on a consultative paper prepared by 
the Commission's services. The paper identified a number of areas where the most significant 
issues were identified, notably credit risk (including credit risk mitigation techniques), so-
called "other risks", supervisory review and market discipline. The consultation exercise 
complemented the consultation undertaken by the Basel Committee on Banking Supervision 
which was launched on 3 June 1999. 

8.2.2. ‘CP2’ – 05.02.2001 

On 5 February 2001 the European Commission’s services launched a second round of 
consultations on a new capital adequacy framework for banks and investment firms. Financial 
service practitioners, market analysts, consumer groups, Member States and other interested 
parties were again invited to comment by the end of May 2001 on a consultative paper. 

The consultation document was designed to be read in conjunction with a similar consultation 
on the new Basel Capital Accord launched by the Basel Committee on 16 January 2001, but 
concentrated on issues where particular EU concerns needed to be taken into account. 

8.2.3. Structured Dialogue – 18.11.2002 

The European Commission’s services published on 18 November 2002 an advanced and 
detailed Working Document setting out their thinking at the time on a new capital 
requirements framework for banks and investment firms. 

The Working Document, which was accompanied by a Cover Document designed to act as an 
explanation and guide, formed the basis of a period of enhanced dialogue (the 'Structured 
Dialogue') with representative bodies and trade associations from the financial services and 
other sectors. At the EU level, this dialogue was carried out directly by the Commission 
services. At the national level, it was co-ordinated by the relevant supervisory authorities. 

                                                 
21 A complete list of the consultation documents can be found in Annex II. The consultation documents 

mentioned below are available on the Commission’s website at: 
http://europa.eu.int/comm/internal_market/en/finances/capitaladequacy/index.htm 
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The consultation period ran from 18 November 2002 to 21 February 2003 and primarily 
involved representative bodies and trade associations from the financial services and other 
sectors. Over 100 written comments were received. 

8.2.4. ‘Real Estate and Covered Bonds’ – 07.04.2003 

On 7 April 2003, the Commission services published two specific pre-consultative working 
papers on the treatment of real estate lending and the treatment of covered bonds. The 
Commission services received 20 comments before the deadline of 30 April and based on 
these comment new proposals before the start of the third consultation process. 

8.2.5. ‘CP3’ – 01.07.2003 

On 1 July 2003 the European Commission’s services published a third consultation paper 
(CP3) on a new capital requirements framework for banks and investment firms. The 
consultation exercise aimed to help ensure that the future revised EU Directive on capital 
requirements, due to come into force at the end of 2006 in parallel with the new international 
Basel II Accord, is of the highest quality. The consultation period ran until 22nd October 
2003. Approximately 130 responses were received to the Commission services third 
consultation paper. 

8.2.6. ‘EL-UL’ – 26.11.2003 

On 26 November 2003, a consultation note on the revised proposals of the Basel Committee 
on Banking Supervision concerning the treatment of expected and unexpected losses in the 
proposed new capital requirements framework was published. The Commission sought 
comments from interested parties on the proposed new rules on the treatment of expected 
losses and the recognition of provisions by 31 December 2003. 

8.2.7. ‘CIUs’ – 03.02.2004 

On 03 February 2004, a working document was published setting out revised proposals for the 
treatment of investments in collective investment undertakings (CIU) in both the trading and 
banking books. The proposals were intended to bring the banking and trading book treatments 
closer together, and to address issues raised by respondents to CP3. Eleven responses were 
received before the deadline for this consultation which was set for 29 February. 

8.2.8. ‘CP3’ - Feedback Document - 15.03.2004 

Responses to CP3 have been significant and made an important contribution to the finalisation 
of the new capital requirements framework. A Feedback Document was published on 15 
March 2004 to summarise a range of important issues in relation to which comments were 
made and to set out the Commission services’ position on these issues having taken into 
account respondents’ comments. 

8.3. Comments received 

It is not possible to provide in this document a detailed analysis of all the comments on the 
various specific issues of the proposals received during the many consultations described 
above. It is however useful , and it is the objective of this section, to briefly summarize the 
main tenor of the comments received throughout the consultation process on the most relevant 
topics. 
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8.3.1. On the objectives of the capital review project  

Commentators have generally been very supportive over time of all the three major objectives 
of the project. The goal of enhanced risk-sensitivity leading to greater financial stability has 
been particularly supported. Respondents to consultations have greatly agreed that there is a 
need for new capital requirements to replace the existing rules. 

There has also been strong support for the Commission’s approach to the relationship between 
the proposed EU rules and the new international framework which is being completed by the 
Basel Committee, in particular for the Commission’s central working principle that the EU 
capital framework should be revised in a manner that is consistent with the new international 
framework but differentiated where necessary to take account of EU specificities. 
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8.3.2. On the major policy issues  

Less complex institutions 

There has been broad and significant support for the general application of the proposed new 
rules in Europe – to all credit institutions and investment services providers whatever the 
precise legal nature and level of complexity of the institution in question. This reflects the 
perception that the proposed new framework – and in particular its incorporation of a number 
of approaches of different levels of sophistication – has been well designed for the purposes 
of broad application. Respondents have indicated that this approach supports and enhances the 
objectives of the single market level playing field. Moreover respondents have regarded it as 
strongly desirable that all institutions be included in the new framework so as to avoid the 
perception of ‘second class’ institutions that would be likely to result if some were excluded. 

Flexibility of the new directive 

There has been continued wide and strong support for the approach proposed to ensure that 
the new framework is responsive to market and supervisory innovation. This has been 
regarded as essential to maintain an optimally efficient and competitive EU financial services 
sector. Stakeholders have supported the approach where enduring principles and objectives 
are set out in the articles and provide the mandate for the more detailed and technical 
provisions contained in the annexes. Respondents have stated that the procedure for amending 
the annexes must ensure full and effective consultation with interested parties. 

Investment firms 

Concerns have been expressed by some from the investment firm sector about being subject 
to capital requirements which they perceived to be more appropriate for credit institutions and 
not suitable for the specific risk profile of investment firms. Significant modifications have 
been introduced to address these concerns within the constraints of prudential soundness. 
Some respondents have mentioned that it is very important that the EU process is capable of 
adopting developments in relation to trading book aspects important for investment firms, 
which may be agreed in Basel after agreement on the new Accord. 

Complexity 

Some respondents have commented on the perceived complexity of the proposed new rules. 
They asked for simplification and a reduced degree of prescription. On the whole, the 
Commission has increased the clarity and user-friendliness of the draft text. The proposed 
new framework itself does not represent an unduly complex framework. The design will be 
attractive to those institutions seeking simple rules to apply or wishing to progress gradually 
to more complex capital rules. So the proposed new framework contains a range of options 
and approaches of different degrees of sophistication. Institutions are able to choose their 
approach based on the degree of complexity with which they are comfortable. In relation to 
the more sophisticated approaches, for the first time institutions will be permitted to use their 
own estimates of risks to calculate their capital charges. 

8.3.3. On detailed legal issues. 

Since 1999 there have also been several consultations on detailed legal issues. The current 
proposal has been prepared taking account of comments from interested parties, in particular 



 

EN 37   EN 

the banking and investment firm industry. Many of the submissions were very detailed and 
provided very useful input to the work of the Commission services.  

9. COMMISSION DRAFT PROPOSAL AND JUSTIFICATION 

9.1. ‘Re-casting’ legislative technique 

A simplified legislative methodology for the incorporation of the proposed amendments in the 
existing legislation has been identified. This methodology – the so-called ‘re-casting 
technique’ (see Interinstitutional Agreement 2002/C 77/01) – enables substantive amendments 
to existing legislation to be proposed and approved without the introduction of a self-standing 
amending directive. Rather, the means of amendment is the introduction of the proposed 
amendments directly into the existing legislative text in a distinct presentational format.  

These proposed amendments are subject to the same legislative co-decision procedure as 
would be adopted in the context of a self-standing amending directive. The key difference is 
one of reduced complexity of text – with the discussions being focused directly on the 
amendments as they are proposed to appear in the existing legislation and not on a separate 
amending directive. The re-casting technique is designed to make Community legislation 
more accessible and comprehensible. 

The Commission considers that there are very major benefits in terms of presentation and 
clarity associated with the ‘re-cast’ approach and proposes to adopt this approach for the 
introduction of the new capital requirements framework. 

9.2. Outline of amended Directive 2000/12/EC 

The existing solvency ratio requirements for credit risk have been replaced by two new 
methods available to credit institutions to calculate their credit risk requirements. In 
particular, the ‘Standardised’ Approach (Art. 47 – 53) is modelled quite closely on the 
existing framework, with risk weights determined by the allocation of assets and off-balance 
sheet items to a limited number of risk buckets. The risk sensitivity of this approach has been 
enhanced by an increase in the number of exposure classes and risk buckets The Internal 
Ratings Based (IRB) approach (Art 54 – 58), permits (subject to a key framework of 
requirements ensuring the soundness of estimates) instead credit institutions to use their own 
estimates of the risk parameters inherent in their different credit risk exposures. Within the 
IRB approach, the ‘Foundation’ Approach allows credit institutions to use their own estimates 
of probability of default, while using regulatory prescribed values for other risk components. 
Under the ‘Advanced’ Approach, credit institutions may use their own estimates for losses 
given default and their exposure at default. To facilitate movement to the new IRB framework 
it is proposed, in line with the Basel rules, to include transitional provisions which will allow 
for a limited period the relaxation of a number of requirements that credit institutions will 
need to comply with to use the IRB Approach. 

Credit institutions will be required to have in place internal processes to measure and manage 
the risk they are exposed to and the amount of capital they deem adequate to support these 
risks. And Competent authorities will be required to review compliance by credit institutions 
with the various legal obligations in terms of organisation and risk control, and to evaluate the 
risks actually taken by credit institutions. 
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Credit institutions will be further required to disclose information to market participants in 
order to contribute to greater financial soundness and stability. 

In order to allow the capital adequacy framework to keep pace with market developments, 
financial innovation, and progress in the techniques for the measurement and management of 
risks, a distinction is introduced between core and technical rules that will need adaptations in 
the short to medium term. Technical rules, mainly grouped into technical Annexes will be 
able to be modified by means of a rapid comitology procedure. 

9.3. Outline of amended Directive 93/6/EEC 

The CAD directive extends the new rules on capital requirements for credit risk and 
operational risk present in the CBD to investment firms. 

The new provisions on the adequacy of internal processes and market disclosure are extended 
to investment firms as well. And as for credit institutions, competent authorities will be 
required to review compliance by the institutions with the various legal obligations in terms of 
organisation and risk control. 

The distinction between core and technical rules that will need adaptations in the short to 
medium run is also being introduced for investment firms. 
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ANNEX I: IMPACT ANALYSIS DOCUMENTS PREPARED DURING THE PROJECT 

See website: http://europa.eu.int/comm/internal_market/regcapital/index_en.htm and Annexes 

 Review of the Capital Requirements for EU 
Investment Firms - 2004 Quantitative Impact Study: 
Main results 

Annex  

 Review of the Capital Requirements for EU 
Investment Firms - 2004 Quantitative Impact Study: 
Statistical Analysis Annex  

Annex  

08.04.2004 Study on financial and macroeconomic consequences 
of the draft proposed new capital requirements for 
banks and investment firms in the EU 

Website  

01.07.2003 Review of the Capital Requirements for Credit 
Institutions and Investment Firms - Third Quantitative 
Impact Study: EU Results 

Website  

01.07.2003 Review of the Capital Requirements for Credit 
Institutions and Investment Firms - Third Quantitative 
Impact Study: Methodological Annex 

Website  



 

EN 40   EN 

ANNEX II: CONSULTATIVE DOCUMENTS PREPARED DURING THE PROJECT 

See website: http://europa.eu.int/comm/internal_market/regcapital/index_en.htm 

15.3.2004 REVIEW OF CAPITAL 
REQUIREMENTS FOR BANKS AND 
INVESTMENT FIRMS COMMISSION 
SERVICES’ THIRD CONSULTATION 
PAPER: FEEDBACK ON RESPONSES 
RECEIVED 

Website  

03.02.2004 REVIEW OF CAPITAL 
REQUIREMENTS FOR BANKS AND 
INVESTMENT FIRMS THE 
TREATMENT OF CIUS IN THE 
TRADING BOOK AND BANKING 
BOOK – WORKING DOCUMENT 

Website  

26.11.2003 REVIEW OF CAPITAL 
REQUIREMENTS FOR BANKS AND 
INVESTMENT FIRMS THE 
TREATMENT OF EXPECTED AND 
UNEXPECTED LOSSES – 
CONSULTATION NOTE 

Website  

 REVIEW OF CAPITAL 
REQUIREMENTS FOR BANKS AND 
INVESTMENT FIRMS COMMISSION 
SERVICES THIRD CONSULTATION 
PAPER: COMMENTS RECEIVED 

Website  

01.07.2003 REVIEW OF CAPITAL 
REQUIREMENTS FOR BANKS AND 
INVESTMENT FIRMS COMMISSION 
SERVICES THIRD CONSULTATION 
PAPER: WORKING DOCUMENT 

Website  

01.07.2003 REVIEW OF CAPITAL 
REQUIREMENTS FOR BANKS AND 
INVESTMENT FIRMS COMMISSION 
SERVICES THIRD CONSULTATION 
PAPER: EXPLANATORY DOCUMENT 

Website  

07.2003 WORKING PAPER OF THE 
COMMISSION SERVICES ON THE 
TREATMENT OF COVERED BONDS : 

Website  
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Comments Received 

07.2003 WORKING PAPER OF THE 
COMMISSION SERVICES ON THE 
TREATMENT OF REAL ESTATE 
LENDING : Comments Received 

Website  

07.04.2003 WORKING PAPER OF THE 
COMMISSION SERVICES ON THE 
TREATMENT OF COVERED BONDS  

Website  

07.04.2003 WORKING PAPER OF THE 
COMMISSION SERVICES ON THE 
TREATMENT OF REAL ESTATE 
LENDING 

Website  

04.2003 WORKING DOCUMENT OF THE 
COMMISSION SERVICES ON 
CAPITAL REQUIREMENTS FOR 
CREDIT INSTITUTIONS AND 
INVESTMENT FIRMS: Comments 
Received 

Website  

18.11.2002 WORKING DOCUMENT OF THE 
COMMISSION SERVICES ON 
CAPITAL REQUIREMENTS FOR 
CREDIT INSTITUTIONS AND 
INVESTMENT FIRMS: Explanatory 
Document 

Website  

18.11.2002 WORKING DOCUMENT OF THE 
COMMISSION SERVICES ON 
CAPITAL REQUIREMENTS FOR 
CREDIT INSTITUTIONS AND 
INVESTMENT FIRMS: Commission 
Services Working Document 

Website  

05.02.2001 COMMISSION SERVICES’ SECOND 
CONSULTATIVE DOCUMENT ON 
REVIEW OF REGULATORY CAPITAL 
FOR CREDIT INSTITUTIONS AND 
INVESTMENT FIRMS 

Website  

22.11.1999 A REVIEW OF REGULATORY 
CAPITAL REQUIREMENTS FOR EU 
CREDIT INSTITUTIONS AND 
INVESTMENT FIRMS: Consultation 
Document 

Website 
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1.1 This document summarises the responses to HM Treasury’s consultation: 
Transposition of the Capital Requirements Directive: Consultation and Partial 
Regulatory Impact Assessment. This consultation was launched on 28th February 2006, 
with a deadline for response by 23rd May 2006. 

1.2 HM Treasury received responses from the British Bankers Association (BBA), 
London Investment Bankers Association (LIBA) and the Investment Management 
Association (IMA). The BBA and LIBA together represent more than 300 banks and 
investment firms doing business in London and elsewhere in the UK, while the IMA is 
the trade body for the UK’s £2 trillion asset management industry. Reponses were also 
received from Moody’s Investor Services, Fitch Ratings and the Dominion Bond Rating 
Service.  

1.3 HM Treasury is very grateful to all those who responded to the consultation 
document and partial regulatory impact assessment (RIA). 

1.4 The Capital Requirements Directive (CRD) implements Basel 2 in Europe. Basel 
2 is a revision of the existing capital adequacy framework, Basel 1, and is intended to 
further reduce the probability of consumer loss or market disruption as a result of 
prudential failure. It will do so by seeking to ensure that the financial resources held by 
a firm are commensurate with the risks associated with the business profile and the 
control environment within the firm. 

1.5 European Community law requires that full effect be given to the CRD in 
national law through transposition. This task is split between HM Treasury and the UK’s 
Financial Services Authority (FSA). The FSA is transposing the bulk of the CRD by 
making rules using its powers under the Financial Services and Markets Act 2000. The 
FSA issued it’s second consultation paper CP06/3 ‘Strengthening Capital Standards 2’ 
on the same day as HM Treasury and will issue a feedback statement to the consultation 
in July. 

1.6 HM Treasury’s role is to transpose into domestic legislation those provisions 
that place new duties on the FSA. The consultation document was therefore concerned 
with the following two areas: 

• Group model recognition for the advanced approaches to measuring Pillar 1 
capital requirements (see points 1.22 – 1.29 of the consultation document 
and 2.28-2.47 of partial RIA); and 

• Recognition of external credit assessment institutions (ECAIs) for the 
purposes of credit institutions measuring their Pillar 1 capital requirements 
using the standardised approach (see points 1.30 – 1.39 of the consultation 
documents and points 2.48 – 2.73 of partial RIA) 
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QUESTIONS ASKED BY CONSULTATION AND PARTIAL RIA 

1.7 The consultation document and partial RIA outlined HM Treasury’s initial view, 
based on early discussions with the FSA and industry, and put forward a series of 
questions in relation to both areas of transposition: 

Consultation document 

• Is there sufficient legal clarity provided for in the Directive text? 

• If not, is further detail required in UK law, if so what would this be? 

Partial RIA 

• Do you agree with the analysis of the costs and benefits for the different 
implementation options, as well as the impact on competition and small 
firms? 

• Are there any alternative options, or indeed alternative combinations of the 
proposed options, that should also be considered? 

• Do you agree with HM Treasury’s initial view? If not, please specify your 
reasons. 

1.8 The next chapter will summarise the responses HM Treasury received to these 
questions in the consultation period.  
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GROUP MODEL RECOGNITION – ARTICLE 129 (2) 

Is there sufficient legal clarity provided for in the 
directive text? 

2.1 All respondents agreed with HM Treasury that although the procedure for group 
model recognition is clear in the directive text, there is a need for the FSA to have 
flexibility where there has been a major structural change to a group and to request a 
further application i.e. provision allowing for the variation and revocation of group 
model recognition. 

If not, is further detail required in UK law, if so what 
would this be? 

2.2 There were no further suggestions for extra detail to be included in UK law. 

Do you agree with the analysis of the costs and benefits 
for the different implementation options, as well as the 
impact on competition and small firms? 

2.3 Respondents felt that the Partial RIA helpfully benchmarked the likely costs of 
the alternative options.  

Are there any alternative options, or combinations of 
the proposed options, that should also be considered? 

2.4 No alternative options were suggested. 

Do you agree with HM Treasury’s initial view? 

2.5 All respondents supported HM Treasury’s proposal that Option 3 be used to 
transpose the provision in Article 129(2) of the CRD – a copy-out approach with 
provision allowing for the variation and revocation of a group application. 

RECOGNITION OF EXTERNAL CREDIT ASSESSMENT 
INSTITUTIONS – ARTICLES 81, 82, 97 AND 98 

Is there sufficient legal clarity provided for in the 
directive text? 

2.6 All respondents agreed that there is sufficient legal clarity in the directive text.  

2.7 A majority of respondents also wished to stress that the additional guidance 
provided by the Committee of European Banking Supervisors (CEBS) would be vital at 
the FSA operational level. 
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If not, is further detail required in UK law, if so what 
would this be? 

2.8 No further detail was suggested. 

Do you agree with the analysis of the costs and benefits 
for the different implementation options, as well as the 
impact on competition and small firms? 

2.9 The majority of respondents agreed with the analysis of costs and benefits for 
the different implementation options. All recognised that a full quantative cost benefit 
analysis was not feasible in the case of ECAI recognition and therefore agreed with the 
more qualitative approach taken. 

2.10 All agreed that CEBS would play a role in facilitating a more harmonised pan-
European approach to ECAI recognition. 

Are there any alternative options, or combinations of 
the proposed options, that should also be considered? 

2.11 One respondent suggested an alternative option to copy-out where the material 
contained within the CRD Annexes relating to ECAI recognition is not put into UK 
legislation, but is laid out in the FSA handbook. This would then act as a peg on which 
to hang the CEBS guidance. 

2.12 HMT has sought legal advice on this alternative option. The Annexes in question 
impose functions on the supervisory authority relating to the recognition of ECAIs and 
the mapping assessments for credit quality steps. As these requirements are an integral 
part of the functions imposed on the supervisory authority under Articles 81, 82, 97 and 
98, it is appropriate for the detail to be set out in UK law in order to ensure the clarity of 
the FSA’s statutory responsibilities. However, this does not prevent the FSA also setting 
out these details in their Handbook as part of their rules and guidelines. HM Treasury 
have referred this suggestion to the FSA. 

Do you agree with HM Treasury’s initial view? 

2.13 All respondents supported HM Treasury’s proposal that Option 2 be used to 
transpose the Articles on ECAI recognition into UK law. One respondent suggested the 
alternative option above, however, they were also content with the HMT proposal. 
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CONCLUSIONS 

3.1 All of the respondents were content with HM Treasury’s proposals for the 
transposition of CRD provisions for group model recognition and ECAI recognition.   

3.2 On the transposition of Article 129 (2) – group model recognition, all were of the 
view that the directive text requires further clarity to deal with situations where there is 
a major structural change to a group. Respondents were therefore content with HM 
Treasury’s proposal to use Option 3. 

3.3 On the transposition of Articles 81, 82, 97 and 98 and related annexes for ECAI 
recognition, all respondents were content that the directive provides sufficient clarity to 
allow for a direct ‘copy-out’ approach into UK law. One respondent suggested an 
alternative to Option 2, which entailed the material contained in the annexes relating to 
these articles being implemented directly into the FSA Handbook, instead of into UK 
law. Legal advisors have said that this option would not be feasible because the Annexes 
impose obligations on the FSA that must be transposed into UK law along with the 
respective articles. HM Treasury therefore intends to transpose the provisions relating 
to ECAI recognition according to Option 2, direct ‘copy-out’. 

NEXT STEPS 

3.4 Legislation to the above effect will be made in autumn 2006, supported by a full 
Regulatory Impact Assessment. This will be made public via the HM Treasury website: 
www.hm-treasury.gov.uk 

3.5 The CRD will come into force from 1st January 2007 for the standardised 
approaches to measuring capital requirements and 1st January 2008 for the more 
advanced approaches. 

3.6 Please direct any enquiries to: 

Gillian Hood 
Financial Stability and Risk Team 
Room 4.22 
HM Treasury 
1 Horse Guards Road 
London 
SW1A 2HQ 
 
Tel: (+44) (0) 207 270 5219 
Fax: (+44) (0) 207 451 7524 
 
Email: Gillian.Hood@hm-treasury.x.gsi.gov.uk 
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Day 2: Strengthening RIA skills - Case Studies 

 
SESSION I 

 
GENERAL STRUCTURE 

 
Mr. Velimir Sonĵe 

 
 
09:10 – 09:50  Introduction 
   
  Structure of the seminar, choice of the working groups 

Introduction to Basle II 
 
09:50 – 10:45 Group discussion 
 

Participants will be divided in two groups, preferably balanced in a sense 
that each group should consist of individuals who are specialists in the 
field of banking regulation and of those who are not. 
 
One group will be playing a role of the operational team/division in charge 
of producing RIA on Basle II. The other group will be playing a role of 
industry representatives. Program facilitator will be playing a role of a 
specialized unit in charge for RIA methodology, helping both groups to 
articulate their positions and meet standards of the RIA process. 
 
The aim is twofold: 
i) to fill in the Extended Impact Assessment document as per 

facilitator's instructions; 
ii to outline an agreed RIA document.  

 
10:45 – 11:00 Coffee Break 
 
11:00 – 12:00 Completion of group discussions, presentations and plenary discussion 
 

 

 

Romania RIA Knowledge Transfer and Capacity Building Program

 

Romania RIA Knowledge Transfer and Capacity Building Program



Groups will select spokesmen who will be presenting final views. 
Discussion and summary. 
 
Besides summarizing the excerscise, the purpose of the plenary discussion 
is to go through the annex of the seminar document which contains a 
template for building RIA. 

 
 
 
Working documents: 
 

1. Extended Impact Assessment on the Proposal for a EU Directive on 
the capital adequacy of investment and credit institutions (in Word 
format for simulation purpose); 

2. Regualtory Impact Assessment Template. 
 
 
Background documents: 
 

a. EC, Extended Impact Assessment on the Proposal for a EU Directive 
on the capital adequacy of investment and credit institutions (the 
original pdf version); 

b. UK Treasury, Summary of responses: Transposition of the Capital 
Requirements Directive: Consultation and partial regulatory Impact 
Assessment. 

 
 
 



Introduction to case-studies and
Basle II

Capital Requirements Directive

May 17th morning session
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Romania RIA Knowledge Transfer and Capacity Building Program



Two views on RIA and
two types of RIA

• Domestically “originated” RIA 
(domestic regulatory problem, 
domestically produced RIA)

• EU legislation transposition
related “imported” RIA 
(emphasis on consultations to 
reflect local views on EU 
legislation and regulation
given Impact Assessment
provided by EC)

In the remainder of the
morning session we will
“pretend” that we are 
building CRD RIA from
scratch as if we were EC

In the afternoon the task
will be to organize
consultation process to 
collect and reflect
Romanian views on 
legislation and impact
assessment provided by
the EC



In both cases two groups

A: Responsible agency (organizes
consultations, drafts documents)

B: Stakeholders’ perspective
Groups should be equaly sized with

balanced share of people who are 
knowledgable about the particular topic.

Morning membership can change in the
afternoon.



What are the steps during our
morning work

• I will first act as a consultancy company
which informs authorities on some results

• Then I will act as your RIA advisor while
group A will be asked to develop a few key
elements of RIA and group B will be asked
to reflect stakeholders’ positions



What do we deal with?

• Directives 2006/48/EC and 2006/49/EC
• Taking up and pursuit of the business of

credit institutions
• Capital adequacy of investment firms and

credit institutions
• Extended Impact Assessment (2004)



Why do we deal with it
(why transition from Basle I to Basle II)?

Basle I (crude rules)

(1988/89)

Basle II (thinking)

(2007/08)

Factors affecting the transition above:

Liberalization / globalization; enhanced competition (risk management as a factor of
competition); concentration and growth of international banks; larger and more complex
financial risks (including market and operational risks); financial innovations; single european
market for financial services (single licence introduced as of 1989)

Market risk amendments
1993, 1996

Standardized
(similar to left)

Foundation
IRB

Minimum capital requirements

Advanced
IRB

P1
K = 10

D = 90

Excess reserve = 5

Required reserve = 9

Gvt’ bonds = 10

Mortgage loans = 31

Other loans to h’hlds = 25

Corporate loans = 20

BANK 

CAR = 10/(0*24 + 0,5*31 + 1*45) = 10/60,5 = 16,5%

Probability of
default

Expected loss Unexpected loss Catastrophic loss
Reserves Economic capital Takeover



Shortcomings of existing
framework

• No possibilities to differentiate between
borrowers default risks

• Capital arbitrage (e.g. securitization)
• Recognition of collateral is very limited
• No operational risk capital charges



 
 
 
 
 
 
 
 
 
 
 
 

Phase I 
Introduction to Financial Sector Regulatory Impact Assessment  

- Methodological and Practical Approach - 
 
 
 
 
 
 

Case Study: 
 

Proposal for an EU Directive on the capital adequacy of 
investment firms and credit institutions 

 
 
 
 
 
 

Working document for Group discussion 
 
 

This document is drawn from the following paper: 
European Commission Staff, Extended Impact Assessment on Capital Adequacy 

 
http://ec.europa.eu/governance/impact/docs/ia_2004/sec_2004_0921_en.pdf 

 
Misssing content has been introduced only for the purpose of running a simulation with course 

participants so as to actively involve them in the approach used in the current Impact 
Assessment 

Whenever it occurs, missing content is highlighted with boxes and colors.  
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Assignment: 
 
 
 

Your team is the Unit or Division that shares the responsibility of ensuring top quality 
impact assessment..  
 
In this case, you have to participate in preparation of an Extended Impact Assessment 
(EIA) on the draft Directive on Capital Requirements for Credit Institutions.  
 
Your team realizes that there is a draft document which is only partially filled and which 
has to be completed. 
 
With regard to parts and sections still incomplete, the task of your team is to draft the 
content of missing sections. If this can help your brainstorming, in thinking about the 
missing sections you can take Romanian perspective.  
 
Throughout the main document  two types of boxes will be found:  

o Yellow boxes: they refer to sections that the team is expected to fill in; 
o Grey boxes: they refer to text that has been omitted in order to make the 

document shorter and since it is not strictly pertaining to the background 
information that is needed to run the whole simulation 

 
 
Finally, your team will also fill in the “RIA standard template”.  
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COMMISSION OF THE EUROPEAN COMMUNITIES 
 
 
 
 
 
 

COMMISSION STAFF WORKING PAPER 
 

Proposal for a Directive of the European Parliament and of the Council relating to 
the 

taking up and pursuit of the business of credit institutions 
(recast) 

Proposal for a Directive of the European Parliament and of the Council on the 
capital 

adequacy of investment firms and credit institutions 
(recast) 

 
 
 
 

Extended Impact Assessment 
 
 

Draft version – for simulation purpose 
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1. INTRODUCTION TO THE INTERNATIONAL REGULATION OF FINANCIAL INSTITUTIONS 
BY MEANS OF MINIMUM CAPITAL REQUIREMENTS AND THE SINGLE MARKET FOR 
FINANCIAL INSTITUTIONS IN THE EU 
 
1.1. The international regulation of financial institutions by means of minimum 
capital requirements 
 
Credit institutions and investment firms (collectively ‘financial institutions’) play a 
crucial role in the efficient functioning of the economy and their activities support the 
material and social wellbeing of citizens. They are risk-focused entities and subject to the 
risk of failure. Such failures can result in significant negative impact – both on the 
economy and on the wellbeing of large numbers of individual citizens. The costs of 
failure are, from the perspective of financial institutions, an external cost. A key purpose 
of the regulation of financial institutions is to achieve the internalisation of such costs and 
to ensure that financial institutions operate at a level of soundness which, while not 
excluding the risk of failure, represents an appropriate standard having regard to its social 
costs. 
 
In the course of the last 25 years regulation of financial institutions has seen a progressive 
reduction in structural regulation1

 and a progressive adoption of tools of prudential 
regulation2. The main reason for this is that the costs for society implied by a lack of 
competition due to structural regulation have induced policymakers to introduce new 
(prudential) regulatory tools which are compatible with a higher degree of competition 
between banks. 
 
The prudential regulatory tool which has gradually come to dominate in the international 
scenario to limit the risks taken by financial institutions when they select and monitor 
investments and more generally engage in risk-taking activities are minimum capital 
requirements (MCR), which are minimum levels of capital a financial institution must 
satisfy having regard to the risks to which it is exposed. Minimum capital requirements 
are designed to ensure that financial institutions have sufficient resources of their own to 
absorb the losses which it can reasonably be envisaged may arise as a result of their risk-
taking activities and, in a worst case scenario, that they have sufficient resources for an 
orderly wind-down of the institution in case of failure. They form part of a broader policy 
mix in which other key aspects are the development of appropriate risk monitoring and 
evaluation functions in financial institutions and the supervision by competent authorities 
of financial institutions on an ongoing basis. 
 

                                                 
1 Structural regulation tools are those by which regulators model directly the structure and the behavior of 
supervised entities. Examples of structural regulation are the central planning of branches and the 
imposition of limits on the remuneration of deposits. 
2 Examples of prudential regulation are minimum capital requirements, limits to large exposures, quality 
controls and processes. 
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MCR have become a central tool of financial institutions prudential regulation with the 
agreement by the Basel Committee on Banking Supervision3

 of the so-called Basel 
Accord in 1988, also referred to as Basel I. This accord led to the adoption of minimum 
capital requirements across over 100 countries4. 
 
 
The agreement of the Basel I Accord was broadly contemporaneous to the adoption of 
key EU directives in the field of prudential regulation of credit institutions. The Council 
Directive 89/299/EEC of 17 April 1989 on the own funds of credit institutions (Own 
Funds Directive) harmonized the definitions of own funds for all credit institutions in the 
EU to ensure the comparability of capital needed to comply with minimum capital 
requirements of EU credit institutions. The Council Directive 89/647/EEC of 18 
December 1989 on a solvency ratio for credit institutions (Solvency Ratio Directive) 
implemented by means of law the contents of the Basel I Accord to the banking system of 
the European Union, harmonizing minimum capital requirements for credit institutions in 
the EU given the definitions laid down in the Own Funds Directive. These directives 
have, with others, been consolidated in the Directive 2000/12/EC of the European 
Parliament and of the Council of 20 March 2000 relating to the taking up and pursuit of 
the business of credit institutions (Consolidated Banking Directive - CBD). 
 
The directives mentioned above addressed credit institutions’ risks arising from their 
credit-granting activities. The Council Directive 93/6/EEC of 15 March 1993 on the 
capital adequacy of investments firms and credit institutions (Capital Adequacy Directive 
- CAD) extended the framework to a further key set of risks – those arising from 
institutions trading activities (known as ‘market risks’). The CAD also extended both the 
credit risk and market risk rules to investment firms. 
 
 
 
1.2. The single market for financial institutions in the EU and the FSAP 
The European Institutions have since the beginning of the 80s favored an increase in 
competition in financial services by means of the creation of an integrated internal and 
single market for financial institutions. An important spur for this policy came from the 
Cecchini Report, a study commissioned by the European Commission from Price 
Waterhouse, which was asked to estimate the advantages coming from completion of the 
single market in 1992. The Report indicated that about one third of the advantages which 
could be expected from the completion of the Single Market could come from the 
integration of the European financial and banking system. 
 

                                                 
3 The Basel Committee on Banking Supervision was established by the central bank Governors of the 
Group of Ten (G-10) countries. For further information, see further section 4.1. 
4 While formally agreed by the authorities of the G-10 group of industrialized countries for application to 
internationally active banks, the 1988 Basel I Accord has been applied throughout the world to banks of all 
sizes and levels of complexity. 
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The Second Council Directive 89/646/EEC of 15 December 1989 on the coordination of 
laws, regulations and administrative provisions relating to the taking up and pursuit of the 
business of credit institutions introduced the principle of the single license for credit 
institutions in the EU. This principle was the cornerstone of the strategy for liberalizing 
banking services in the EU, as it allowed the free provision of banking services 
eliminating the need to obtain a local banking charter from host country supervisors for 
branches and products permitted in the home country. 
 
In the attempt to finalize the process leading to a single market for financial services 
started during the 80s, the European Council instructed the Commission to prepare a 
policy framework for financial services at its meeting in Cardiff in 1998. A series of 
policy objectives and specific measures to improve the Single Market for financial 
services over the following five years was outlined in an Action Plan adopted by the 
European Commission on 11 May 19995. The Action Plan suggested indicative priorities 
and time-scales for legislative and other measures to tackle three strategic objectives, 
namely ensuring a Single Market for wholesale financial services, open and secure retail 
markets and state-of-the-art prudential rules and supervision. 
 
 
Under strategic objective 3, state-of-the-art prudential rules and supervision, it is 
indicated that urgent headway had to be made in particular in order to: 

• Eliminate any lacunae in the EU prudential framework, arising from new forms of 
financial business or globalisation, as a matter of utmost urgency. 
• Set rigorous and appropriate standards so that the EU banking sector can 
successfully manage intensification of competitive pressures. 
• Contribute to the development of EU supervisory structures which can sustain 
stability and confidence in an era of changing market structures and globalisation. 
• Develop a regulatory and supervisory approach which will serve as the basis for 
successful enlargement. 
• Enable the EU to assume a key role in setting high global standards for regulation 
and supervision, including financial conglomerates. 
 

Within these objectives, one of the actions of the Financial Services Action Plan (FSAP) 
was identified as amending the directives governing the capital framework for banks and 
investment firms. 
 
 
 
 
 
 
 
 

                                                 
5 The Financial Services: Implementing the framework for financial markets: Action Plan, COM(1999) 
232 can be found on http://europa.eu.int/comm/internal_market/en/finances/actionplan/index.htm. 
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2. THE NEED FOR REVISED PRUDENTIAL STANDARDS IN THE EU 
2.1. The main shortcomings of the existing framework 
 
One essential aspect of financial regulation are prudent capital adequacy provisions 
which aim to ensure that credit institutions and investment firms hold capital that is 
proportionate to the nature and scale of the risks that they undertake. It has been 
mentioned in the previous section that the existing EU capital framework is mainly based 
on the CBD and the CAD. These directives have made a significant contribution to the 
establishment of the single market and to high prudential standards6. However, a number 
of shortcomings with respect to the present capital regime have been identified. 
 
• 1. Crude estimates of banks’ credit risks: Capital rules are based on a technique known 
as ‘risk weighting’. This means that an exposure is assigned a risk weight – e.g. 10%, 
20%, 50%, 100% - depending upon the perceived level of risk. This percentage is then 
applied to the amount of the exposure to produce a ‘risk weighted exposure amount’. The 
ultimate capital charge is 8% of this risk weighted exposure amount. However, the 
current risk weighting of assets results in an extremely crude measure of economic risk, 
primarily because degrees of credit risk exposure are not sufficiently calibrated as to 
adequately differentiate between borrowers' different default risks. There are for example 
only six different ‘risk weight buckets’. For this reason, the actual structure of MCR 
impose on credit institutions a suboptimal financial structure and is in danger of falling 
into disrepute. 
 
• 2. Scope for capital arbitrage: The crude risk weight buckets in the current rules create 
a significant mismatch between financial institutions’ own mode of allocation of capital 
to risks and the minimum capital they have to hold in virtue of regulation. Increasingly, 
innovations in the market have enabled financial institutions from a variety of countries 
to make use of techniques to effectively arbitrage between these differences, with a 
resulting increase in levels of risk relative to minimum capital requirements levels. One 
technique considered to be a potential vehicle for this is securitisation, although it should 
be emphasised that other factors different from capital arbitrage are very important 
drivers behind securitisation. 
 
• 3. Lack of recognition of effective risk mitigation: The present framework does not 
provide appropriate levels of recognition for risk mitigation techniques. This means that 
the recognition of collateral, guarantees and credit derivatives is at the moment unduly 
limited. 
 
• 4. Incompleteness of the risks covered by current MCR: The present prudential 
framework is focused largely on credit risks and market risks. However, there is a range 
of other risks, including in particular operational risk, which currently are not subject to 
                                                 
6 Present EU MCR for credit risk is closely modeled on the Basel I Accord of 1988. Thorough research by 
the Basel Committee pointed out how data on the capital ratios of G-10 banks indicate that the introduction 
of the Basel Accord was followed by an increase in risk-weighted capital ratios in a number of countries. 
The average ratio of capital to risk-weighted assets of major banks in the G-10 rose from 9.3% in 1988 to 
11.2% in 1996. 
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any explicit capital charge. Operational risk is a significant risk faced by financial 
institutions the explicit inclusion of which in capital requirements rules is necessary to 
reinforce the stability and soundness of the financial system. 
 
• 5. Lack of incentives for banks to develop improved internal risk management 
functions: The capital requirements rules of the existing framework, being based on crude 
risk indicators, do not encourage financial institutions to develop and improve their 
processes and techniques for the measurement and management of risks. 
 
• 6. Absence of a harmonised supervision requirement: The current rules omit entirely a 
key aspect necessary to achieve adequate levels of capitalisation. That is the requirement 
that supervisory authorities evaluate the actual risk profile of credit institutions to satisfy 
themselves that adequate capital is held having regard to that risk profile. 
 
• 7. Absence of an adequate supervisory cooperation requirement: In an increasingly 
crossborder EU market it is necessary for both the proportionality of regulatory and 
supervisory burdens on institutions and for the competitiveness of the EU financial 
services sector that Member State supervisory authorities cooperate effectively with each 
other in the supervision of cross-border groups. The current rules need to be improved to 
produce the levels of cooperation in this regard necessary to the effective functioning of 
the EU internal market in financial services. 
 
• 8. Absence of proper market disclosures: The CBD and the CAD do not facilitate 
effective market discipline as a lever to strengthen the safety and soundness of the 
financial system. Effective market discipline requires reliable and timely information that 
enables market participants to make well-founded risk assessments. 
 
• 9. Lack of flexibility in the regulatory framework: The current capital adequacy 
regulatory system in the EU lacks the flexibility needed to keep pace with rapid 
developments in financial markets and risk management practices, and with 
improvements in regulatory and supervisory tools. 
 
 
 
2.2. What would happen under a “no policy change” scenario? 
 
 
 
 
 
 
 
 
 
 
 

 
Your team should provide some ideas of what would happen under the 
no action option  
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3. THE MAIN POLICY OBJECTIVES 
 

Having considered the current shortcomings affecting the EU regulatory capital 
regime (see section 2) and after wide-ranging consultations with Member States and 
interested parties (see section 8), the Commission services formulated the following 
guiding objectives for the work on capital adequacy. 

 
 
3.1. Objective 1: Provide the EU with a state-of-the-art prudential standards 
framework to increase the soundness and the stability of the EU financial system 
 
EU regulatory safeguards need to keep pace with new sources of financial risk and state-
of the-art supervisory practice in order to contain systemic or institutional risk. The 
highest standards of prudential regulation of capital adequacy are essential for both 
financial stability and the smooth functioning of the internal market for financial services. 
The European Union has to make sure that these standards: 
 

• are kept up to date with market developments; 
 

• accurately reflect the risks run by banks and investment firms operating within the 
EU; 
• ensure no deterioration in the overall levels of capital; 
• achieve appropriate consistency with the international framework on capital 
requirements; 
• take account of the specific features of the EU context. 

 
Such overall objective has been, on the basis of the shortcomings existing in the present 
framework, been specified more in detail in the following: 
 
Sub-objective 1: ensure that the economic risk of financial transactions is better captured 
by capital charges and address the first shortcoming of the existing situation which allows 
only crude estimates of institutions’ risks; 
 
Sub-objective 2: prevent capital arbitrage practices by financial institutions addressing the 
second shortcoming of the existing situation which gives scope for circumventing capital 
adequacy rules; 
 
Sub-objective 3: introduce in capital regulation an adequate recognition of risk mitigation 
techniques and address the third shortcoming of the existing situation where such 
recognition lacks almost completely; 
Sub-objective 4: ensure that the full range of risks of banks are captured by the capital 
adequacy framework and address the fourth shortcoming of the existing situation which 
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presents an important incompleteness in the risks covered by minimum capital 
requirements; 
 
Sub-objective 5: provide incentives for the development of internal risk management 
functions and address the fifth shortcoming of the existing situation where such 
incentives lack almost completely; 
 
Sub-objective 6: ensure that supervisory authorities evaluate the actual risk profile of 
credit institutions to satisfy themselves that adequate capital is held having regard to that 
risk profile; 
 
Sub-objective 7: ensure that Member State supervisory authorities cooperate effectively 
with each other in the supervision of cross-border groups; 
 
Sub-objective 8: leverage on market forces to strengthen the safety and soundness of the 
banking system and address the shortcoming of the present situation where proper market 
disclosures are almost absent; 
 
Sub-objective 9: allow European credit institutions and investment firms to respond 
quickly to market change by introducing elements of flexibility in the EU capital 
adequacy regulatory framework. 
 
 
3.2. Objective 2: Provide a proportionate capital treatment 
The new capital requirements framework should be proportionate and recognise the 
variations in risks arising from the context in which exposures to different types of 
borrowers are incurred. In particular, recognition should be given to the reduction in risks 
stemming from situations where the credit institution has a large number of relatively 
small exposures to separate counterparties. This occurs particularly in the context of 
lending to consumers and to small- or medium-sized entities. Recognition of this effect in 
the capital requirements rules will provide a proportionate and prudentially sound 
treatment of exposures to such counterparties. 
 
 
3.3. Objective 3: Provide an appropriate treatment for investment firms and 
investment services 
In order to maintain and enhance a level playing field in the single market, the new 
capital requirements regime must apply in the EU to both credit institutions and 
investment firms, as ensuring an equal treatment of these institutions is a major policy 
concern. At the same time, the Commission believe that EU rules need to be 
proportionate and to take fully into account the ‘biodiversity’ of different financial 
institutions. This requires appropriate adaptation of the general rules. 
 
 
 
4. THE MAIN POLICY OPTION TO REACH THE OBJECTIVES 
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4.1. The importance of the Basel process 
The Basel Committee on Banking Supervision was established by the central bank 
Governors of the Group of Ten (G-10) countries. It consists of representatives of the 
central bank, and of the authority responsible for prudential supervision of banks where 
this is not the central bank, from the following countries: Belgium, Canada, France, 
Germany, Italy, Japan, Luxembourg, the Netherlands, Spain, Sweden, Switzerland, the 
United Kingdom and the United States. The European Commission, along with the 
European Central Bank, is an observer at the Committee and participates in the task 
forces and working groups focused on the capital review.  
 
The importance of the Basel Committee rises in the context of how the globalisation of 
financial activity makes it essential that there is a global approach to prudential standards.  
 
Without such a global approach there would be in fact the twin dangers of competition in 
laxity and regulatory arbitrage. Competition in laxity occurs when jurisdictions 
consciously lower regulatory prudential requirements to attract business. And regulatory 
arbitrage is the other side of this coin - the search by financial institutions for 
jurisdictions in which the burden of prudential regulation is lightest.  
 
In the absence of a single world financial authority, with powers to set and enforce 
prudential regulations worldwide, the Basel Committee on Banking Supervision has 
emerged as the standard-setting body in which prudential standards are agreed by 
supervisors in the most advanced jurisdictions, while broader adoption is encouraged by 
peer pressure and market forces. 
 
The existence of an international framework governing regulatory capital requirements 
has brought and will continue to bring significant benefits to the global economy as a 
whole. In particular, the new Basel II Accord will be a central contribution to a sound and 
stable global financial system, enhancing the resilience of the banking system in the face 
of adverse events. It will facilitate an international level playing field which will help 
prevent the benefits of competition from being undermined by regulatory arbitrage. And 
it will promote the efficiencies that result from having similar prudential standards in 
force throughout the world. 
 
 
4.2. The three main options available to the EU 
Having the context of the Basel process described above in the background, there are 
three main options available to the Commission in order to achieve the three 
aforementioned policy objectives. 
 
 
4.2.1. The “Basel only” option 
In the “Basel only” option, no action is taken at the EU level to revise the existing 
prudential standards framework and banks apply voluntarily the new Basel II accord on 
the basis of indications by their regulator and / or supervisor. At the same time banks 
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would continue to apply the EU framework derived from Basel I as prescribed in the 
CBD and in the CAD. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
4.2.2. The “EU only” option 
In the “EU only” option, action is taken at the EU level without a close link with the 
work done by the Basel Committee. The results of the discussions at the EU level would 
be translated into a new EU prudential framework. 
 
 
 

 
Your team should provide suggestions/examples of reasons that make this option 
not a good one to be implemented. As a help for your exercise, you should know 
that « the “Basel only” option has not been retained by the Commission services as 
a possible working method in developing the new prudential standards framework. 

 
Your team should provide suggestions/examples of reasons that make this option 
not a good one to be implemented. As help for your exercise, you should know that 
«For the above reasons the “EU only” option has not been retained by the 
Commission services as a possible working method in developing the new capital 
requirements framework». 
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4.2.3. The “Basel and EU” option 
In the “Basel and EU” option, action is taken at the EU level in parallel with the Basel 
process. Discussions are held at the same time in Basel and in the EU. While the new 
rules on capital adequacy are agreed by supervisors in Basel, at the same time the 
development of the discussions is presented in the EU to all Member States so that EU 
interests and points of convergence can be identified on specific issues and agreed if 
possible in Basel. If however the EU presents the need to pursue a line which can not be 
agreed in Basel on selected topics, such a line can still be pursued in the EU. 
 
 
 
 
 
 

 
Your team should think about a couple of disadvantages coming from this approach 
and as well as some (at least 3) of very important advantages that make this option 
the preferred one.  
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4.3. The chosen approach: a EU legislative approach applicable to all EU credit 
institutions and investment firms parallel to the Basel process with specific 
departures where needed 
 
4.3.1. Parallelism with Basel and specific departures 
In view of the above considerations regarding the three main working options available to 
the EU, the Commission services have - with the support of industry and the competent 
authorities (finance ministers and supervisors) in the Member States - adopted the 
working principle that the EU capital adequacy framework should be revised in a manner 
that is consistent with the new Basel II Accord, but appropriately differentiated where 
necessary to take account of specificities of the EU context.  
 
In addition to the prudential implications, failure to reflect the new Basel II Accord in the 
legislative framework within the EU would have the potential to undermine the 
competitive position of EU financial institutions in the global market place, with 
significant implications for EU economy and society. 
 
At the same time, there are a number of highly significant specificities of the European 
context which had to be fully taken into account and reflected in the design of the new 
framework. Among those, the most evident ones are the need to adopt a legislative 
approach and to apply the new capital adequacy rules across all types of EU financial 
institutions. 
 
4.3.2. A legislative approach at the EU level 
The Basel Committee does not possess any formal supranational supervisory authority, 
and its conclusions do not, and were never intended to, have legal force. Rather, it 
formulates broad prudential standards and guidelines and recommends statements of best 
practice in the expectation that individual authorities will take steps to implement them 
through detailed arrangements - statutory or otherwise - which are best suited to their 
own national systems. 
 
An ordered and effective functioning of the EU internal market for financial services 
requires however that, from a prudential standards point of view, there are no 
impediments to the freedom of establishment of banks and investment firms in other 
Member States, and to the provision of financial services on a cross-border basis. This 
has been achieved (see sections 1.1 and 1.2) by means of a minimum harmonization of 
prudential standards at EU level obtained by means of directives (integrated in the CBD 
and the CAD) which allow the necessary flexibility at country level for adaptation to the 
specificities of the various national financial sectors. 
 
 
This situation has implied the need to amend the existing CBD and CAD in order to 
reflect the new rules on capital adequacy. Alternative solutions would not have been 
compatible with an ordered and effective functioning of the EU internal market for 
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financial services, and with the chosen working principle of parallelism with Basel with 
specific departures to reflect EU-interests. 
 
 
4.3.3. An application to all credit institutions and investment firms 
The application of the same prudential standards to all entities engaging in financial 
activities allows an effective functioning of the internal market as it creates a level 
playing field among different types of competing financial institutions. 
 
Credit institutions and investment firms compete on the same markets when they provide 
investment services to consumers and engage in trading activities. For this reason, both 
types of institutions are subject to the same prudential requirements related to investment 
services, and in particular to the same requirements for market risk as specified in 
Directive 93/6/EC. 
 
In order to maintain a proper and effective functioning of the EU internal market, the 
Commission proposal maintains this basic principle, except where appropriate 
differentiation in treatment is needed due to the specific differences that exist between the 
various types of institutions (see section 5.3) 
 
5. MAIN POLICY TOOLS TO REACH THE OBJECTIVES 
The purpose of this section is to present in appropriate detail the general policy tools 
which have been chosen in order to achieve the policy objective presented above (see 
section 3). 
 
Given the vast complexity and the deep technical level of the solutions, it is here 
impracticable to go into the full detail of all the technical choices which have been 
discussed and refined with the contribution of competent supervisory authorities during 
more than five years of work. 
 
It is instead possible to provide a broad outline of the retained solutions in view of the 
policy objectives presented earlier, and to stress the specific areas in which the 
Commission supports the outcome of the Basel discussion or has instead decided, after 
consultation with the Member States, to develop alternative solutions tailored to the EU 
specificities. 
 
 
5.1. Achieving objective 1 (state of the art of prudential standards) 
In very general terms and in view of the first objective, the Commission services are 
supportive of the overall design of the proposed new Basel II Accord, and in particular of 
the fact that it is conceived to be suitable to financial institutions of all sizes and levels of 
complexity by means of the offer it provides of a entire range of methods for the 
calculation of capital requirements of different levels of precision and complexity. This, 
in the Commission services view, represents a design which makes the new Basel II 
Accord a highly suitable basis for the new capital adequacy framework in the EU. 
 



 

  Venue: National Bank of Romania, Bucharest, May 17th, 2007 
Phase I –Day 2: “Strengthening RIA Skills – Case Studies” 
Present Case Study discussed: Extended Impact Assessment of the Proposal for a EU Directive on the 
capital adequacy of investment firms and credit institutions. 

19

The calibration of the new Basel II Accord is the second key aspect of the support that 
the Commission services have for the new Basel II Accord. In particular, Commission 
services strongly support the objective of the Basel Committee to calibrate the new 
regime so that minimum capital requirements for ‘Standardised’ Approach banks remain 
on average, after taking into account the new operational risk charge, the same as under 
the 1988 Accord. As proposed by the Basel Committee, in terms of capital requirements 
there should be appropriate incentives for institutions moving to the more advanced 
approaches. 
 
5.1.1. Achieving sub-objective 1: enhance risk sensitivity in capital requirements 
introducing the SA and IRB approaches 
Given the diversity of institutions to which the framework will apply and the desirability 
of providing appropriate incentives for institutions to improve their risk measurement and 
management, two possible strategies have been considered, in parallel with the Basel 
process, to ensure that the economic risk of financial transactions is better captured by 
capital charges. These are an approach based on institutions' internal credit assessment 
systems and a revision of the standardized credit risk weighting scheme. 
 
The revised ‘Standardised’ Approach 
The revised ‘Standardised’ Approach is modelled quite closely on the existing credit risk 
framework, with risk weights determined by the allocation of assets and off-balance sheet 
items to a limited number of risk buckets. The risk sensitivity of this approach has 
however been enhanced by an increase in the number of exposure classes and risk 
buckets, and the use of credit rating agencies’ ratings to assign risk weights where these 
are available (‘external ratings’). 
 
A new risk weight is proposed for non-mortgage retail items. This will be 75% as 
compared with 100% currently. Similarly it is proposed that the risk weight for 
residential mortgage loans be reduced from 50% to 35%. The Commission services 
consider that these risk weights represent the appropriate ones for lending of this kind.  
 
It is proposed to introduce a 150% risk weight for assets which are 90 days past due 
(100% for residential mortgage loans 90 days past due). 
 
The approach represents a highly appropriate approach for those institutions in the EU 
which do not seek approval for the use of the more sophisticated internal ratings based 
approach (see below). On the one hand, the proposals do not represent a significant 
increase in levels of complexity as compared with the current framework. On the other, 
they introduce a degree of risk sensitivity which represents a welcome improvement as 
compared with the existing rules. 
 
 
The IRB approach 
The proposed Internal Ratings Based (IRB) framework represents an appropriate balance 
between soundness and prudence on the one hand and a level of complexity which 
ensures applicability to a wide range of EU institutions on the other. It represents a 
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significant development in the calculation of credit risk capital requirements. Subject to a 
key framework of requirements ensuring the soundness of estimates, institutions are 
permitted to provide their own estimates of the risk parameters inherent in their different 
credit risk exposures. 
 
A key component of the IRB framework is the availability of a ‘Foundation’ Approach 
(FIRB). This allows institutions to make use of their own estimates of probability of 
default, while using regulatorily prescribed values for other risk components7. The 
Commission services consider that this ‘middle’ approach will be attractive to and 
suitable for a large number of institutions within the EU. 
 
Regarding the IRB rules for retail exposures, it is proposed to have only one IRB 
modality: the ‘Advanced’ Approach. Given the significantly greater levels of data which 
are available to institutions for the retail portfolio as compared with other exposure 
classes, the Commission services consider that this represents an appropriate approach 
which should be achievable by institutions which are able to comply with the 
requirements of the ‘Foundation’ Approach for other exposure classes.  
 
The proposal contains specific EU provisions providing for the use by institutions of 
pooled data in the estimation of risk parameter values. This is subject to requirements as 
to the comparability and consistency of the rating systems and criteria used by other 
institutions in the pool. This will allow many smaller institutions to apply a more risk 
sensitive approach to calculating regulatory capital requirements where the size of the 
institution’s own portfolios would in themselves provide insufficient data to comply with 
the minimum requirements for the estimation of risk parameters. The Commission 
services consider these provisions very important in the EU context. 
 
The proposed ‘roll-out’ rules provide flexibility for institutions to move different 
business lines and exposure classes during a reasonable timeframe to the ‘Foundation’ or 
the ‘Advanced’ IRB Approach. 
 
The proposed new framework also allows partial use for non-material exposure classes 
and business lines, i.e. capital requirements for these exposures can be calculated 
permanently according to the rules of the revised ‘Standardised’ Approach even if an 
institution uses the IRB Approach for calculating minimum capital requirements for other 
exposure classes. 
 
Furthermore, and significantly, the proposed EU framework recognises specifically that 
for small institutions with a limited number of sovereigns or institutions as 
counterparties, the requirement to develop a rating system for this kind of counterparty is 
potentially very burdensome. Therefore a permanent partial use for these exposure 
classes is proposed even in cases where institutions exposures to such counterparts are 
material. 

                                                 
7 Institutions using the ‘Advanced’ Approach (AIRB) will need to provide their own values for all risk 
components. 
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To facilitate the commencement of the new IRB framework it is proposed, in line with 
the Basel rules, to include transitional provisions which will allow for a limited period the 
relaxation of a number of proposed requirements that institutions will need to comply 
with to use the IRB Approach. Especially important in this context is the initial proposed 
relaxation in the data requirements for the estimation of probability of default from five 
years data to two years (increasing by one year during each of the first three years of the 
new regime).  
 
All of these provisions in the new rules will encourage institutions to apply for greater 
risk sensitivity in their business. 
 
 
5.1.2. Achieving Sub-objective 2: reduction in capital arbitrage and introduction of a 
new approach on securitisation 
 
The introduction of significantly enhanced risk-sensitivity as described in the previous 
paragraphs together with the closer alignment of the methodologies for calculating capital 
requirements with the methodologies of institutions for the measurement of their risks 
and the allocation of economic capital means that both the incentives and opportunities 
for capital arbitrage are significantly reduced. 
 
In particular, for the first time a harmonised set of rules for capital requirements in 
relation to institutions’ securitisation activities and investments has been introduced. This 
framework is designed to incorporate high-levels of risk-sensitivity. This will provide a 
very significantly improved capital requirements framework for such transactions – 
allowing institutions to take advantage of the funding, balance-sheet management and 
other advantages that such transactions can deliver. It will also result in a reduction in the 
extent to which securitization might have been perceived as a tool for capital arbitrage 
purposes. 
 
 
5.1.3. Achieving Sub-Objective 3: significantly enhanced recognition of credit risk 
mitigation 
 
There is general agreement among supervisors that there is at present an insufficient 
recognition of sound risk management practices in the area of credit risk mitigation. The 
new framework seeks to identify the issues which are common to mitigation techniques 
and design an approach that would treat common underlying risks or economic effects in 
a consistent manner. While individual products or techniques might require some further 
specific tailoring, an advantage of this strategy is its perceived ability to adapt to 
continued innovation in this field. 
 
Within a framework of prudential soundness, institutions stand to gain from the 
significant advances in the recognition of techniques of credit risk mitigation which are 
incorporated into the proposed new capital adequacy framework. These include the 
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recognition of a significantly wider range of collateral and guarantee / credit derivative 
providers than is the case under the existing regime. Under the IRB Approach, it is 
proposed also to give a prudentially appropriate level of recognition to financial 
receivables and physical collateral. 
 
 
Alternative methodologies are made available so that institutions have the opportunity to 
choose methods of different levels of complexity. For example, in relation to the 
recognition of the risk-reducing effects of financial collateral, institutions may choose the 
Simple Method – which is based on an easy-to-use ‘risk weight substitution’ approach; or 
they may opt for the Comprehensive Method – which involves the application of 
volatility adjustments to the value of the collateral received. Similarly, in the calculation 
of volatility adjustments more and less complex approaches are made available – a 
straightforward ‘Supervisory’ approach where the amounts of the benchmark volatility 
adjustments are set out in a table in the draft proposed legislation; and a more risk-
sensitive ‘Own Estimates’ approach. 
 
These methodologies and approaches will greatly assist in achieving the sub-objective of 
enhanced recognition of credit risk mitigation. 
 
 
5.1.4. Achieving Sub-objective 4: introduction of a requirement on Operational Risk 
Three different methodologies will be available for use by institutions in calculating their 
operational risk capital charge. 
 
A simple approach based on a single aggregate income indicator will be the Basic 
Indicator Approach (BIA). This approach will provide a capital buffer against operational 
risk, without requiring institutions to develop sophisticated and costly information 
systems about their operational risk exposure. Institutions using the BIA will nevertheless 
be required to comply with a set of basic risk management standards applicable to every 
institution. 
 
A more precise approach based on business lines will be the Standardised Approach 
(STA). This approach aims to be more risk-sensitive, as the capital requirement for 
operational risk will be differentiated to reflect the relative riskiness of different business 
lines. The use of the STA will be conditional upon compliance with more developed risk 
management standards. In particular, institutions will be able to map their activities into 
different business lines, and will have a process to identify their exposure to operational 
risk. This approach is likely to be attractive to a large number of smaller / less complex 
institutions. 
 
More sophisticated methodologies will be available under the Advanced Measurement 
Approach (AMA). Under this type of approach, institutions will have to be able to 
generate their own measure of operational risk, subject to more demanding risk 
management standards. AMA is expected to be gradually adopted mainly by the large 
internationally active institutions; but could also prove well suited for smaller specialised 
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institutions which have developed advanced risk monitoring systems for their main 
activities.  
 
An Alternative Standardised Approach will be available to institutions that are 
predominantly active in traditional banking activities (retail and commercial banking), 
and which can demonstrate a double counting between the operational risk charge and the 
capital requirement for credit risk. This variant of the Standardised Approach was 
developed in the light of the impact analysis referred to as QIS3 (see section 6.1.1). 
 
Further impact analysis (see section 6.1.4) on investment firms has also identified, under 
the STA, possible double counting between the Trading and Sales business line and the 
capital charge for market risk. A transitional provision is proposed to address this 
potential double counting. This will allow, for firms where Trading and Sales is a large 
part of their business, a reduction in the charge applied to that business line to a level that 
eliminates the double counting. This transitional provision will continue until such time 
as the detail of the STA can be reviewed based on real life experience of the operation of 
this framework. 
 
 
5.1.5. Achieving Sub-objective 5: reinforcement of risk assessment and management 
Capital requirements are not a substitute for sound risk assessment and management. 
Every credit institution and investment firm has to have full awareness and control over 
its risks including, but not limited to, those treated under the minimum capital 
requirements. 
 
To support smooth operating conditions at credit institutions and investment firms, the 
existing obligations on organisation have been expanded and enhanced to ensure that 
robust governance arrangements are implemented, effective processes to manage and 
report risks are operated, and adequate internal controls are in place. The board of 
directors of credit institutions and investment firms will have to ensure that duties are 
effectively segregated in the organisation and conflicts of interest are the prevented. It 
will also be required to approve and review the strategies and policies followed by the 
credit institution or investment firm to take up, manage, monitor and mitigate risks, 
including those related to the macroeconomic environment in which the institution 
operates in relation to the status of the business cycle. Further technical provisions will be 
laid down in relation to the major categories of risk credit institutions and investment 
firms are typically exposed to. 
 
In order to maximise effectiveness of these requisites, they will apply to credit 
institutions and investment firms individually, and effective interconnections will have to 
exist within groups. However, given the diversity of the institutions covered by 
provisions, these requirements will have to be met on a proportionate basis. 
 
This organisational infrastructure will permit institutions to maintain an ongoing balance 
between the risks they are exposed to and the capital they hold. This balance, and the 
strategies and processes implemented to continue it, will constitute a key element of the 
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constant dialogue which has to exist between every institution and its supervisor 
concerning compliance with requirements on organisation and capitalisation. 
 
 
5.1.6. Achieving Sub-objective 6: supervisors to review and evaluate institutions 
To meet this sub-objective, competent authorities will be required to review the 
compliance by the credit institutions and investment firms with the various legal 
obligations in terms of organisation and risk control, and to evaluate the risks actually 
taken by the institutions. This assessment of the situation will have to be used by 
supervisors to determine whether weaknesses exist in the internal controls and capital 
held to meet risks. 
 
Supervisors will be provided with a minimum harmonised range of robust legal powers to 
require institutions to address the inadequacies identified. This range will include the 
possibility to oblige credit institutions and investment firms to hold own funds in excess 
of the minimum requirements, to apply a specific provisioning policy, to reinforce the 
arrangements and strategies concerning the take up, management, monitoring and 
mitigation of risks, and to restrict or limit the business, operations or network of the 
supervised institutions. 
 
In line with the principle according to which capital requirements are not a substitute for 
sound risk assessment and management, increased capital requirements will be just one 
of the alternative means available to rectify weaknesses or inadequacies of supervised 
institutions, to be exploited only if alternative measures concerning organisation cannot 
produce positive results in an appropriate timeframe. 
 
 
5.1.7. Achieving Sub-objective 7: establishment of increased coordination among 
national supervisors 
 
The new capital framework introduces approaches which firms will want to apply, and 
which can be applied most effectively, right across a financial group. In addition, the 
degree of cross-border business in the EU is increasing, and there is a trend towards 
centralisation of risk management within cross-border groups. This last trend will only be 
encouraged by the new directive. 
 
All of these items lead to a need for improved coordination and cooperation amongst 
national supervisory authorities in the EU. Therefore the existing role of the 
consolidating supervisor, which is well established in the banking sector, has been 
developed further. Every crossborder group will have a consolidating supervisor, as at 
present. Certain additional tasks will be allocated to this supervisor, on a EU-wide basis. 
And relevant supervisors will need to work together to consider, and decide on, 
applications from cross-border groups for approval of sophisticated models and 
methodologies under the IRB and AMA approaches mentioned earlier. 
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5.1.8. Achieving Sub-objective 8: introduction of disclosure to markets 
The disclosure of information by financial institutions to market participants contributes 
to greater financial soundness and stability while at the same time maintaining a level 
competitive playing field and respecting the sensitivity of certain information.  
 
While the proposed new Basel II Accord will require a minimum semi-annual disclosure 
frequency for banks other than ‘small banks with stable risk profiles’, the Commission 
services propose to require disclosure on a minimum annual basis for the generality of 
institutions - while requiring them to assess whether more frequent disclosure is 
necessary in light of specific criteria. This, in the view of the Commission services, 
appropriately reflects the specific features of the EU context and is conceptually coherent 
with the approach of the Basel Committee. 
 
 
5.1.9. Achieving Sub-objective 9: introduction of flexibility in the regulatory framework 
The capital adequacy framework needs to keep pace with market developments, financial 
innovation, and progress in the techniques for the measurement and management of risks. 
The calibration of capital requirements may also need some revision to reflect 
developments in the actual exposure to risks. 
 
The necessary degree of flexibility is brought by making a distinction between core stable 
elements of principle (in the articles of the directive) and technical rules (in the annexes 
to the directive) that will need adaptations in the short to medium run. 
Whereas any future change to the core principles in the articles will require a co-decision 
procedure, the updates and adaptations to the technical rules will be subject to a 
comitology procedure. This will be supported by the new committee architecture in 
banking (see section 7.2). 
 
 
 
5.2. Achieving objective 2 (providing a proportionate capital treatment) 
 
Key to EU interests is the need to have MCR which are usefully applicable in a EU 
economic context in which SME-financing plays a crucial role.  
 
The Commission services believe that the Basel framework provides a prudentially sound 
treatment of SME lending which is nevertheless suitable to the situation of such 
borrowers. 
 
Under the ‘Standardised’ Approach, as mentioned previously, a 75% risk weight for retail 
loans is being introduced. Loans to small businesses may be included in this category, 
subject to an aggregate exposure limit per borrower of €1 million. For unrated borrowers 
not falling within the retail asset class, the risk weight remains the same as under the 
current regime – i.e. 100%. 
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In relation to the IRB Approach, exposures to SMEs falling within the corporate asset 
class will receive a reduction in capital requirements as compared with loans to larger 
corporates based on a firm size-related adjustment to the risk weights. This incremental 
discount factor will start when borrowers have total annual sales of less than €50 million 
and will increase in inverse proportion to the size of the firm. The largest discount - 20% 
- will be available for lending to borrowers with annual sales of €5 million or less. And 
the average discount will be approximately 10%. 
Furthermore, SME loans below an exposure size of €1 million can be treated in the retail 
portfolio. The capital requirement in the retail portfolio is generally lower than in the 
corporate portfolio because empirical evidence suggests that for any given combination 
of risk parameters the contribution to portfolio credit risk for retail and small SME 
exposures is lower than for other exposures. 
 
Finally, loans to corporates situated in the EU with a turnover as well as total assets for 
the consolidated group below €500 million can be excluded from the explicit maturity 
adjustment (to be replaced by an implicit maturity assumption of 2.5 years) under the 
IRB ‘Advanced’Approach where the competent authorities opt for such an approach for 
all institutions authorised by them. 
 
 
5.3. Achieving objective 3 (appropriate treatment of investment firms) 
With specific regard to investment firms the main issues at stake are: the impact of a new 
capital charge to cover operational risk, the new rules on consolidation, the new rules 
concerning the trading book  
 
5.3.1. An appropriate capital charge for operational risk 
Investment services are subject to harmonised regulation based on the Investment 
Services 
Directive (ISD)8 and the CAD. Both credit institutions and investment firms have to 
comply with rules covering not only capital requirements but also conduct of business, 
segregation of clients’ assets, administrative and accounting procedures, internal controls, 
and so on. 
 
The Commission services consider that in respect of some specific investment 
firms/investment services business lines a lower calibration of the operational risk charge 
– as compared with the charges currently being proposed in the new Basel II Accord – 
are justified in the EU legislation. This is because the calibration in Basel of these 
business lines was based on data for credit institutions, and not for investment firms. 
 
In reaching this view the Commission services have had regard to an informal study 
carried out in 2001 in relation to the likely impact of the new operational risk charges on 
investment firms and to the fact that within the EU such services are covered by the 
customer protection requirements and risk management standards of the Investment 
Services Directive (whether they are carried out by credit institutions or investment 
firms). 
 



 

  Venue: National Bank of Romania, Bucharest, May 17th, 2007 
Phase I –Day 2: “Strengthening RIA Skills – Case Studies” 
Present Case Study discussed: Extended Impact Assessment of the Proposal for a EU Directive on the 
capital adequacy of investment firms and credit institutions. 

27

In order to benefit from the alternative operational risk charge, investment firms need to 
comply with a number of specific risk management standards and operational 
arrangements for investment services, as these can play a role in reducing the frequency 
and severity of operational risk losses. 
 
The proposal consists of the following: 
• a separate treatment for investment firms with a ‘limited licence’, which are perceived 
to be lower risk firms. This will apply to firms that do not carry out trading on their own 
account or underwriting of securities issues on a firm commitment basis. The treatment 
will allow these firms to continue to base their capital requirements on the Expenditure 
Based Requirement (EBR), as at present; 
• a treatment for investment firms which take trading positions only to fulfil client orders 
or because the rules of exchanges or clearing houses require the position to be in their 
names. These firms will face market and credit risk only when problems arise with these 
transactions. Therefore the treatment will require firms to hold capital equal to the EBR 
plus any market and credit risk charges they face. 
 
 
5.3.2. A more sound scope of consolidation for investment firms groups 
It is proposed to amend the existing alternative to consolidated capital requirements for 
investment firms groups. It is proposed that this alternative be available only to groups 
that meet a number of stringent specified conditions. It will be required, inter alia, that (i) 
no credit institution is included in the group; (ii) the group engages in a limited range of 
activities which does not include own account dealing or underwriting of issues with firm 
commitment; and (iii) the group is adequately capitalised. In such very limited cases the 
Commission services have considered that the objectives of prudential supervision on a 
consolidated basis can be achieved without imposing consolidation. 
 
5.3.3. A planned future solution to trading book issues 
Trading business has an important role to play in ensuring the efficiency of financial 
markets and the effective allocation of resources within the EU economy. Appropriate 
capital charges for trading book business contribute to financial stability while not 
discouraging firms from playing this important economic role. 
 
The new Basel II Accord will not include a fundamental review of all trading issues, or of 
all issues concerning the management of market risk. But important advances have been 
made in a number of areas. 
 
A number of changes will be made to the specific risk charges for different types of 
financial instruments, to make these charges more risk sensitive. A specific treatment will 
also be introduced for trading positions in collective investment undertakings. And 
changes will be made to reflect the development of credit derivatives as a separate asset 
class. 
 
As part of a ‘next phase’ of work the Basel Committee will undertake further 
consideration of the treatment of counterparty risk for trading transactions. The 
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Commission will participate in this important work reflecting the dynamic nature of the 
new capital requirements framework. 
 
 
6. EXPECTED IMPACTS FROM THE IDENTIFIED SOLUTIONS 
6.1. Impact studies 
 
In section 5, a number of solutions to the major issues presented by the existing situation 
have been presented. This section addresses in short the main thrust of the impacts of the 
solutions described in section 5 from an economic and social point of view. 
 
6.1.1. The impact on capital requirements 
Table 1 shows the changes in capital requirements deriving from the new capital 
adequacy framework. 
 
The new rules will in general reduce capital requirements for EU credit institutions by 
around 7% compared to present levels. 
 
The outcomes for the different approaches are generally in line with objectives – in 
particular that of combining capital neutrality with appropriate incentives for institutions 
to move towards more sophisticated approaches. This is an important achievement of the 
framework to which the Commission attached significant importance. 
 
Smaller domestic ‘group 2’ banks8

 adopting the SA approach will face slightly reduced 
capital charges (-1.07%). 
 
Larger internationally active ‘group 1’ banks adopting the IRB approach will face 
substantially unchanged capital charges (1.68% if FIRB and -3.85% if AIRB). 
 
EU ‘group 2’ banks adopting the FIRB approach will face substantially lower capital 
requirements than under the current framework (-25.29% if FIRB and -23.12% if AIRB). 
 
The results show an incentive to adopt the AIRB approach for large ‘group 1’ banks, with 
an overall decrease of around 5-6% compared to the FIRB approach. 
 

                                                 
8 Banks have been divided into two groups. 'Group 1' (G1) banks are larger internationally active banks, 
with Tier 1 capital in excess of 3 billion EUR. 'Group 2' (G2) banks are smaller (and generally less 
complex) not internationally active banks. 
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These impact figures are the result a calibration process of the new Accord made of three 
main steps. In fact, after the publication with QIS3 of the impact of a set of rules 
published in the Third Consultation paper and referred to as ‘CP3’ (see section 8.2.5) 
which constitutes the backbone of the final proposals, a specific amendment on the 
calculation of expected losses (EL) and unexpected losses (UL) was introduced by the 
Basel Committee. This technical amendment modified the impact of the proposal (as 
indicated further in section 6.1.3) in a way that was no longer consistent with the main 
calibration objectives of the new framework. For this reason, a recalibration by means of 
a 1.06 multiplier of IRB formulas has been 
necessary, leading to the final impact figures shown above.  
 
6.1.2. QIS3 
The Commission services assisted the Basel Committee in its Third Quantitative Impact 
Study (QIS3) exercise for the production of impacts for the European Union (EU) area, 
and for an enlarged area comprising banks from the EU as well as from six additional 
countries (EU+6) including certain new Member States or countries belonging to the 
European Economic Area. The results of the QIS3 were published by the Commission on 
01.07.2003, contemporaneously to the publication of CP3. 
 
The following key conclusions can be drawn from Table 2, which illustrates the expected 
impacts on European banks of CP3 rules as of 01.07.2003. 
 
CP3 rules did in general reduce capital requirements for EU banks by around 5% 
compared to present levels, which is around 2% less than in the final proposal. 
 
While results are in general fully comparable to the impact results of the final proposals, 
QIS3 indicated also that the change in capital charges for EU+6 ‘group 2’ banks in the 
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SA was not particularly higher than in the EU. A moderate increase in capital charges 
could however be  registered in new Member States. 
 

 
 
 
 
Importantly (see Table 3), QIS3 also showed that the main source of reduction in capital 
requirements is the retail portfolio, which is mostly composed of loans to Small and 
Medium Enterprises (SMEs) below EUR 1 million and residential mortgage loans. This 
reduction reflects the new risk weight functions and compares favourably with the 
present rules which carry retail exposure charges that are felt to be higher than their 
actual risk.  
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QIS3 also showed that other important sources of decrease in the capital requirements are 
the exposures to corporate non-SME customers and to corporate-SME customers. This 
means that capital requirements for loans to large enterprises and SMEs will be generally 
no higher – and in many cases lower - than at present. 
 
QIS3 finally showed that Operational risk was the main source of increase in capital 
requirements, even though the capital charge would tend to be lower than the initially 
targeted figure of 12%. 
 
 
6.1.3. The Madrid EL-UL decision 
On 10-11 October 2003, the members of the Basel Committee met in Madrid to decide on 
responses to public comments received on the new Basel II Accord. With respect to the 
internal ratings-based IRB treatment of credit losses, the existing proposals called for 
banks to hold enough capital to absorb expected and unexpected credit losses (EL and 
UL) with a particular treatment for provisions. However, in the light of the public 
comments received on CP3, the Committee decided to revisit the issue and to adopt an 
approach based on unexpected losses only (UL).  
 
Under this modified approach, the measurement of risk-weighted assets (that is, the IRB 
capital requirement) is based solely on the unexpected loss portion of the IRB 
calculations. Additionally, banks compare the IRB measurement of expected losses with 
the total amount of provisions that they have made, including both general and specific 
provisions. For any individual bank, this comparison produces a "shortfall" if the 
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expected loss amount exceeds its total amount of provisions or an "excess" if the total 
provisions exceed the expected loss amount. Finally, shortfalls have to be deducted from 
capital, and excesses have to be added to capital with a limit set at 0.60% of Risk 
Weighted Assets. 
 
As shown in Table 4, after the EL-UL Madrid decision the new rules would have in 
general reduced capital requirements for EU banks by around 9% compared to present 
levels. It meant a further reduction of around 4% compared to CP3. 
 
 
 
 
 
 
 
 
 

 
 
 
 
 
Larger internationally active ‘group 1’ banks adopting the IRB approach would have 
faced moderately reduced and not any more substantially unchanged capital charges (-
2.28% if FIRB and -7.49% if AIRB). 
 
EU ‘group 2’ banks adopting the AIRB approach faced lower capital requirements than 
under CP3. The further reduction of requirements for these institutions was around 8-
10%. 
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EU ‘group 2’ banks adopting the FIRB approach faced substantially lower capital 
requirements than under the current Accord, and around 4-5% less than under CP3.  
 
6.1.4. The 1.06 multiplier recalibration 
On the basis of the impact results stemming from the EL-UL Madrid Decision, and in 
particular of the consideration that the calibration of the new framework would no longer 
meet its calibration objectives, a recalibration by means of a simple multiplier of 1.06 to 
be inserted in IRB formulas was considered in order to move the impact back broadly to 
CP3 levels. This recalibration has led to the final impact figures commented above in 
section 6.1.1. 
 
 
6.1.5. PricewaterhouseCoopers’ Report 
The European Council at its meeting in Barcelona of 15 and 16 March 2002 requested the 
Commission ‘to present a report on the consequences of the Basel deliberations for all 
sectors of the European economy with particular attention to SMEs’. The definitive 
version of the study was delivered by PricewaterhouseCoopers (PWC), the selected 
contractor, on 13 April 2004 in line with the timetable set in the contract. 
 
In the context of a general assessment that, on balance, Basel II will be positive for the 
EU economy and prudential structures, the key conclusions of the study are as follows: 
– EU banks’ capital requirements will decrease up to ± 5% (€ 80-100 billion) and 
translate into an annual increase in profits of up to ±€ 10-12 billion; 
– Although Basel II is expected to only have a limited effect on pricing of most bank 
lending, there will be extensive behavioural effects: banks will evaluate risk better and 
take more informed lending decisions; 
– The more risk-sensitive behaviour of banks that Basel II will entail is likely to produce 
in the long run to a more efficient allocation of capital in the economy; 
– There will be no negative impact on the availability and cost of finance for SME’s in 
most EU Member States. Fears of negative effects of Basel II on SMEs tend to derive 
from lack of adequate information, and not from the contents of the new capital adequacy 
regime; 
– There isn’t any automatic disadvantage for smaller banks and any indication that Basel 
II will force M&A’s and consolidation in the banking sector; 
– The decision to cover all banks in the directive will not put EU firms at a competitive 
disadvantage, nor is the US decision to apply on advanced approaches to some 20 big 
banks a significant competitive factor; 
– It is important to monitor that the various areas of national discretion embedded in the 
new framework do not become a source of competitive disadvantages in the EU single 
market for financial services; 
– Implementation costs for EU-banks are not solely driven by Basel and many of these 
investments would have happened anyway, although over a longer period; 
– Basel II procyclicality effects may be less — and less damaging — than the 
procyclicality of the present Basel I Accord. 
 
PWC notes two areas of concern that merit the Commission’s attention: 
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– the treatment of investment firms and in particular the trading book and operational risk 
requirements. PWC concludes that the Commission’s proposals for small firms are 
adequate, but that more work needs to be done on the large firms. After the delivery of 
the study the Commission services have worked closely with the industry and have 
resolved most of the trading book problems and proposed modifications to the 
operational risk rules (see sections 5.3.1 and 5.3.3).; 
– venture capital investments by banks need further consideration. The Commission 
services have worked closely together with the venture capital industry and proposed 
appropriate amendments in the rules to take account of industry concerns as far as they 
can be justified. In particular, analysis provided by the venture capital industry showed 
that the originally proposed capital requirements are correct for single equity investments, 
but that for diversified portfolios risk decreases significantly and therefore the capital 
requirements should be lower. As a consequence, the Commission services have made 
available preferential treatments for venture capital financing, such as a reduction of the 
LGDs from 90% to 65% in the IRB Approach. Venture capital industry has shown broad 
agreement and satisfaction with the proposed preferential treatments. 
 
The study finally looks at the very costly consequences from an economic and social 
point of view of banking crises. As the causes of banking distress and bank failures are 
numerous, no regulatory regime, irrespective of how well founded, is able to eliminate 
completely the possibility of such events. The new framework, however, should 
nevertheless help reduce the frequency and the costs of such incidents. 
PWC’s study and conclusions confirm the Commission’s own consistent policy messages 
and reflect the enormous efforts that have been made to present sensible and responsible 
capital adequacy rules. 
 
 
 
 
 
6.1.6. Investment Firms QIS 
Given the lack of investment firm data included in the Basel exercises, and the intention 
to apply the capital framework to both credit institutions and investment firms in the EU, 
the Commission has carried out a number of separate impact studies on investment firms. 
 
During early 2003 the Commission coordinated a data-sharing exercise amongst national 
supervisors. This is discussed in the Explanatory Document to the Commission’s CP3, 
published in July 2003.15 The main output from this exercise was the finding that for the 
large majority of ‘limited licence’ firms, the Expenditure Based Requirement (‘EBR’) 
remained the most important element of the MCR, so it was appropriate to move forward 
with a treatment based on EBR. 
Further analysis of this data later in 2003 highlighted that the policy conclusion reached 
with regard to ‘limited licence’ firms was correct,16 but that further work was needed in 
relation to other investment firms.17 A further impact study was carried out early in 2004, 
specifically to look at the expected impact of the new capital framework on other 
investment firms. This impact study led to two separate conclusions: 
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• that for firms whose business includes a significant proportion of trading and sales, 
there is the possibility of double counting between the capital requirements for 
operational risk and market risk, if the firm were to use the Standardised Approach for 
operational risk; 

• that the introduction of an explicit operational risk charge for investment firms carrying 
out limited activities would lead to substantial capital increases that are not justified by 
any change in the risk profile of the firms. A treatment based on EBR, but extended to 
reflect the fact that these firms can face market exposures, is considered to be 
appropriate. 
 
 
6.2. Special topics 
6.2.1. Impact on smaller and less complex institutions 
 
 
 
 
 
6.2.2. Impact on investment firms and investment services 
 
 
 
 
 
 
6.2.3. Impact on new Member States 
 
 
 
 
 
6.2.4. Impact on SMEs 
 
 
 
 
 
6.2.5. Impact on the macroeconomy 
 
 
 
 
 
6.2.6. Impact on financial stability 
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PWC’s study indicates that although the new framework is expected to only have a 
limited effect on pricing of most bank lending, there will be extensive behavioural 
effects: banks will evaluate risk better and take more informed lending decisions. 
In view of this, PWC’s study observes that even if no regulatory regime is able to 
completely eliminate the possibility for banking crisis, the new framework should 
nevertheless help reduce the frequency of such incidents. 

 
6.2.7. Procyclicality of the new framework 
 
 
 
 
 
 
7. HOW THE RESULTS AND IMPACTS OF THE PROPOSAL AFTER IMPLEMENTATION ARE 
MONITORED AND EVALUATED 
 
The proposal is expected to follow normal implementation procedures, i.e. transposition 
in Member States within 18-24 months. 
 
7.1. Harmonisation of provisions 
 
 
 
 
 
7.2. ‘Lamfalussy’ in banking 
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8. STAKEHOLDER CONSULTATIONS 
8.1. Stakeholders in a capital requirements directive 
During the preparation of the draft directive the following stakeholders were identified: 
• Credit institutions and Investment Firms: It is evident that credit institutions are the 
most directly concerned by amendments in the supervisory framework. They will be 
subject to a new set of rules that may require some entities to change their procedures or 
raise more capital. However, the system will also give a quality mark to EU financial 
institutions which will be a distinct advantage on the international market (see sections 
3.1, 3.3, 5.1 and 5.3). 
• Corporates and SMEs: Corporates and SMEs represent the very engine of the European 
economy. They play a crucial role in promoting the innovation, growth and employment 
which is essential to the economic success of the Union and to the welfare of its citizens. 
It has therefore been a central objective that the new capital adequacy framework does 
not result in disproportionate capital requirements in relation to financing of such entities 
(see sections 3.2 and 5.2). 
• Banking supervisors: Member States’ competent authorities will be deeply involved in 
the implementation of the new framework and will be responsible for its enforcement. 
They are interested to the overall structure of the regulation, its suitability for the EU 
financial institutions, the correspondence between the supervisory controls required under 
the new regime and the sufficiency of legal powers it grants, the planning of their 
infrastructure and human resources (see in particular section 5.1.6). 
• Governments, Taxpayers and Consumers: Governments and taxpayers are interested in 
the reduction of the costs that financial institutions failures impose directly and indirectly 
on society: directly in the form of bail-out and work-out costs; indirectly in the form of 
less employment, credit, investment and re-allocation of resources. Consumers are 
sensitive to the protection of depositors and investors. (see in particular sections 1.1 and 
6.2.6) 
 
 
8.2. Public consultations 
 
A large number of public consultations have taken place between 1999 and 2004 with all 
stakeholders. Each consultation was followed by a comprehensive feedback paper from 
the Commission’s services. This section gives a brief description of the main 
characteristics of each consultation. 
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8.3. Comments received 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
9. COMMISSION DRAFT PROPOSAL AND JUSTIFICATION 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

PLEASE FILL IN THE CONSULTATIONS SUMMARY 
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IMPACT ASSESSMENT PAPER: 

 
GENERAL STRUCTURE (TEMPLATE) 

 
 
 

Assignment: 
 
 
 

Your team is the Unit or Division that shares the responsibility of ensuring top quality 
impact assessment..  
 
In this case, you have to participate in preparation of an Extended Impact Assessment 
(EIA) on the draft Directive on Capital Requirements for Credit Institutions.  
 
Your team realizes that there is a draft document which is only partially filled and 
which has to be completed. 
 
With regard to parts and sections still incomplete, the task of your team is to draft the 
content of missing sections. If this can help your brainstorming, in thinking about the 
missing sections you can take Romanian perspective.  
 
Throughout the main document  two types of boxes will be found:  

o Yellow boxes: they refer to sections that the team is expected to fill in; 
o Grey boxes: they refer to text that has been omitted in order to make the 

document shorter and since it is not strictly pertaining to the background 
information that is needed to run the whole simulation 

 
In this document you will find the “RIA standard template”: standard contents of RIA 
to be filled in. It should guide you through your final presentation.  
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1. Identification of the problem 
 
 

1.1. What is the problem that may require action? 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
1.2. What are the underlying drivers (causes) of the problem? 
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1.3. Who is affected, in what ways, and to what extent 

(stakeholders’ analysis) 
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2. Definition of the objective and the intended effect 
 

 
 

2.1 What are the general and more specific objectives of 
regulation? 
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2.2 Rationale for regulatory action  
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3. Identification and definition of options 
 
 
 

3.1. Description of the likely outcomes under “do nothing” option; 
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3.2. What are the possible options for meeting the objectives an 
addressing the problem? 
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4. Impact analysis of options identified 
 
 

4.1. What are the likely economic impacts of each of the (shorted-
listed) options?  
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4.2. List positive and negative impacts 
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4.3. Specify which impacts are likely to change over time and how 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

  Venue: National Bank of Romania, Bucharest, May 17th, 2007 
Phase I –Day 2: “Strengthening RIA Skills – Case Studies” 
Present Case Study discussed: Extended Impact Assessment of the Proposal for a EU Directive on the 
capital adequacy of investment firms and credit institutions. 

11



 
 
 
4.4. Calculations 
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5. Identification of enforcement, sanctions and monitoring 
for each option 

 
 
 

5.1. How each option should be enforced in order to ensure 
compliance 
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5.2. Sanctions in case of non compliance 
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5.3. Procedures to be put in place to monitor the compliance  
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6. Comparison of the options 
 
 

6.1. Presentation of the results 
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6.2. Ranking of the options in terms of the evaluation criteria 
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6.3. Set out a preferred option   
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7. Outline policy monitoring and evaluation 
 
 
 

7.1. Set the core indicators of progress towards the meeting of the 
objectives 
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7.2. Set the broad outline for possible monitoring and evaluation 

arrangements 
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

  Venue: National Bank of Romania, Bucharest, May 17th, 2007 
Phase I –Day 2: “Strengthening RIA Skills – Case Studies” 
Present Case Study discussed: Extended Impact Assessment of the Proposal for a EU Directive on the 
capital adequacy of investment firms and credit institutions. 

20



 
 

8. Consultation process 
 
 

8.1. Indicate how and at what stage(s) stakeholders have been 
consulted 
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8.2. Indicate the main results and how this input has been taken 

into account or why it has not been taken into account 
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1. EXECUTIVE SUMMARY 

This impact assessment has been conducted by the Commission's services in order to prepare 
the proposal for a Directive on Payment Services. It formed the basis for discussion and input 
from a wide range of external stakeholders and deepened the analysis of likely social and 
economic impacts. It is aimed at meeting the specific commitments of the Commission under 
the Lisbon and Sustainable Development Strategies by keeping EU intervention as simple as 
possible. Finally, it explains why a particular action has been chosen and why the proposed 
response is an appropriate choice. This impact assessment report does not prejudge the final 
form of any decision to be taken by the Commission. 

Commission’s consultation with stakeholders, analysis and fact finding studies revealed 
five core problem areas in the EU payment services market: 

1. High cost of the payment system to the economy due to inefficient use 

The payment system allows for the successful conclusion of 231 billion payments per year in 
the EU representing a total value of EUR 52 trillion1. Studies estimate the cost impact of the 
payment system to society to as much as 2–3 % of GDP. Cash is the main cost driver and 
accounts for as much as 60–70 % of the total cost of the payment system. Instead of efficient 
electronic payment services, for which the costs range between a few euro cents the cost per 
transaction when paid for in cash ranges between EUR 0.30 to EUR 0.55. The sectors most 
affected by the high cost of cash usage are the payments industry and merchants e.g. the 
payments industry is often cross-subsidising cash operations with revenues form electronic 
payments and account management fees. 

2. Deficiencies in EU payment infrastructures and services 

The infrastructure for payments in the EU is predominantly national, based on national 
markets, user habits and national currencies. These national payment systems have not yet 
adapted to fit the Single Market. They are not geared to handle cross-border payments as 
efficiently as national ones.  

The few existing cross-border payment systems suffer from a lack of critical mass and operate 
with much higher unit costs than their national equivalents. Cross-border payments amount to 
only 3 % of total transactions.  

Common technical standards and business rules are missing to allow for competition between 
national payments systems and cross-border payment systems. The lack of standards also 
prevents consolidation of payment systems and the redundancy of systems creates higher 
costs for providers, users and the economy. 

3. Large differences in the efficiency of payment services in the Single Market 

Despite the fact that the Single Market exists since 1992, the Internal Market for payment 
services is hugely fragmented. The introduction of euro in 1999 has provided for a market for 
euro cash payments but the integration of the market for electronic payments has only started. 

                                                 
1 McKinsey & Company (2005). 
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This is evident in the huge differences in efficiency and prices for electronic payments 
between Member States.  

Whilst it is difficult to compare efficiencies of national markets, the figures that do exist show 
substantial differences. The price of providing basic payment services related to a bank 
account varies between Member States by a factor of 1:82, e.g. from EUR 34 a year for the 
average customer in the Netherlands to EUR 252 in Italy. It is not only on price that large 
differences are seen between Member States. For example in some Member States payments 
are executed in real time or same day, but in others three days or even longer is the rule. 

4. Lack of efficient competition and a level playing field in the payments market 

The payment industry is a network industry and a certain degree of co-operation between 
competitors is necessary (e.g. to establish common standards) in order for the system to 
function efficiently. This cooperation should be limited to clear tasks and go no further than is 
absolutely necessary.  

However, the Commission received many complaints from new market entrants from the non-
bank sector, about substantial barriers to entry to the payments market and an unlevel playing 
field. New players are often faced with difficulties when trying to join existing national 
payment systems and infrastructures, which are a prerequisite in order to be able to compete. 

The payments sector has been subject to several industry wide reports and investigations 
about uncompetitive governance structures and anti-competitive market practices by 
competition authorities not only in the EU, but also in other jurisdictions. Finally, this has led 
the Commission to open a sectoral enquiry of competition in the payment sector in 2005. 

5. Fragmented legal framework for payment services 

Very often efficient national payment services and systems are not available on a cross-border 
basis due to legal and technical barriers. For instance direct debits which are a common and 
cost-efficient service to pay for utilities are not available for payments in different countries. 
Similarly most of the popular and cheap national direct debit cards are not operating across 
borders. 

As illustrated by this fundamental problems the current state of the EU payments market is 
unsatisfactory. Without an efficient, well-functioning and integrated payments market the full 
potential of the Internal Market remains unexploited.  

                                                 
2 CapGemini, EFMA, ING “World Banking Report”, 2005. 
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Therefore the Commission’s established the following objectives for its policy 
intervention: 

The Commission’s ultimate objective is to integrate national payment markets and to create a 
Single Payment Market where improved economies of scale and competition would help to 
make it more efficient and reduce the total cost of the payment system to society.  

The Commissions’ initiative focuses on electronic payments as an alternative to expensive 
cash, as electronic payments are recognised to be more cost-efficient and stimulate consumer 
spending and economic growth. Modern economies are based on an intricate web of 
payments. Payments allow economic actors (business, households and governments) to 
complete a commercial transaction face to face or at distance. Payment systems are based on 
professionally managed infrastructures. Efficient electronic payment systems for remote 
transactions are particularly important in order to exploit the maximum potential of the 
Internal Market for goods and services. 

The intermediate objectives to reach the overall objective of the Commission’s policy 
intervention are: 

(1) Enhanced competition between national payment markets by opening up markets and 
ensuring a level playing field, 

(2) Increased market transparency for both providers and users, and  

(3) Standardised rights and obligations of providers and users of payment service in the 
EU, with strong emphasis on a high level of consumer protection. 

How will the proposed policy intervention address the identified problem areas and 
contribute to achieving the set objectives: 

The Commission held several rounds of public consultations which helped to identify 
problem areas and policy options to address those barriers that could potentially create an 
obstacle for a Single Payments Market and might therefore be covered by the Commission’s 
initiative.  

(1) Reasons for and impacts of the type of policy intervention and choice of legal 
instrument 

Based on the results of the consultation the Commission concluded that out of the five 
problem areas identified, areas (1), (2), and (3) are best addressed by market-led initiatives, 
while regulatory intervention would mainly be needed in area (4) and (5) in order to reach the 
ultimate objective of a Single Payment Market.  

• Role of the public sector 

Consequently the Commission’s proposal will focus on the removal of legal and technical 
barriers and provide the market with a legal framework for consolidation of the historically 
fragmented European payments landscape. The proposed scope, legal instrument and full 
harmonisation approach are aimed at responding to the needs for subsidiarity and 
proportionality. 
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Harmonisation of the legal framework can better be effected by EU legislation than by 
national legislation. EU legislation will rationalise and simplify the current ‘patchwork’ of 
national rules for payments and provide the market with a single set of consistent and 
coherent legal rules. At this moment the legal landscape is fragmented. Each Member State 
has its own set of national rules governing various and different aspects of payments; 
prudential conditions for providers to enter the market; transparency conditions for users; 
rights and obligations of users and providers of payment services. Studies conducted by the 
Commission and consultations with industry, users and experts showed that the differences in 
national legal frameworks were an important impediment to the development of a Single 
Payment Market.  

• Role of the industry and self-regulation 

The Commissions’ regulatory intervention is based on a strong role for self-regulation. The 
current proposal will only together with the successful completion of the Single Euro 
Payments Area (SEPA)3 achieve the desired objectives of a Single Payment Market resulting 
in economic savings to payments industry and users. 

Banking industry made a commitment to develop these common technical and commercial 
standards in the SEPA roadmap. In 2002 the European banking industry has set up the 
European Payment Council in order to create SEPA consisting of the delivery of common 
standards and services for euro payments by 2010.  

Based on the free provision of services and common EU standards for technical and 
commercial interoperability of payment schemes and infrastructures, providers will have the 
chance to compete in a Single Payment Market. Over the long term, common European 
payment standards would provide the basis for consolidation and rationalisation, eliminating 
the duplication of investments for maintaining different systems4, reducing operational costs 
for providers and businesses. 

SEPA is certainly the most important integration initiative of payment markets and 
infrastructures in the near future and will focus on euro payments, where the expected 
economic gains are most substantial. However, it is expected to serve as role model and 
benchmark also for non-euro payment systems and will inevitably, through the enlargement of 
the euro zone, cover most of the Internal Market. The proposed legal framework will facilitate 
this initiative and provide the framework for the integration of the whole EU market.  

(2) Reasons for and impacts of the chosen scope of policy intervention 

Against the above background the Commission undertook to deliver the current proposal for a 
Directive, focussing on three key areas for EU legislation which were identified during 
stakeholder consultation: 

                                                 
3 See EPC, ”Euroland: Our Single Payment Area!”, May 2002, at:  

http://www.europeanpaymentscouncil.org. 
4 Currently banks would invest in and maintain at least three different payment systems, one for national 

payments, one for euro cross-border payments and one for international payments in other currencies. 
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• Market access and prudential rules 

The first building block of the Directive for a new legal framework is the harmonisation of 
market access requirements for non-credit institution payment service providers and 
introduction of a specific license for payment institutions. 

An assessment of the potential social and economic impacts of keeping the differentiation of 
market access conditions between Member States found that the unlevel playing field is 
detrimental to the functioning of the Single Market and creates substantial barriers to market 
entry. The Single Market principle of the free provision of services, including payment 
services is currently insufficiently realised in the EU. Fragmented market access requirements 
distort competition and lead to higher prices for users and high profits for dominating 
providers in national markets and lower levels of innovation.  

• Transparency and information requirements 

The second building block of the new legal framework is aimed at overcoming the 
fragmentation effect of divergent national and EU rules on information requirements which 
constitute currently an impediment to cross-border service provision a high level of consumer 
information and an efficient EU payment services market. 

The proposed package of transparency and information requirements should enhance 
transparency and thereby improve user confidence, facilitate user choice of the most 
appropriate payment service and eliminate the fragmentary effect of divergent national rules 
permitting the reaping of significant economic benefits of market integration for both users 
and providers. It is also essential to achieve this transparency and better information if another 
of the fundamental objectives of the policy intervention is to be fulfilled – improving 
competition by giving users transparency and choice. 

• Rights and obligations of users and providers 

The third building block of the new legal framework will be formed by harmonised core 
rights and obligations of users and providers in the interests of certainty and efficiency. In the 
identified areas the impact analysis showed that EU legislation would be more effective than 
self regulation or national legislations to achieve the objectives and bring about the desired 
efficiency gains.  

The starting point for the assessment of social and economic impacts of these alternatives was 
the need to enhance the trust of users in remote or electronic payments in order to push back 
the use of cash in particular removal of obstacles (caused by mistrust) to the further use of 
cheap and efficient means of payments. Another important criterion was to give legal 
certainty to providers so that they could set up cost-efficient, fully automated straight-through 
processing of payment services without fear that efficient operation would be hampered by 
legal disputes.  

However it was particularly for these rules that input from stakeholders showed that it would 
be disproportionate to apply them universally to all payments or all users. Therefore in order 
to avoid unwarranted costs for a limited number of rules, adjustments were made where a 
foreign currency was involved, for corporate users or where one of the payment service 
providers was located outside the EU. These adjustments were kept to a minimum in order to 
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preserve the level playing field. At the same time the underlying objectives were preserved 
and the regulatory burden kept to a minimum. 

The estimates of the potential costs and benefits of the establishment of a Single 
Payment Market yield a positive result: 

• The overall social cost of payment services could be reduced if the share of electronic 
payments would be increased and the use of expensive cash reduced. Best practice shows 
that modernisation of payment systems and increased use of the most cost-effective 
services5 can half the average cost of producing payments over a period shorter than ten 
years. If all countries would reduce the use of cash, for example by using debit cards up to 
the level of the three countries with the lowest share of cash payments, this would increase 
banks profits by EUR 5.3 billion6. 

• Integration of the European payments market and infrastructures will strengthen 
competitiveness of the financial sector and offers a unique opportunity for banks to reduce 
their operational costs. Cost Income Ratio of the banks for payments stands at an 
unfavourable 90 % – a ratio that worsens the overall Cost Income Ratios of the banks from 
55 to 64 %. Payments on average represent 24 % of banking revenues and 34 % of the 
operating costs of the European banks. Improved efficiency and consolidation of redundant 
payment infrastructures could positively impact the competitiveness of the banks.  

• Through further product standardization and consolidation in the processing of payment 
transactions economies of scale can be maximised and efficiency of payment systems 
improved. For example if unit cost levels were to decrease to 20 percent above the best 
practice level in Europe, this would generate EUR 10 billion additional profits overall. Or 
if the costs of producing payment service could be reduced to the levels of the most 
efficient countries huge savings could be made, e.g. the cost per transfer in Belgium are 
around 20 cent while the cost in Germany are as much as 60 cent. 

• Tangible benefits for businesses and their competitive position at large could be created by 
integrating electronic payments into the electronic business processes (e.g. e-invoicing) of 
enterprises. If banks would offer EU-wide, standardised, faster and more economic end-to-
end automatable payments, conservative estimates project savings of EUR 50–100 billion 
per year for businesses. 

• Free provision of services in a Single Payment Market and increased competition would 
allow retailers to use the services of the most competitive providers and benefit from real 
cross-border card acquiring, e.g. merchants would pay 20 times less for debit card 
acquiring and 9 times less for credit card acquiring (equivalent to savings of 4–5 % of sales 
value of each transaction)7. 

                                                 
5 As illustrated by best practice of countries such as Finland, Island and Norway. 
6 McKinsey&Company (2005). 
7 Figures as reported by Eurocommerce. 
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• A Single Payment Market facilitates the removal of current differences between national 
payment infrastructures and convergence of price levels, creating the potential for 
enormous savings and a seamless payment experience for consumers and businesses. If the 
current price differences, of a factor 1:88 in Member States converged around the present 
European average, users in more expensive countries would gain substantially, e.g. Italian 
and Spanish users would see savings of respectively EUR 5.4 billion and EUR 1.3 billion9. 

                                                 
8 Capgemini, EFMA, ING “World Banking Report”, 2005. 
9 McKinsey&Company (2005). 
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2. PROCEDURAL ISSUES AND CONSULTATION OF STAKEHOLDERS 

Gathering opinions and information from interested parties is an essential part of the 
Commissions’ policy-development process.  

2.1. Consultation methods, collection and use of expertise 

From 2000–2002 the Commission prepared10 a Communication and two working documents11 
and seven surveys for a public consultation on a possible legal framework for payments and to 
assess the current state of the market in Member States. In 2003 the Commission prepared a 
Communication12 for wide public consultation on the possible scope and content of a new 
legal framework. The final proposal was prepared in 2004–2005 in intensive collaboration 
with the two permanent expert groups and consultation with stakeholders and based on six 
working documents of the Commission services containing the possible draft provisions. 
Stakeholders and experts have also been involved in the preparation of the impact assessment 
report and have been consulted on a draft prepared in February 2005. 

2.2. Consultation of stakeholders, main sectors targeted 

The Commission has consulted stakeholders from a broad variety of sectors and professions 
and covering the geographical scope of the EU–25, throughout the regulatory process in line 
with its commitments under the EC Treaty13. The Commission drew upon the expertise of two 
permanent expert groups14 and numerous bilateral meetings. From 2002–2005 the 
Commission has consulted stakeholders, in particular the payments industry, on all working 
documents for the preparation of this Directive. The Commission has benefited significantly 
from the input given by stakeholders. The responses and how they have been taken into 
account are presented below.  

The sectors consulted are basically the following: payments industry (banks, infrastructure 
providers e.g. network, processing, clearing and settlement providers etc), banking 
associations (EU level as well as nationally) and the European Payments Council, payment 
cards organisations, e-money providers, mobile payment and telecom providers, associations 
(Eurocommerce), industry general, corporate treasurers (EACT, TWIST), SME organisation 
(UAPME) and national and European consumer associations (BEUC, FIN-USE), payments 
experts, consulting firms, lawyer firms, universities. 

                                                 
10 All European Commission consultative documents on a possible legal framework for payment in the 

Internal Market are available online together with the Report on the application of Directive 97/5/EC of 
the European Parliament and of the Council of 27 January 1997 on cross-border credit transfers 
(COM (2002) 663 final) and the Study on the implementation of Recommendation 97/489/EC. See: 
http://europa.eu.int/comm/internal_market/payments/framework/index_en.htm. 

11 MARKT/208/2001 and MARKT/4007/2002. 
12 COM (2003) 718 final. 
13 See Protocol on the application of the principles of subsidiarity and proportionality. 
14 Since 2002 the Payment Systems Government Expert Group has conducted more than 16 meetings; 

representing the interests of Member States, the Eurosystem/central banks. Similarly the Payment 
Systems Market Expert Group held almost 16 meetings, with a large number of experts (a standard 
composition of 60 experts) representing all industries, businesses, retailers and consumer associations, 
as well as selected experts from central banks and the ECB. 
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2.3. Results of the consultation and how they have been taken into account 

In spring 2002, the Commission started work on a common legal framework for payment 
services by taking stock of all the problems with regard to the EU payments legislation15 and 
invited for comments from all interested parties. This working document aimed at launching a 
wide and open discussion on what should be done to further enhance the functioning of the 
Single Payment Market.  

All respondents16 saw a need to encompass possible industry self-regulation by regulatory 
measures on EU level in order to achieve a Single Payment Market. Views varied, however, 
on the scope and degree of the legal measures required. As a general rule it was deemed that 
new legislative provisions should be limited to those necessary to ensure a well-functioning 
use of payment services throughout the European Union. 

As policy objectives for the Single Payment Market the following ones were suggested: 
Security; reliability; efficiency; transparency; strengthening the position of the customer; and 
competition. 

All respondents considered the objectives of rationalisation and consolidation of existing EU 
instruments to be desirable. The current legislation was regarded as fragmented, overlapping 
and even in some case contradictory. A future legal framework should update and draw 
together the various pieces of EU law into a coherent legal instrument. Consequently the 
Commission prepared an inventory of national legislation and practises on several of the 
issues raised17. 

In order to prepare structured analysis of market obstacles and legal barriers and to gather 
views and comments on adequate solutions the Commission published a Communication18 in 
2003. The subsequent consultation19 clearly confirmed 21 obstacles and commented on 
weather they were best addressed by self-regulation or EU legislation. 

                                                 
15 Working Document “A Possible Legal Framework for the Single Payment Market in the Single 

Market” (MARKT/208/2001 rev. 1) available at:  
http://europa.eu.int/comm/internal_market/en/finances/payment/. 

16 The result of this consultation was presented in a Summary Document (MARKT/4007/2002 final) 
available at: http://europa.eu.int/comm/internal_market/en/finances/payment/area/consultation.htm. 

17 The differences in national legislation on payment services, in central Single Market areas have been 
examined to identify obstacles to a Single Market for payments, in preparation of the present proposal. 
The answers to questionnaires on national rules by competent authorities can be found at: 
http://europa.eu.int/comm/internal_market/payments/framework/comparison_en.htm. 

18 The COM (2003) 718 final is available on the EU Commission, Single Market homepage at: 
http://europa.eu.int/comm/internal_market/payments/framework/index_en.htm. 

19 The results of the consultation conducted from 2 December 2003 to 15 February 2004 on 
COM (2003) 718 final have been published on the EU Commission, Single Market homepage at: 
http://europa.eu.int/comm/internal_market/payments/framework/index_en.htm. 
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Table 1: The Barriers identified in the communication 

Barriers to a Single Payment Market 
1.Right to provide payment services to the public 
2. Information requirements 
3.Non-resident accounts 
4.Value dates 
5.Portability of bank account numbers 
6.Customer mobility 
7.Evaluation of security of payment instruments and components 
8.Information on the originator of a payment (SRVII of FATF) 
9.Alternative dispute resolution 
10.Revocability of a payment order 
11.Right of refund in case of disputes in distance commerce 
12.Non-execution or defective execution 
13.Obligations of contractual parties related to unauthorised transactions 
14.The use of “OUR”, “BEN”, “SHARE” 
15.Execution times for credit transfers 
16.Direct debiting 
17.Removing barriers to cash circulation 
18.Data protection issues 
19.Digital signatures 
20.Security of the networks 
21.Breakdown of a payment network 

The early consultations were taken into account when formulating the general approach and 
the objectives for the project for a new legal framework for payments. From 2004–2005 the 
Commission consulted Member States experts and stakeholders on the legal and technical 
details of the proposal20. Commentators have generally been very supportive of all the major 
objectives of the project and have helped to fit the rules to the needs of industry and users: 

Payments industry regards harmonisation of legal barriers in Member States legislation as 
being equally important with the development of common payment standards and services for 
the creation of a Single Payments Market. Legislative intervention should focus on issues 
concerning the relationship between provider and user and should leave it to self-regulation of 
industry to define the rules governing the relationship between providers. The scope of the 
regulatory intervention should be limited to removing the identified legal obstacles. Full 
harmonisation of these obstacles is of major importance to payments industry to prevent 
future fragmentation and provide them with the much needed legal certainty over the legal 
framework of the Single Payments Market. Industry would also prefer directly binding rules 
to a long transposition process.  

                                                 
20 The Commission published five working documents, each of which was open to public consultation 

through the two expert groups and an industry mailing list. 
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During consultation on the detailed rules of the proposal industry provided valuable input to 
ensure that the rules fit to business practices and do not intervene in the well-functioning of 
existing systems. Industry fully supports the objectives and has approved of the technical 
quality of the rules of the proposal. However, some controversy exists on rules which are 
regarded as being too consumer protective, for example, the strict liability of providers for the 
correct execution of payments or the limit of EUR 150 for the loss of a payment card where 
the user has not acted fraudulently. Furthermore providers from the banking sector would 
prefer competition from non-bank competitors restricted and subjected to bank capital 
requirements, whereas hybrid and non-bank providers, which have been operating legally in 
some Member States, such as Telecom operators providing mobile payments, are concerned 
about overregulation in particular if capital charges are applied.  

Consumers: Support the Commission’s initiative which is responding to the request for more 
transparency of payment services and which codifies core rights of users and providers 
concerning the key characteristics of efficient payment services. It also establishes the same 
high level of consumer protection without difference to the country of origin – objectives, 
which users did not find sufficiently realised by the self-regulatory initiatives of industry. 
Users would also be the main beneficiaries of efficient cross-border payment services and 
convergence of prices for payment services in the Internal Market. Though the proposal 
provides for some explicit exceptions to full harmonisation for national provisions which 
guarantee a higher level of efficiency and protection for users some reservations remain, 
concerning the disappearance of national consumer protection rules in favour of a harmonised 
framework.  

Corporates/retailers: In general businesses have been very much in favour of the Commission 
initiative not only because they believe that the proposed legislation will create a Single 
Market for Payments also because it defines a benchmark for efficiency and opens the 
perspective for interoperable EU-wide payment services which businesses have been asking 
banks for a long time, without tangible results. Businesses expect huge savings from 
integration of payment systems and improved efficiency (estimated of savings from the 
implementation of a common standard for electronic invoicing and payment are in the area of 
EUR 50 billion. Currently businesses have huge costs (EUR 35–60/invoice) for processing an 
invoice manually. Full automation could reduce this cost by 70–90 % representing savings of 
EUR 25–50 per invoice). Corporates and retailers also expect a highly positive impact on 
competition through increased transparency, opening up of markets for new providers from 
the non-bank sector and more competitive services offers. Merchants, who have particularly 
complained about the low levels of competition in card acquiring expect to benefit from real 
cross-border acquiring and lower prices through increased competition. 

The ECB and national central banks welcome the Commission’s initiative for a Single 
Payment Market also as a necessary step to facilitate effectiveness of self-regulation and the 
creation of SEPA by industry. The Eurosystem supports the harmonisation of core rights of 
providers and users but had reservations on EU-wide market access for non-bank providers 
even though this reflects the current market situation in a large number of MS. In particular 
the ECB criticises the proposed level of prudential requirements for payment institutions and 
the lack of capital requirements. 
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The Economic and Social Committee generally endorsed Commission’s initiative21. Views 
follow the positions of consumers and the payment industry in the Commission working 
groups which are reflected in the proposal. 

Member States: All MS unanimously support the main objectives of creating a Single 
Payment Market and the means of establishing a new legal framework as formulated by the 
Commission. MS favoured a Directive over a directly binding legal instrument in order to 
harmonise existing legal obstacles in national legislation. MS support industry self-regulation 
to address problems in the ‘interbank22’ space such as the lack of EU-wide payment services 
and infrastructures. Regulation was deemed to be the appropriate means to overcome legal 
obstacles and necessary in areas where market failure seemed to have led to a mismatch 
between supply and demand side requirements and the lack of common standards leads to 
fragmentation and low levels of competition. A few Member States expressed reservations on 
full harmonisation of prudential rules for payment service providers23 and certain liability 
rules (e.g. strict liability) which might interfere with existing civil law provisions in MS. 

The European Parliament has indicated its strong support for the creation of a Single Payment 
Market for consumers and businesses. The European Parliament endorsed24 the Commission’s 
Communication concerning a new legal framework for payments. 

                                                 
21 European Economic and Social Committee Opinion INT/227 on the Communication concerning a New 

Legal Framework for Payments in the Internal Market adopted on 9 June 2004. 
22 Inter-bank arrangements usually characterise bilateral or multilateral agreements between participating 

banks/providers in a payment system.  
23 Member States having concerns regarding the level of prudential requirements for payment institutions 

and the waiver clause had often previously had a prudential regime that requires a credit institution 
license including capital charges for payment service providers. 

24 European Parliament Resolution 2003/2101(INI) on a legal framework for a single payment area 
adopted on 19 April 2004. 
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3. PROBLEM DEFINITION 

This section provides the reader with a brief outline of the five main problem areas affecting 
the efficient function of the Single Payment Market. A more detailed discussion and 
background material on all five problem areas can be found in Annex 1: Problem definition. 

3.1. High cost of the payment system due to inefficient use of payment services 

The payment systems intrinsic value is to provide an economical and effective way for society 
to settle obligations for the purchase of goods and services.  

Therefore the most relevant indicator to assess if the payment system fulfils its function 
properly is the macroeconomic cost of the payment system and efficiency of various payment 
services. Though, it is difficult to obtain comprehensive figures on the aggregated cost for the 
EU payment system estimates25 range from 2–3 % of GDP. A poor result, compared with the 
best in class, e.g. Belgium, the Netherlands and Sweden, who are clear cost leaders with a 
payment system that costs society between 0.3–0.5 % of GDP or countries such as Norway 
which show the way to half the total cost of the payment system in a period not much longer 
than 10 years in a joint effort of regulators and industry. 

The key question for policy makers is therefore how to provide a market framework that 
fosters efficiency of the payment system. For that it is important to understand the factors 
which influence the costs of the payment system. 

A more detailed breakdown reveals that cash, above all, is the main cost driver and accounts 
for as much as 60–70 % of the total cost of the payment system, or in other words 2 % of 
GDP while use of cost-efficient self-service channels and fully electronic payments which 
have been widely adopted in particular in Nordic countries operate at much lower cost levels. 
The higher cost of cash is mainly due to the expensive infrastructure needed to distribute and 
recycle cash, though there are certainly ways to lower these costs, savings are limited by the 
need for manual handling. In contrast to this, electronic payments can pass trough the system 
with almost no manual intervention and the cost depends primarily on the level of 
development of such STP-payments26, consolidation and efficiency of the particular electronic 
payment system. 

If the total cost of the payment system is an aggregate of the cost of cash and electronic 
payment channels the question arises which factors determine the usage patterns for different 
payment services and could potentially reinforce the transitional process away from expensive 
cash to electronic payment services.  

                                                 
25 Humphrey and Pulley estimate the cost as being as high as 3 % of the GDP. A Belgian Study of 

Paul de Grauwe, “Cost of cash in Belgium”, estimates the cost of cash alone as being 2 % of the GDP. 
Further studies providing figures are Dutch National Bank – "Betalen Kost Geld" and T. ten Raa, 
Journal of Banking & Finance. The European Payment Council estimates the cost of cash handling in 
the euro zone amounts to EUR 50 billion. 

26 STP = straight-trough processing and refers to the fully automated handling of electronic payments.  
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The two main factors found and well documented in studies27 are: 

(1) the price of payment services for users 

(2) the ease of use of different services. 

These studies show that cost-based pricing of payment services triggers customer behaviour 
and the right price signals can drive customers to select more efficient payment services rather 
than less efficient ones. When prices paid by users reflect the real cost value of the service, 
they provide an incentive for users to select services that meet their needs at the lowest 
possible private and social cost. This promotes the efficiency of the payment system. 

Unfortunately, today awareness of users of the real costs of different payment services is 
limited. But sectors which are aware and bear an important share of the costs of cash, namely 
the banking industry and retailers are highly supportive of the efforts to reduce the percentage 
of cash and also stress the need to raise awareness of users of the real cost of cash and the 
more cost-efficient use of electronic payment services28.  

However, at present the EU market framework does not provide enough price transparency 
for users and a ‘level playing field’ for the efficient competition of payment services, several 
factors (legislation, public opposition to changes in the global price structure, cross-
subsidisation and non-cost-based pricing) distort the economic selection process. Several 
studies29 illustrate that price distortions in the payments market are leading to a situation 
where inefficient payment services (e.g., cash, cheques) are chosen by users at the expense of 
more efficient ones. 

Substantial costs savings could be achieved from increasing the level of fully electronic 
payments and payments related processes (integrated electronic invoicing). Studies30 show 
that 70 percent of the costs in the payments value chain can be addressed by a reduction of 
costs at the front end, i.e. the providers interface with the customer because the use of cash or 
paper-based payment services demands several steps of manual intervention.  

The savings come from fully automated sending and receiving of invoices and payments. 
These and much higher cost savings for corporate customers and the public sector have been 
confirmed31 and are stemming mainly from the fully automated handling of payments, 
reduced software, risk and interest costs and better cash flow position. Average costs for 
manual manipulation to invoice senders are about EUR 2–8 for each sent invoice and about 
EUR 25–50 for received invoices. In Nordic countries there are 1.2 billion business to 
consumers (b2c) invoices and 1 billion business to business (b2b) invoices sent every year, 
amounting to savings from automation of EUR 15 billion/year. In Europe there are roughly 
about 20 billion invoices. Estimates of corporate users on the savings which could be obtained 
from fully integrated electronic payments are in excess of EUR 50 billion/year. 

                                                 
27 Sveriges Riksbank, “Do prices reflect costs? – A study of the price and cost structure of payment 

services in the Swedish banking sector 2002”, October 2004. Norges Bank, “Cost and Income in the 
Norwegian payment system 2001”, September 2003. 

28 Along this line the European Payment Council has adopted specific recommendations and resolutions to 
create a framework for a Single European Cash Area. 

29 Studies of Sveriges Riksbank and Norges Bank.  
30 According to studies of McKinsey, “Ergebnis im Girokonto Österrreich”, 1999 und 2001.  
31 Estimates of the European Association of Corporate Treasures and practical experience by Nordea Bank 

in the Nordic countries in 2005.  
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3.2. Fragmentation of EU payment infrastructures and services 

• Cause and effect of the current fragmentation of payment systems in the EU  

Payment systems in the EU were originally created with the aim of meeting national 
requirements and based on national currencies. As payment systems evolved within national 
borders, most systems chose to operate on proprietary standards for the processing, clearing 
and settlement of credit transfers, direct debits and card payments. At a domestic level 97 % 
of the total payments volume is processed. In the past it was therefore sufficient to maintain a 
limited number of correspondent banking relationships or become a member in one cross-
border payment system in order to deal with the low percentage of cross-border payments 
(currently 3 %). The current infrastructure for cross-border payments is mainly based on 
international payment schemes for cards or the EBA STEP2 clearing system for credit 
transfers. Taking this as a starting point, existing systems had no incentives/business case to 
invest in technical interoperability with other systems for these few cross-border transactions 
and consolidation on an infrastructure level between national and cross-border payment 
infrastructures has not made much progress.  

Certainly it is a difficult task to eliminate the national differences in the information 
technology and commercial arrangements used by payment systems via an EU wide technical 
standard and respective scheme for technical and commercial interoperability. But the EU 
payments infrastructure remains highly fragmented as long as such standards are not put in 
place. Fragmentation complicates significantly the processing of cross-border payments 
relative to domestic transactions and creates barriers to the efficient delivery of payment 
services. Common standards are seen to facilitate consolidation of the historically fragmented 
European payments landscape, allow rationalisation of systems and infrastructures with the 
associated cost saving for industry and users.  

Also the lack of common standards is a key barrier to competition between different national 
payment markets. Fragmentation of technical standards and proprietary non-interoperable 
systems prevent providers from competing on the service level of products offered to users 
and are not consistent with a Single Payment Market.  

The current fragmentation of payment systems across Europe has also negative consequences 
for users such as limited availability of cross-border payment services, high costs, 
unreliability and lock-in in proprietary technological solutions and markets. 

The establishment of the European Monetary Union and the introduction of euro have created 
the potential for huge savings. Development of an efficient EU payment market could help to 
overcome the current fragmentation. An efficient payment infrastructure which enables the 
quick and smooth flow of payments at a low cost in the whole EU is also key for trade in the 
Single Market and the competitiveness of the EU economy. 

The business case for an integrated payment market lays in common standards and 
consolidation of infrastructures. Because payments in a single currency area could be 
processed without regard to their country of origin, economies of scale would drive down 
processing costs and new pan-European processing solutions would become possible and if 
the price and service levels of the best operating national payment systems would be met a 
critical mass of banks currently operating under the national schemes will be willing to 
migrate to the new systems. This is reinforced by the fact that banks today face huge costs for 
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processing payments. For the processing of 231 billion transactions/year banks in Europe 
spend on average 33 % of their operating costs.  

Also infrastructure providers would be able to develop payment services for and compete in a 
much wider market based on a common technological platform and standard. The use of state-
of-the-art technology and wide take up would allow enormous economies of scale. Software 
development and IT hardware costs will be limited for providers and should decrease over 
time, because mainstream technology will be freely available and IT vendors will take up 
given technical standards.  

Common open EU payment standards are also the precondition for adding value to services in 
the payments value chain for users. Stakeholder would be able to take advantage of the best 
services offered in the Single Market, without difference to the origin of the provider or 
location of the payment system. For this to be realised users demand32 interoperable payment 
systems in Europe, which allow for the same user experience across Europe and enable users 
to chose the most competitive provider. 

• Barriers to integration of national and cross-border payment systems  

There are a number of barriers for consolidation of payment infrastructures in the EU. 
Barriers include the current lack of common open payment standards, the lack of commercial 
and technical interoperability between schemes and infrastructures, the investments that need 
to be made to change systems, vested commercial interests, market power and governance 
structures.  

Firstly, before consolidation of infrastructures would make sense, common technical 
standards need to be developed and business models to be aligned. In such a situation, greater 
economies of scale, lower costs per unit and savings from shared software development 
would form clear incentives for any individual provider to enter a Single European Payment 
Market.  

Secondly, any change from existing to new pan-European payment schemes means banks are 
faced with sunk costs for existing systems and new investments for the migration to pan-
European schemes (including customer migration). Banks are ‘locked into’ their national 
legacies and proprietary standards, which may have been improved over time to reach higher 
levels of efficiency representing some kind of local optimum. Banks have also educated their 
customers to connect to their system in a specific way. Commercial users (enterprises and 
governments) usually have huge IT applications which need to be adapted as a consequence 
of changes in the bank’s system. The available software solutions for this communication and 
processing channel differ widely in each country and across Europe. 

Thirdly, savings are rather difficult to be realised for a provider on a stand-alone basis. Not 
only risk providers who adopt new standards first, to be faced with first mover disadvantages 
(e.g. if the mass of providers do not follow). The process of integrating and consolidating 
national payment systems is also likely to produce losers and winners. This creates a situation 
of huge potential gains depending on collective action and substantial risks for the individual 
provider on the other hand, making a “deadlock” the likely outcome. If all players involved 

                                                 
32 Views expressed by stakeholders during the Commission’s public consultations on this legislative 

proposal. 
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adopt a wait-and-see attitude, the switch to EU-wide payment systems will not take place and 
all providers will be trapped in a deadlock: nobody is keen to be the first to change, unless a 
coordinated migration is organised, the first-mover is uncertain whether others will follow. 

However, once a critical mass of players migrates, the process becomes self-reinforcing: the 
more providers make the switch, the more interesting it becomes for other providers to do the 
same, leading to more migration, etc. Therefore only binding industry commitments and legal 
certainty deliver a reliable basis for migration and investment decisions of individual 
providers and national payment communities.  

Fourthly, achieve EU-wide acceptance of new payment services. For example a new pan-
European direct debit scheme will mean that some banks with a strong commercial customer 
base will have an interest in developing this scheme while other banks with a large number of 
private customers will be more reluctant to grant access to their customer base. Therefore, 
some banks will make the new service available to their customers while some might decide 
not to do so. But this is exactly the crux: pan-European reach can only be achieved if all 
providers participate and make themselves available as intermediaries for paying others. This 
is a clear hurdle pan-European schemes need to overcome.  

Finally, commercial protectionism is another major problem. Currently national payment 
markets do not compete and providers in national markets with high-margin do not need to be 
afraid of competitors as fragmentation of technical standards and the local governance makes 
it a very costly undertaking for new competitors to enter the market. A Single Payment 
Market, common standards and interoperability will take away these barriers and will so 
potentially increase competition.  

3.3. Large differences in the efficiency of payment services in the Single Market 

Price levels are the most obvious indicators for the efficiency of payment services in different 
markets. Though it is difficult to compare prices in different countries taking into account 
national peculiarities, the huge price differences for payment services, of a factor 1 to 833, 
between EU Member States are negative evidence for the lack of integration of the EU 
payments market34.  

                                                 
33 Cap Gemini & Ernst and Young, EFMA and ING, “World Banking Report”, 2005. 
34 Ibidem. 
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According to studies35 the competitive and regulatory environment has the most important 
impact on price convergence in national markets. Opening up national markets through the 
removal of legal, technical and commercial barriers and enforcing competition leads to a 
decrease in price levels and drives innovation.  

Another indicator for the efficiency of payment services are service levels. One of the most 
obvious is the execution time of a payment. While in some countries the standard execution 
time for payments is the same day or next day providers in other countries the settlement of 
payment transactions (e.g. credit transfers) takes 3 days36 and sometimes weeks for private 
customers (e.g. cheques). 

Critics37 could argue that there is a lack of incentives for banks to innovate and improve 
efficiency as long as their earnings are partly driven by the inefficiencies of the system (e.g. 
income on float that is earned for the time the payment order is placed, but not executed and 
the final crediting of funds on the account).  

For businesses, this delay can have a substantial impact on cash flow, working capital and 
processing costs causing serious problems and this situation has been widely criticised by 
corporate customers and SMEs. Additionally, systemic delays in final settlement create 
significant counter party risk, the underwriting of which creates additional revenues for banks. 

As the technical ability to settle payment transactions instantaneously is already available 
users require that payments are made faster and cheaper by banks38 to allow companies and 
individuals to transfer funds from A to B in an efficient manner. It is an inefficient drag on the 
rest of the economy if “artificial” delays in the availability of funds negatively affect the cash 
flow of companies and individuals, finally impacting on the efficient allocation of capital. 

                                                 
35 Cap Gemini (2005), McKinsey (2005). 
36 Extract of report for the European Commission prepared by Banking Research London, 2001.  
37 See “Frictionless Money - The Future of Money & Payments in an Electronic World”, report by 

Logica plc and Capital Economics, 2000.  
38 A request also repeated in the Commissions’ public consultations.  
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3.4. Lack of efficient competition and a level playing field in the payments market 

The extent to which market forces and competition determine levels of efficiency and prices 
in payment markets is unsatisfactory. Competition between existing players and levels of 
market entry of new providers are very low.  

Numerous complaints39 and several national and European cases40 of insufficient competition 
and anti-competitive behaviour of incumbents in the payments market have led the European 
competition authority to start a sectoral inquiry in payment services. The concerns relate to 1) 
competition between banks’ as the traditional providers of payment services and 2) the market 
access and level playing field for new payment service providers entering the market. 

The current regulatory situation seems to create a lack of competition in many payment 
services. Banks often enjoy a privileged competitive position in payment markets and the 
sometimes existing bank monopoly in payments excludes many innovative new players from 
providing payment services who want to enter the market. For example merchants pay in 
markets where there is only one bank providing card payment services fees which are 600 
times higher than in other more competitive and less strictly regulated national markets. 

Concerning legal requirements for market access, studies undertaken in this context have 
shown that limiting provision of payment services to fully-fledged credit institutions (i.e. 
banks) has a negative impact on competition and restricts access more than is necessary for 
the financial integrity of the payment system. In order to make outside competition work and 
achieve improved levels of service, in particular in markets with low efficiency and high 
prices, the often substantial technical and other commercial market entry barriers (e.g. scheme 
rules) need to be removed. Furthermore specific measures might be needed to allow new 
entrants to enter the market and be able to compete on a level playing field with banks.  

Also the current market framework and the way payment services are provided hardly allow 
customers to make an informed choice and benefit from the most efficient offer in the Single 
Market. Users, in particular merchants and businesses complain about the lack of 
transparency and comparability of payment services. Furthermore, the multilateral fixing of 
fees between banks and other business and rules have led to vocal complaints of users that 
these practices inhibits free competition and created a barrier to the well-functioning of the 
Single Market.  

3.5. Fragmented legal framework for payment services 

The regulatory framework for electronic payments consists of rules and legislation partly set 
at the European level, and partly (and in a more detailed fashion) at national level. Although 
there is an “acquis communautaire” on EU payments legislation, which allows the Single 
Market to be considered as one single jurisdiction, the present legal framework is regarded as 

                                                 
39 The Commission received numerous complaints from enterprises and citizens on high charges of 

payment services and a lack of certain products and services. 
40 See various cases of the EU competition authorities (VISA, Mastercard), national competition 

authorities (BE, DK, IT, NL, UK) and international cases (AU, US) concerning payment service 
providers in particular in the card payments market. See also various publications by the Reserve Bank 
of Australia, Reform of Card Schemes in Australia, 1998-2004. 
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fragmented, overlapping and in some cases contradictory, generating an unsatisfactory 
situation for all stakeholders41. 

The existing legal framework for payments is to a large extent based on national rules. All 
Member States have their national "rulebook" governing payment business and services. Its 
codification differs with regard to the content, level of details or degree of consolidation in 
one act. This has developed independently in each country and will continue to do so. New 
legislative developments will notably deal with the appearance of new payment means and 
methods which may give rise to new legal risks and problems. It is likely that the resulting 
national legal provisions in Member States will not necessarily converge but further fragment 
the Single Market, and thereby create conflict of law situations for the Single Market.  

The Commission has undertaken studies that have confirmed divergence in national rules42. 
Such national diversity creates obstacles to an efficient Single Payment Market in the Single 
Market and hinders the integration of the payment infrastructure and further consolidation 
with a view to lowering the costs of transactions. For instance, the rules relating to the 
revocation of a payment order differ depending on where the order was placed within the 
Single Market. 

                                                 
41 See also the conclusions of the Financial Services Action Plan, “Financial Services: Implementing the 

framework for financial markets: Action Plan”, COM (1999) 232 of 11 May 1999. 
42 Report on cross-border credit transfers (COM (2002) 663 final), the Study on the implementation of 

Recommendation 97/489/EC and questionnaires on divergent national rules are available at:  
http://europa.eu.int/comm/internal_market/payments/. 
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4. RELEVANCE FOR THE EU 

Having identified the problem and its underlying causes, it is necessary to verify if it is 
appropriate to intervene at EU level and whether the EU it is better placed than the Member 
States to tackle the problem. 

The conditions for which are discussed in more detail below.  

Firstly, the problem falls under the powers given to the Union43 to ensure the proper 
functioning of the Single Market for goods and services which also requires a Single Market 
for Payments. European citizens and businesses are unable to obtain the full benefits of the 
Single Market, because of deficiencies in the integration of cross-border and national payment 
infrastructures and services, limited availability of pan-European payment services (e.g. 
recurring payments) and lack of interoperable standards allowing different national payment 
systems and providers to compete and users to use payment instrument without difference to 
their location in the EU.  

The smooth functioning of payment and settlement systems is also a crucial aspect of a sound 
currency and is essential to the conduct of monetary policy44. Payment and settlement systems 
are a transmission channel for monetary policy and have a significant bearing on the 
functioning of financial markets. Payments systems are significant contributors to the broader 
effectiveness and stability of the financial system, in particular to consumer confidence and to 
the functioning of commerce. These systems are also crucial to the maintenance of banking 
and financial stability. 

Secondly, the problems affecting the Single Payment Market cannot be sufficiently solved by 
the Member States. The necessary harmonisation of legal rules which provides the basis for 
the development of efficient EU/euro-zonewide payment services could not be effected by 
one Member State alone. Co-ordinated action and a common legal framework are necessary 
to address the deficiencies in the payment market.  

To ensure a level playing field and fair competition between providers and also between 
different payment channels (e.g. cash vs. electronic payments) non-discriminatory legal 
treatment in the Internal Market should guaranteed. There should not be a difference in the 
legal treatment of a provider or payment service in country A and country B otherwise there is 
a risk that this could undermine the free provision of services and the freedom of 
establishment. Similarly users should enjoy the same high level of protection wherever they 
are in the Union and without difference to the country of origin of the provider or the payment 
service.  

The creation of a Single European Payment Market is in the interest of Member States as they 
would benefit from increased efficiency of the payment system and improved competitiveness 
of enterprises and the economy. A lack of EU action might risk restricting the potential 
consolidation and integration of payment systems across the EU. To establish a balanced set 
of norms for the Single Payment Market can be can be better achieved by the Union. 

                                                 
43 EU action is justified where there are barriers to the Single Market and is covered by Article 95(1) of 

the EC Treaty. 
44 Committee of Payment and Settlement Systems, “Policy issues for central banks in payments”, 

March 2003, Bank for International Settlement. 
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5. COMMISSION´S OBJECTIVES  

On the basis of the problem analysis the following overall objectives for the Commission’s 
policy initiative have been defined:  

To create a Single Payments Market based on Article 95 (1) of the EU Treaty and increase 
efficiency of payment services in the EU. 

Modern payment infrastructures contribute to the competitiveness of the EU economy. Only if 
citizens and businesses are able to transfer money as rapidly, reliably and cheaply from one 
part of the European Union to another as is now the case within each Member State they can 
fully benefit from the fundamental principles of the free movement of goods, services, capital 
and labour.  

Reducing the costs of payments and transaction costs for economic actors will improve 
competitiveness of the EU economy and efficiency of payment services in the EU. The 
economy needs efficient, consumer-friendly, low-cost and safe payment and billing solutions 
to foster trade and growth. This is of particular importance for goods and services that are 
delivered via new technologies such as services and digital content delivered via modern 
communication technologies. 

In order to achieve these ultimate objectives, three strategic intermediate objectives have 
been defined: 

1. Enhanced competition between national markets by opening up markets and 
ensuring a level playing field 

Opening up currently national payment markets for existing and new providers from other EU 
Member States will increase competition and foster market entry. Increased competition is 
aimed to provide a healthy framework for a future Single Payments Market. It should promote 
consolidation of redundant payment infrastructures, improve efficiency through better 
economies of scale and stimulate innovation.  

The operational objectives in this area are:  

• Operational objective 1 = Removal of legal barriers to market access and a level playing 
field of prudential requirements for payment service providers 

• Operational objective 2 = Increased number of providers and payment services in national 
payment markets  

• Operational objective 3 = Increased cross-border provision of services of existing and new 
providers 

• Operational objective 4 = Reduced number of payment infrastructures due to consolidation 
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2. Increased market transparency for both providers and users 

Increased transparency between offers from payment service providers and conditions for 
payment services will improve consumer protection and facilitate an informed choice. 
Standardised information requirements make it also easier for providers to offer standardised 
and fully-automated services across borders. This is expected to contribute to greater variety 
of services, more competition and improved efficiency. 

The operational objectives in this area are:  

• Operational objective 1 = Consumers will receive standardised conditions for the payment 
services offered in the market. 

• Operational objective 2 = Consumers will be able to compare the key elements of different 
service offers and benefit from greater transparency on prices and fee calculation methods. 

• Operational objective 3 = Providers are able to offer payment services across borders under 
the same standardised conditions with regard to information requirements. 

3. Standardised rights and obligations of providers and users of payment service in 
the EU, with strong emphasis on a high level of consumer protection 

Standardised rights and obligations of payment service providers and users will help to 
overcome the current barriers for a unified payment services market. The current legal 
framework of national rules leads to national fragmentation of markets, a lack of availability 
of cross-border payment services and standards. The currently fragmented framework also 
protects national markets from outside competition and is an impediment for cross-border 
service provision. A uniform basis of core rights and obligations will allow providers to 
develop EU-wide service propositions. Users will be able to transfer money under the same 
conditions and with the same ease from one part of the European Union to another.  

The operational objectives in this area are:  

• Operational objective 1 = Users are able to rely on the same conditions wherever they use 
payment services in the EU 

• Operational objective 2 = Providers are able to develop and roll-out payment services for 
the entire EU market under the same legal conditions 
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The necessary instrument to help in achieving these intermediate objectives is the creation of 
a new legal framework for payments in the EU. 

The Commission’s initiative for an integrated and efficient EU payments market is one of the 
key actions of the Community Lisbon programme45 and makes an essential contribution to the 
Lisbon partnership for growth and employment46, and is in line with recent EU financial 
market policy objectives47. 

                                                 
45 COM (2005) 330 and SEC (2005) 981 of 20.7.2005. 
46 COM (2005) 24 of 2.2.2005. 
47 The proposal for a New Legal Framework for payments in the Single Market is part of the 

Commission's Financial Services Action Plan (FSAP). See the 6th Progress Report of the FSAP, 
available at: http://europa.eu.int/comm/internal_market/en/finances/actionplan/. 
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6. MAIN POLICY OPTIONS TO REACH THE OBJECTIVES 

This section is aimed at assessing the different policy options suited to achieve the set 
objectives. It should also help to assess in the following sections if regulatory intervention is 
needed, what the impacts are and if the proposed intervention proportionate. 

6.1. Type of policy intervention at EU level to create a Single Payment Market 

Alternatives 

1. No action at EU level 

2. EU-regulatory policy approach 

3. Market self-regulation 

4. Combination of a new EU legal framework and market self-regulation 

(1) No action at EU level 

The no-action option means keeping the current fragmented legal framework in the EU which 
has been one of the main triggers for the confinement of payment services to national borders. 
It also means not to address the shortcomings identified but leave it to national authorities and 
market self-regulation by payments industry to achieve a Single Payment Market. 

The main benefit of such an option is that there is no need for adaptation of national payments 
legislation and the costs of change of national payment systems to common EU standards are 
zero. In most cases national legislation has shaped payment habits and national payment 
systems have catered to the particular needs of their home markets.  

However, this situation has not solved the huge differences in efficiency between national 
payment markets and has acted as a barrier to competition and for integrating financial 
markets and is lacking efficient solutions for payments for goods and services in the Single 
Market. This solution also means keeping the legacy of national legislation making it difficult 
for providers to overcome and cater for a wider Single Market. The evolution of national legal 
provisions will not necessarily drive to a convergence, maintaining the legal obstacles to 
achieve an efficient Single Payment Market and resulting in inefficiencies.  

Furthermore market self-regulation and national regimes are not likely to tackle the 
inexistence of a level playing field across the EU and the lack of a consistent legal framework 
for an integrated EU payments market. This approach would not provide the necessary trust 
and legal certainty for market participants.  

(2) EU-regulatory policy approach 

This option is to solely entrust it to legislation to create a Single Payment Market. Legislation 
could create a harmonised market framework for payment services in the EU. It could 
establish the essential rules for the provision of payment services for both the relationship 
user and provider and between providers. 

Regulation could regulate the main rights and obligations of the involved parties, minimum 
standards for efficiency and security of the payment system. It could also define the necessary 
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common standards and business rules for the exchange of payments between different 
systems and across borders. By that it would offer a very cost-effective approach to provide 
both providers and users with the necessary legal certainty and protection of their rights to 
contract without difference of their origin.  

However, this option does not leave room for self-regulation of industry. It also might be 
difficult to take into account the complexity and network character of payment systems. It is 
not enough for the development of comprehensive pan-European payment market that a 
single provider or user is willing to operate in a single market framework. It takes a large 
number of market participants to co-ordinate and to agree on terms for acceptance and 
standards for the operation of pan-European payment system. 

(3) Market self-regulation 

This option would mean to encourage industry to take appropriate measures for the creation 
of a Single Payment Market which would result in the removal of technical and commercial 
barriers including adoption of common standards, development of viable business models for 
EU-wide payment services and interoperability and consolidation of infrastructures.  

The adoption of Regulation (EC) No 2560/2001 has potentially created the necessary 
incentive48 for the payment industry to modernise cross-border payment infrastructures. 
However, there are clear limitations for self-regulation in mastering the challenges of creating 
a Single Market. A self-regulatory initiative will not be able to overcome existing differences 
in the legal framework and address the problems of a level playing field for providers and 
different payment service. It is also unlikely that it will fully remove the barriers to efficient 
competition in national markets. 

Furthermore, the development of common standards and alignment of payment service 
schemes takes a considerable amount of co-operation between competitors. This makes it 
rather difficult for self-regulation – without involvement of regulators and the commitment of 
users – to solve the issue of (binding) adoption of standards and schemes, which is necessary 
for reaping the benefits of consolidation and improved economies of scale. 

(4) Combination of EU legislation and market self-regulation 

This option combines the advantages of the previous two options of EU regulation and self-
regulation and mostly off-sets their drawbacks if they were to be pursued on a stand-alone 
basis.  

In this scenario EU legislation could establish a coherent and comprehensive EU legal 
framework for payments, achieving a high degree of consolidation, legal certainty and 
simplification of legislation. But the regulatory intervention would be much more limited 
leaving it to industry to solve the issues of standardisation and product harmonisation and 
establishing rules concerning the relationship between providers.  

                                                 
48 Regulation (EC) No 2560/2001 considerably reduced prices for cross-border payments and obliged 

payment industry to charge the same prices for cross-border payments in euro as they charge for much 
more efficient national payments. Until then, market self-regulation was not successful to put the 
necessary infrastructures in place to allow equally efficient processing of national and cross-border 
payments. 
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On the other hand self-regulation could focus on the issues where market-driven solutions are 
clearly superior such as the definition of specific services targeted to customer needs. In the 
Single Euro Payments Area project (see detailed description in Annex 3: The SEPA Project) 
the European banking community has committed itself to build efficient infrastructures (pan-
European clearing and settlement systems) for the main payment services in the euro currency 
(credit transfers, direct debits, credit and debit card payments) that could cater to the 
European market instead of national markets. The EPC adopted a roadmap – subscribing to 
the vision that all payments in euro should become domestic by end 2010. 

This option would allow taking account of the advantages and flexibility of self-regulation to 
adapt to a fast-moving market and specific needs. It would draw on industries initiative for an 
SEPA while EU regulation would complement industry’s project by taking away legal 
obstacles for the SEPA project and providing a harmonised framework for an even wider 
market, the Single Market.  

6.2. Type of legal instrument 

Alternatives  

1. Regulation 

2. Directive 

(1) Regulation 

An EU regulation could contribute considerably to solving problems of legal clarity and 
simplicity because – since there would be no transposition into 25 national legislations – the 
risk of diverging national legal texts would be eliminated. Also it seems that payment service 
providers and users would prefer a directly legally binding instrument.  

(2) Directive 

A Directive could be a more sensible solution as it would harmonise the main legal rules and 
remove existing legal barriers but could be transposed into national law taking into account 
the huge differences in national payments legislation. Member States have expressed a strong 
preference for this solution. 

6.3. Scope of the regulatory intervention 

Alternatives 

1. General scope of the regulatory intervention: geographical, currency 

2. Specific scope of the regulatory intervention: which of the legal barriers identified 
during the stakeholder consultation should be addressed? 

(1) General scope of the regulatory intervention  

The choice for the general scope is whether the regulatory intervention should cover all 
payment services provided in the EU, national and cross-border and in all currencies.  
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The logic of the Internal Market would suggest that all payment services regardless of the 
country of origin or currency should be covered by the regulation. Such scope would be 
justified in order to address the problems identified in both national and cross-border payment 
systems and markets (see part 3) and to achieve the economies of scale and efficiency gains 
expected from a consolidation of national (97 % of payments) and cross-border payment 
systems (3 % of payments). However, the differences between currency areas (e.g. settlement 
of e.g. dollar payments outside the EU) and level of development of payment infrastructures 
(e.g. for payments arriving or destined to third countries) would have to be taken into account.  

industries SEPA project. This step by step approach would allow focusing first on the 
efficiency of payments in euro as there progress can be achieved easier and more quickly and 
maybe at a later stage assess further regulatory steps. However, it would leave potential 
efficiency gains of consolidated national and cross-border payment systems and an integrated 
Single Payment Market untouched. 

(2) Specific scope of the regulatory intervention  

The extensive stakeholder and expert consultations carried out by the Commission 
highlighted 21 concrete legal obstacles which could potentially be addressed by the regulatory 
intervention (see list under 2.3.). 

On the question which of these 21 obstacles affecting the Single Market for Payments should 
be tackled in the current proposal a specific impact assessment was made by the Commission 
with the input of stakeholder consultations which is summarised in the following chapter.  

However, for reasons of principle the question of cash and cheques, bank accounts and 
security of payment systems are considered outside the scope of the regulatory intervention. 
For detailed discussion of the reasons on the issues which have not been included in the 
regulatory proposal consult Annex 4: Issues outside the scope of the regulatory intervention.  
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7. EXPECTED IMPACTS FROM THE DIFFERENT OPTIONS IDENTIFIED 

This section deals with the expected economic and social impacts of the different policy 
options and considers the risks and uncertainties in the policy choices. A detailed discussion 
of the impact on stakeholders can be found in Annex 7: Distribution of impacts among 
stakeholders and cost-benefit analysis. 

7.1. Impacts of the alternative types of policy intervention 

Based on an in-depth analysis of the current barriers for a Single Market (see part Problem 
definition) five problem areas are clearly identifiable affecting 1) the relationship between 
users and providers and 2) the relations between providers: 

(1) Inefficient use of payment services caused by distortions in the price and legal 
framework 

(2) Deficiencies in pan-European payment infrastructures and services 

(3) Large differences in the efficiency of payment services in the Single Market 

(4) Lack of efficient competition and a level playing field in the payments market 

(5) Lack of a coherent legal framework for payments 

Which of the five problem areas are best addressed by market self-regulation and which 
should be in the scope of the regulatory intervention, if any action is taken at all?  

The matrix on the different policy options below summarises the advantages and drawbacks 
of each of the options. 

 

Advantages Drawbacks 

N
o 

ac
tio

n 

• No change cost for national and cross-
border payment systems but high 
opportunity costs 

• No change in the legal framework, 
therefore no compliance and adaptation cost 

• Maintains ‘competitive’ advantage for some 
players in protected markets 

• No risk of change for market participants 

• Maintains inefficiency of national markets and 
national and cross-border payment systems and 
is unlikely to create a Single Market 

• Complicates trade in the EU through the lack of 
efficient EU-wide payment systems 

• The legal framework and the market for 
payment services remain complex and non-
transparent 

• Delays restructuring and improved 
competitiveness of the financial sector 

• Maintains distortions in competition 
• Users in high-margin low efficiency markets 

will pay the price for the fragmentation 
• Corporate/merchants suffer from not integrated, 

non-standardised and uncompetitive payments 
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• Simplifies and provides EU-market with a 

consistent and harmonised legal framework 
• Facilitates restructuring and improved 

competitiveness of the financial sector and 
economy. 

• Sets the framework for the development of 
pan-European payment services including 
efficient cross-border payments by setting 
standards, harmonising rights amongst 
providers and between providers and users, 
defining the business rules of schemes and 
infrastructures 

• Eliminates distortions in competition 
reduces inequalities between providers 
creating a level playing field 

• Improves market transparency 

• To rely solely on regulation to solve the 
problems of the Single Payment Market might 
entail the risk of overregulation, stifling 
innovation and resulting in not market conform 
solutions 

• Cost for legal compliance of providers would 
potentially be higher if a Single Market should 
be established solely by regulation 

• Cost of possible accompanying measures for 
restructuring payment service contracts, service 
propositions and payment systems 

M
ar

ke
t s

el
f-
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• Market self-regulation (consolidation, 
streamlining payment services and adopting 
common standards) would improve 
competitiveness of the financial sector 

• Integration of national and cross-border 
payment systems would facilitate trade and 
greatly benefit users of payment services 

• Cross-border payment service provision 
would have beneficial effects on less 
efficient national markets 

• Consolidation of redundant infrastructures 
and improved efficiency of services reduces 
total cost of the payment system  

• Common standards and streamlining of 
payment services leads to improved 
economies of scale and more efficiency 

• Legal barriers for Single Market and uncertainty 
over legal framework would remain 

• Risk of self-regulatory initiative to fail due to 
strong vested national interests opposing change 
and opening up the market  

• Investment cost of measures for restructuring of 
payment systems for providers and corporate 
users 

• Common standards and streamlining of 
payment services might lead to disappearance of 
some national well established services in 
exchange for common services with lower 
service levels 

• Price convergence might not point downwards 
after integration which will disappoint users and 
would not be e beneficial outcome for the 
Single Market 

• In a Single Market (some) national systems 
might no longer be competitive which poses a 
threat to their providers 

• Profitability of some non-competitive traditional 
providers is threatened by market consolidation 
and increased competition 
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• Competitiveness of the financial sector and 
the economy is improved in the long term at 
the potentially lowest regulatory cost. 

• Provides legal certainty through a 
consistent legal framework for the whole 
EU market and greatly simplifies the single 
market 

• Reduces in the midterm legal compliance 
costs for provider and users  

• Common standards and streamlining of 
payment services leads to improved 
economies of scale and more efficiency 

• Facilitates the development of pan-
European payment services including 
efficient cross-border payments and the 
consolidation of infrastructures through 
self-regulation 

• Distortions in the selection process of 
payment services are reduced. 

• Eliminates distortions in competition, 
reduces inequalities between providers 
creating a level playing field 

• Might foster market entry of new and 
alternative providers 

• Improves market transparency 
• Integration of national and cross-border 

payment systems would facilitate trade and 
greatly benefit users of payment services 

• The drawbacks of the specific options can be 
very much limited and counterbalanced through 
the combination of EU-regulation and self-
regulation 

• Cost for legal compliance of providers and users 
very limited because only a core set of 
harmonised rules 

• Investment cost of measures for restructuring of 
payment systems for providers and corporate 
users are off-set in the long-term through high 
potential for improved efficiency 

• Risk of ‘lower service levels’ limited due to 
minimum standards for efficiency, liability etc. 
are defined in the regulatory framework and a 
benchmark set for industry self-regulation 

• Price convergence in the long-term should point 
downwards if regulation ensures that the market 
follows fair competition  

• (Some) national systems might no longer be 
competitive and profitability of some non-
competitive providers is threatened by market 
consolidation and increased competition 

According to the above analysis and the advantages of the different policy options it seems 
that for problem areas (1), (2), and (3) a strong role of market self-regulation is clearly 
desirable to create modern, cheap and efficient pan-European payment services and 
infrastructures. Industry’s proposal for the creation of SEPA is focussing on solving the 
market co-ordination problems in area (1), (2), and (3) as far as relations amongst providers 
are concerned. It will address in particular the need for common technical standards for 
payments, service agreements between providers and infrastructure requirements.  

What industries proposal will not address in problem area (1)–(3) are rights and obligations in 
the relationship between providers and users, including adequate protection of users and 
minimum standards for efficiency of all payments in the EU. Therefore, as a complement to 
industry’s initiative, the regulator should set out the necessary incentives for the development 
of competitive, time and cost efficient EU payment services and provide a coherent legal 
framework, which guarantees legal certainty for market participants and adequate protection 
for users.  

Based on the scope and depending on the success of industry delivering on its roadmap for 
SEPA, the Commission believe that for the moment regulation can be restricted to the 
definition of general principles, applicable to all payment services in a non-discriminatory 
way, based on which there should be no barriers to make payments as easily, safely, 
efficiently and inexpensively as within national borders.  

In the problem areas (4) and (5) the role of the regulator is clearly predominant. The 
assumption that market forces will create the necessary infrastructure can only work if market 
forces function efficiently. That means that e.g. conditions for market access in the Single 
Market are the same, providers can compete on a level playing field, good governance and 
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non-discriminatory access are respected in payment infrastructures, technical market entry 
barriers are removed, conditions for payment services are transparent to the user so he can 
make an informed choice and preferences are shaped by economic rationality.  

The Commission considers that for the moment it is not necessary to intervene directly in the 
relationship between providers and relevant arrangements on technical standards and 
infrastructures. There is certainly a market co-ordination problem but industry will address 
this problem in its SEPA program. Therefore, at the current point in time, the Commission 
considers it not necessary to mandate a specific standard or rules for payment schemes and the 
setup of the payment system. As long as there is no obvious market failure, market forces 
shall determine the design and success of schemes and the consolidation of infrastructures.  

Following the limitation of regulation to aspects of the relationship between provider and 
user, leaving aside the relationships between providers the current proposal does not solve 
problems of competition in the infrastructure area and problems based on the lack of 
interoperable standards – which industry has taken on responsibility to solve. The regulatory 
intervention in this case would only have an indirect impact on the relationship between 
providers. Incentives for competition are reflected in price signals and customer behaviour in 
the immediate market but not in the rest of the value chain. Therefore the functioning of 
market forces and price signals are of crucial importance. That means interference in 
transmission mechanisms such as distortion of real costs and prices of payment services or a 
lack of transparency have an important impact on the efficient functioning of the market.  

In this scenario strong monitoring of results of the interplay of regulation and self-regulation 
and to what extent it benefits EU citizens and businesses is necessary. While the Commission 
is convinced of the advantages of self-regulation it will continue to study the efficient 
functioning of incentives for market forces to govern pricing, for providers to innovate and 
reduce the macroeconomic costs of the payment system and for technical and organisational 
barriers to market access to be removed. If monitoring should confirm market failures in these 
respects the Commission will not hesitate to propose binding legislation. 

7.2. Impacts of the choice of legal instrument 

The analysis of impacts of the choice of legal instrument is trying to assess the likely 
consequences of each option. 

 Legal 
certainty 
 

Timeliness Impact on 
stakeholders  

Subsidiarity, 
proportionality 

Financial cost 

Regulation 
 

√√√ √√√√ √√√√ √ √ 

Directive √√ 
 

√√ √√√ √√√√ √ 

A Regulation could contribute considerably to solve the problems of legal clarity and 
simplicity since there would be no transposition into 25 national legislations consequently the 
risk of diverging national legal rules would be eliminated. Also it would be the swiftest 
solution as there is no transposition necessary. Also a regulation was requested by part of the 
market. Notably payment service providers have a strong interest in knowing conclusively the 
comprehensive list of essential, necessary and sufficient legal requirements in order to comply 
and act under conditions of legal certainty. A Regulation would certainly be suited to ensure 
the elimination of legal barriers to the development of pan-European payment services. 
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However such an instrument could not take into account the differences in Member States 
legal systems. The interaction of a Regulation with the host of national rules that were to be 
left untouched could create problems. 

A Directive could be a more sensible solution as it would harmonise the main legal rules and 
remove existing legal barriers but could be transposed into national law taking into account 
the huge differences in national payments legislation. This seems to be a very important point 
given the great differences between payment markets, infrastructures and payment habits in 
Member States which are largely due to the legacy of national legislation. Often there exist 
different legal acts for the regulation of different types of payment services and payment 
service providers. For this background, most Member States argued that a directly applicable 
EU legal instrument such as a regulation could pose problems when interfacing with the trunk 
of national rules. 

Alternatives: Full harmonisation versus minimum harmonisation 

According to stakeholder consultations legal certainty and subsidiarity are the two most 
important aspects concerning the choice of legal instrument. Therefore a key question is if the 
issues identified for regulation should be fully harmonised or if minimum harmonisation is 
better to meet stakeholder requirements.  

Today, diverging national rules prevent the economic rollout of pan-European payment 
services, as providers might have to adapt important aspects of their statute and their services 
to national rules, potentially the interrupting provision and full automation of services. 
Payment service providers would clearly benefit from the legal certainty that full harmonised 
EU legislation could provide, as they do not have the uncertainty that host Member States 
may evaluate the level of protection of their statute or services and find them not to be 
equivalent to their own or they may simply have contradictory legal requirements than the 
home Member State. In the same way users would enjoy the same familiar level of protection 
when using payment services from other Member States as they do in their own State. Even if 
mutual recognition, based on a high level of harmonised rules, would protect users and 
providers from some of the detrimental effects, it would not allow to reap the benefits of 
market consolidation and competition which potentially take place in an Single Market with 
the same rules and a level playing field for providers and users. Full harmonisation would 
certainly be an efficient means for achieving a well-functioning Single Market because it 
creates a simple, coherent framework to the benefit of the industry and consumers. 

On the other hand, minimum harmonisation based on the home country principle combined 
with mutual recognition of legislative provisions can facilitate the offer of greater choice of 
services to the benefit of consumers but does not alleviate the problems of fragmentation of 
markets and legal environment. 
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7.3. Impact of the potential scope of the regulatory intervention 

Identifying the most important impacts of the general scope for the regulatory intervention 
can be done very quickly and an overview can be found below: 
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Pro: The economies of a Single Payment Market lay in the consolidation of national 
payment systems, touching not only the 3 % of cross-border payments but improving 
efficiency of all 56 000 million/year payments in EU including 97 % of national 
payments.  

To restrict the scope to cross-border or intra-EU payments only would jeopardise the 
smooth functioning of the Single Market as a whole and would further fragment the 
market along national borders. The EU is the biggest trading block in the world and 
has huge numbers of payments flowing in and out of the EU. For the part of these 
payment services, which are provided by EU service providers to EU citizens and 
businesses, users need legal certainty when making or receiving a payment to or from 
a party outside the EU. Also EU citizens travel extensively outside the EU and expect 
to be protected by the same rules governing their contract with the payment service 
provider in the EU, even when they use their e.g. credit cards outside the EU. 

Contra: The disadvantages from such a wide scope are that all payment services and 
system will have to adapt to the new EU rules, even if they only cater for a purely 
national payment clientele. 
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Pro: Payment systems in the EU are currently fragmented along former and existing 
currency areas. Former national payment systems, dealing with payments in the 
Member State’s currency should migrate into pan-euro payment systems – processing 
national and cross-border payments. Consequently a new legal framework for a Single 
Payment Market should provide for all payments no matter which currency and if they 
are national or cross-border.  

Contra: Payment industry but will focus in their SEPA project on euro payments only. 
Its view is that economies of scale and technical complexities currently do not merit 
the development of separate infrastructures for cross-border payments in non-euro 
currencies. But it is expected that following the enlargement of the euro area these 
non-euro payments would migrate into the soon to be created euro infrastructures. The 
payment industry also voiced concern about a second point: that the proposal could 
cover all currencies and all transactions including those in non-EU currencies and 
where only either the payer or the payee are located in the EU. In such cases where 
for instance the payment service provider is strictly liable for the execution of a 
payment transaction they are concerned about potentially higher costs which have 
ultimately to be borne by the user. Therefore the industry would like to see the scope 
of regulation restricted to EU currency payments carried out inside the Single Market. 

Specific scope of the regulatory intervention:  

This section is dedicated to the question which of the legal barriers identified during 
stakeholder consultation should be addressed in the scope of the regulatory intervention and in 
what way. The Communication of December 2003 concerning a New Legal Framework for 
Payments in the Single Market identified 21 concrete legal obstacles and possible solutions 
out of which 7 where discarded as being outside of the scope of the regulatory intervention 
(see Annex 4: Issues outside the scope of the regulatory intervention). An assessment of the 
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other 14 legal barriers and the ways in which they could potentially be addressed in the 
regulatory intervention sometimes has significant impacts and therefore a more detailed 
discussion and analysis of each of the policy elements and potential impacts was carried out 
and can be found summarised in three chapters in Annex 5: Prudential requirements and in 
Annex 6: Core rights and obligations of providers and users. An overview of the impacts of 
the different policy options in the three mean areas of regulatory intervention can be found 
below.  

7.3.1. Market access requirements for payment service providers 

Alternatives 

1. Keep status quo of nationally fragmented market access requirements 

2. Harmonisation of market access requirements for non-credit institution payment 
service providers and introduction of a specific license for payment institutions 

(1) Keep status quo 

At present it is very difficult for payment service providers who operate legally in countries 
without a licensing requirement to gain access to the markets of Member States which insist, 
for prudential reasons, on a licence. Undertakings, which are not credit institutions but 
provide payment services are subject to very different legal requirements from one Member 
State to another. The same activity undertaken by such a payment service provider may need 
a licence as a credit institution in country A, an e-money licence in country B, a special 
license in country C and is considered as an unregulated activity in country D. In more than 
half of the Member States the payment services that have been included in the draft Directive 
for the scope of business of the new license for payment institutions, have not been regulated 
in the past or the providers would need only simple registration to provide these services. 

The second reason for reassessing the status quo is the lack of competition in payments 
markets. Several payments market are currently characterised by substantial barriers to market 
entry. Fragmented market access requirements distort competition leading to high prices for 
consumers and high profits for dominating providers in national markets and lower levels of 
innovation. To foster competition deregulation of the market and improved access to the 
provision of payment services and participation in payment systems (former “banks only” 
infrastructures) are needed.  

Under the new Special Recommendation VI of the OECD Financial Action Task Force 
(FATF), in order to combat terrorist financing and money laundering, each payment service 
provider must in future be registered or licensed. Several such money transmitters and other 
newcomers (e.g. telecommunication operators) have complained that meeting the 
requirements under a banking licence – designed for the full range of banking activities – is 
too expensive and burdensome for simple payment service providers and is disproportionate 
given the reduced risks of such an activity.  

This situation would potentially be further severed by a different transposition by Member 
States of Special Recommendation VI on the establishment of a registration or licensing 
regime for money remitters. In case the Commission takes no initiative for the licensing of 
money remittance, each Member State will keep or create its own regime: State A considers 
that this activity needs a banking license, State B only a simple registration. Although a 
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company registered in State B may benefit theoretically from the EC Treaty right to provide 
this service49 also in State A, it is practically faced with huge difficulties to legally provide 
payment services in State A. The Commission has received several complaints about this 
situation from money remitters and other potentially affected payment service providers. 

The differentiation of market access conditions between Member States is detrimental to the 
functioning of the Single Market. The regulatory status quo produces a situation that results in 
overregulation in some areas and problems of unregulated activities in others and a missing 
level playing field. The Single Market principle of the free provision of services, including 
payment services is currently insufficiently realised in the EU as there is no clarity on the 
freedom to provide payment service, except for those undertakings which provide these 
services with a credit institution or an electronic money institution license50.  

According to the EC Treaty rules (Article 49) on the freedom to provide services in the Single 
Market, a legally exercised activity in one Member State can ipso facto be legally exercised in 
other Member States, except if the general interest justifies the contrary. However, to apply 
the mutual recognition principle on the basis of the general provisions of the Treaty without 
establishing harmonised minimum requirements for payment services might bear the risk of 
disputes before the European Court of Justice. Mutual recognition might be easier to achieve 
by establishing an EU-passport regime based on harmonised licensing or registration 
requirements, for payment service providers.  

(2) Harmonisation of market access requirements for non-credit institution payment 
service providers and introduction of a specific license for payment institutions 

The EU could harmonise the licensing requirements for payment service providers. For this 
purpose it would create, in addition to the credit institution and the e-money institution 
license, a specific license for all other non-bank payment service providers. This specific 
license for payment institutions would create the basis for more competition in national 
markets based on a passport regime within the Single Market. It would also transpose OECD 
Special Recommendation SR VI and address the issues related to money laundering and 
terrorist financing. 

The European licensing regime for payment service providers would be based on a 
hierarchy of the level of risk of the payment service provided.  

According to this methodology in the future, there would exist four different types of 
providers who can all offer payment services but are subject different levels of prudential 
requirements proportionate to the level of risk they pose: (i) providers who use deposits to 
fund payment transactions will continue to be subject to the existing prudential requirements 
for credit institutions (ii) providers who use e-money to fund payment transactions will 
continue to be subject to the existing prudential requirements for electronic money institutions 
(iii) providers for all other payment services that do not involve deposits or issuance of 
electronic money would be subject to the new low risk category of payment institutions (iv) 

                                                 
49 And a proportionality test may result in establishing that – under the Single Market principles – a 

payment service provider who wishes to undertake cross-border money transmission would be able to 
do so. 

50 Payment service providers with a credit institution or e-money license benefit from a European passport 
established by Directives 2000/12/EC and 2000/46/EC, based on minimum harmonisation and mutual 
recognition. 
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post giro institutions authorised in accordance with their statute and applicable legislation to 
provide payment services. 

The new low-risk category of payment institutions should embrace in general non-credit 
institution providers, providing payment services, which is not connected to deposit taking or 
e-money issuing. The primarily intended services that could be provided by such institutions 
comprise: money remittance services, payment services based on a credit line such as debit, 
deferred debit or credit card payment services, issuing payment cards, acquiring services for 
payment transactions.  

This new licensing regime would also reflect market developments in recent years, that were 
closely related to the boost in information technologies, triggering the development of 
innovative products and market entry of a new generation of providers very often from the 
non-bank sector such as telecom operators, money remitters, card issuers and acquirers, 
payment aggregators, electronic billing and payment providers, micro payment providers and 
alike.  

This option has the positive effects of harmonising the regulatory regime for payment service 
providers in the EU and of creating a level playing field for all providers. 

Discussion (for more detailed analysis consult the relevant chapter in Annex 5: Prudential 
requirements) 

The new category of payment service providers apart from credit institutions and e-money 
institutions is not connected to deposit taking or e-money issuing activities. The services that 
can be provided by payment institutions comprise amongst other ancillary activities, money 
remittance services, payment services based on a credit line such as debit, deferred debit or 
credit payment services, issuing payment cards, acquiring services and issuing of guarantees 
for payment transactions. These are ordinary payment services which despite their importance 
for the provision of payment services are not ‘systemically important’: the failure of such a 
payment service provider does not trigger disruptions or transmit shocks across the financial 
system.  

Member States that currently have a regulatory regime, with prudential requirements for 
payment service providers different from those for credit institutions following the 
abovementioned reasoning; have in fact not had any history of bankruptcy in the sector, have 
a higher number of non-credit institutions providers and new market entrants and have 
consequently experienced an increase stimulus for competition to the benefit of users.  

Therefore it might be concluded that a new regulatory regime for payment institutions 
different from those for credit institutions does not pose a threat to financial stability. The 
risks involved in the provision of payment services outside of those accompanying deposit 
taking and the issuing of e-money could be reflected in a risk appropriate regulatory regime. 
Providing a level playing field means treating the same risks in the same way. Prudential 
requirements should be proportionate to risks and should not overburden smaller providers 
and new entrants to the market, which are not primary financial service providers. In 
particular quantitative solvency requirements, such as capital charges, similar to the ones 
applied to credit institutions seem to be disproportionate to the risk and are inappropriate for 
the services concerned.  
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After consideration and discussions with Member States and the payments industry, in 
particular with the providers concerned and following in-depth assessment of their business 
models a well calibrated regulatory regime seems to provide the most appropriate policy 
option to address the above discussed issues. The new regulatory regime should take into 
account the various risks of this new category of payment institutions and should promote 
competition and efficiency without compromising the safety of the payment system.  

As a principle the new category of payment institutions should not be entitled to provide 
payment services that would involve the taking of deposits. Consequently the financial risks 
for the payment services in question are much lower than for payment and deposit facilities 
provided by regular credit institutions. The remaining risks concern the financial and non-
financial risks of the activities of payment institutions such as money remittance services, 
issuing and acquiring services or mobile payment services.  

The proposed regulatory regime should take account of the identified operational and 
financial risks of payment institutions and should oblige the provider to fulfil a well-
calibrated set of qualitative prudential requirements. A payment institution should be subject 
to ongoing prudential supervision and should be obliged to fulfil qualitative prudential 
requirements: in particular the proof of sufficient and adequate resources to run sound 
business operations including the provision of a business plan, sound administrative, 
accounting and internal control procedures and segregation of accounts. Other qualitative 
prudential requirements relate for example to the quality of the management, security and 
quality of IT systems and full responsibility for tied agents or other outsourced parts of the 
payments undertaking. Also payment institutions should be subject to the full range of anti-
money laundering and terrorist financing rules in place for financial institutions. These rules 
are similar those of credit institutions and in some cases more detailed to account of the 
specific circumstances of payment service providers. 

Quantitative prudential rules should not be foreseen. For payment institutions qualitative 
requirements seem to be more appropriate. In evaluations and consultations the Commission 
has considered different designs and levels for the prudential requirements: Any request that a 
payment service provider should be subject to the same quantitative capital requirements as a 
credit institution is on its own very difficult to defend. This is not only because credit 
institutions’ capital requirements are determined by a fundamentally different business model 
with often complex risks that arise in connection with deposit taking and engagement in 
various financial activities. Also the operational risk model used for BASEL II solvency 
requirements is not adequate for the particular risk profile of payment institutions. According 
to BASEL II the operational risk for credit institutions stemming from payment and 
settlement services merits an 18 % capital charge for credit institutions. This 18 % capital 
charge has been developed on the basis of a modelling exercise of the data collected by the 
BASEL Committee. The data collected are referring to the losses of average size credit 
institutions engaged in various kinds of payment and settlement systems and services. This 
loss record is of no relevance for the financial soundness and particular risk profile of 
payment institutions. Also there is no comparable history of bankruptcy in the non-credit 
institution payment sector, no evidence of high risks that are not effectively managed and no 
loss data of these providers available that would suggest the application of operational risk or 
credit risk charges.  

Finally there are no depositors to protect and payment services users would in the future – 
following adoption of the EU proposal – enjoy the same high level of protection no matter if 
they have a contract with a credit or payment institution. According to the proposal users 
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would benefit from a clear liabilities regime of payment service providers for the successful 
and effective execution of payments but also enable the users to have a clear understanding of 
the financial risks they incurs through participation in a payment system. 

Assessment of the cost-effectiveness of regulatory measures 

The discussed regulatory measures aim at global objectives such as the fight against money 
laundering and terrorist financing or stimulation of competition and may create both 
advantages and disadvantages for various addressees. Such disadvantages may very well 
constitute additional ‘costs’ to some addressees. The below table presents the most typical 
types of cost that may result from the discussed policies containing spending as well as non-
spending elements, both at the level of the body or bodies implementing the measure and its 
addressees. 

Type of cost Body or bodies 
involved in the 

implementation of the 
measure 

Addressees 

Budgetary cost No direct financial outlays 
from the EU budget or other 
public funds. 

Not applicable 

Transaction cost Member States will face costs 
associated with implementing 
monitoring and enforcing the 
regulation. 

Costs might be incurred by the new category of 
payment service providers (‘payment institutions) in 
identifying and selecting the most appropriate 
compliance route. 

Compliance cost Not applicable Direct costs incurred by payment service providers 
who chose to apply for a payment institution license 
in order to comply with the regulation, including 
administrative cost and opportunity costs. 

Adjustment cost  Not applicable The costs for new payment service providers with a 
payment institution license for reallocating resources 
because of policy induced changes in behaviour 
(concerning compliance of the payment service 
provided and related questions concerning the system 
and procedures). 
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7.3.2. Transparency of conditions and customer information requirements 

Alternatives 

1. Market self-regulation 

2. Keep divergent national regimes 

3. Standardised transparency and information requirements at EU level 

(1) Self-regulation 

According to some views from the banking industry, it would be difficult and not desirable to 
cover the diversity of payment services with one standard set of information requirements and 
concluded that the new information requirements should focus on general principles and more 
detailed information provision could be left to self-regulation, such as a code of conduct.  

However, this view is not shared by the majority of banks represented in the European 
Payments Council. They would prefer EU legislation fully harmonising all national 
information requirements, so that there is only one set of rules which providers have to 
comply with because the legacy of national and EU information provisions would potentially 
fail any self-regulatory attempt.  

The argument that transparency on conditions for payment services can only be achieved if 
information is provided in a maximal standardised and user-friendly way was also strongly 
advocated by user associations. Another problem with market self-regulation is the currently 
low levels of compliance with consumer information requirements. It is felt that self-
regulation of industry would not yield the desired results in terms of improved transparency 
and better customer information. 

(2) Keep divergent national regimes 

The advantage of national rules is that they take into account country specific payment 
services and payment habits. National rules on transparency and information requirements 
served the payments market well as long as cross-border payments and the Single Market did 
not play an important role.  

With the creation of the Single Market and furthermore with the introduction of the euro it 
becomes a necessity to harmonise the divergent ways in which Member States have sought to 
provide for consumer protection to ensure that customers benefit also from the increased 
competition of market integration. In the particular case of payment services, national rules 
which maintain national differences, hinder cross border payments and prevent the roll out of 
more efficient pan-European payment services and systems. 

(3) Standardised requirements 

Standardised requirements for the entire EU will allow consumers and providers to benefit 
from a single set of rules. To harmonise the essential information requirements at EU level 
would facilitate the supply of payment services across the Single Market and reduce 
compliance costs for payment services providers. Improved transparency for all payment 
services provided in the EU will also increase competition and create a level playing field. 
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Users will be able to rely on a standardised way throughout the EU of how conditions are 
presented and will be able to make an informed choice from a variety of offers.  

Discussion 

Awareness is a crucial element of consumer protection and transparency enhances 
competition in payment services. The payment service user needs to have clear information 
about the payment service which he wants to use, and/or which has been provided to him. 
Transparency is a prerequisite in order to be able to compare different offers on the market, to 
decide on the conclusion of the contract with full knowledge of its terms and conditions, and 
to be in a better position to understand the service provided. The payment service users should 
have the same high level of essential (necessary and sufficient) information wherever he buys 
or uses a payment service in the Single Market.  

As far as consumer confidence is concerned, regulatory efforts can clearly help to improve the 
situation. Harmonisation of legal rules on customer information requirements concerning a 
payment service contract is believed to contribute to informed customer choice and to 
strengthen competition between different payment service offers.  

Furthermore a single set of requirements allow providers to develop pan-European business 
models with a high level of standardisation that can be offered across borders under 
conditions of legal certainty. Keeping the current fragmentation of legal rules on customer 
information requirements would not allow reaping the significant economic benefits of market 
integration for both consumers and providers (e.g. greater choice of goods and services as a 
result of increased competition on merit rather than national origin; lower prices and 
improved quality of services). It is important that Single Payment Market policies are 
designed in such a way as to ensure that these benefits are realised in practise. 
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Assessment of the cost-effectiveness of regulatory measures 

1. Basic cost-effectiveness of regulatory measures 

The cost impacts of regulatory measures are mainly the adjustment costs for providers from 
national regimes to standardised EU requirements. However, the total compliance costs for 
providers will substantially decrease, instead of 25 regimes they will have to comply with 
only 1 set of rules in the future. Furthermore the adjustment cost for providers are spread out 
over a period of at least 2 years, in which in any case regular changes to the conditions and 
customer information provided are made. The standardised requirements also foresee that the 
full set of information has to be provided only once at the start of a contract. 

 2. Improved cost-effectiveness achieved by fine-tuning of regulatory measures 

 In order to further reduce the burden of information provision, different cases could 
be distinguished and the information needed by users could be adjusted to the 
particular situation:  
a) Framework contracts: For example the customer wants to get a payment card and 
other payment services from his bank. In this case he should receive the necessary 
information about the conditions for using a payment service and should be informed 
about key rights and obligations. For later payment transactions, covered by the 
framework contract, providers only need to provide a minimal set of key information 
items on the particular transaction.  
b) Contract for a single payment transactions: typically the case for money 
remittance transactions. In this case a limited set of information items such as key 
conditions, rights and obligations concerning that particular transaction need to be 
provided. 

 3. Further improved cost-effectiveness through proportionality test of 
rules 

 Case: Micropayments1 are means for transferring money in situations where 
collecting money with the usual payment systems is impractical or very 
expensive because of the small amounts collected. Micropayments have to be 
suitable for the sale of non-tangible goods over the Internet such as digital 
content or information services. This imposes tough requirements on speed and 
cost of processing of payments as delivery of services occurs nearly 
instantaneously and often in arbitrarily small pieces. With the rising 
importance of intangible (e.g. information) goods in global economies 
"conventional" payment methods tend to be more expensive than the actual 
product. On the other hand, billing for small portions of a product or service 
reduces the need for security1. In this case a light-tough information regime 
which summarises the key information for the user but does not overburden 
these innovative systems which often rely on a fully automated environment 
(e.g. micro payments via mobile phone) does strike the right balance between 
information needs and cost-effectiveness. 
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7.3.3. Rights and obligations of users and providers 

Alternatives 

1. Market self-regulation 

2. Keep divergent national regimes 

3. Standardise core rights of providers and user and establish a minimum standard for 
efficiency in EU legislation 

The starting point for the assessment of social and economic impacts of these alternatives was 
the need articulated by stakeholders to provide legal certainty to providers so that they could 
set up cost-efficient, fully automated straight-through processing of payment services without 
fear that efficient operation would be hampered by legal disputes. The also asked for the 
removal of obstacles (caused by mistrust) to the further use of cheap and efficient means of 
payments and in addition measures to enhance the trust of users in remote or electronic 
payments in order to push back the use of cash. Finally it was recognised that a common 
minimum standard of efficiency of the core features (e.g. execution time) of payments 
services which are essential for a well-functioning of modern economy should also be 
established by rules. 

In order to fulfil these objectives and with the help of stakeholders the following areas were 
identified where rules were considered necessary: 

– Certainty over the conditions for the authorisation of a payment transaction and 
responsibilities of the parties in case of unauthorised transactions e.g. as a 
consequence of fraud, loss or misappropriation of a payment verification instrument 
(e.g. card) 

– Conditions for the revocability of payment orders and certainty about the point in 
time the provider has accepted an order 

– Certainty about the execution of the full amount of a payment transaction and 
liability of the payments service provider for the correct execution of a payment 
transaction, 

– Clarity about levying of fees for a payment transaction and certainty and clarity 
about the availability of funds and value dating 

– Maximum execution times 

– Rules on dispute settlement mechanisms 

Following this, the question arose how to best address those issues and establish a set of 
transparent and common rules.  
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(1) Market self-regulation 

Certainly market self-regulation can and must play a role in the definition of common rules. 
However, this will usually focus on the development of products and payment services and 
definition of rights and obligations of the parties involved, in particular in the interbank 
relationship. These rules are certainly driven by the market and commercial interests of the 
players setting the rules.  

It is therefore rather unlikely that those rules can provide for the interests of all parties in the 
market and form a common, fair and transparent framework balancing the interests of all 
actors.  

Also there are already legislative rules in place in several or all of the Member States in the 
areas identified during stakeholder consultations. In this case self-regulation is not a viable 
option for establishing common rules for the whole of the Internal Market and can only play a 
secondary role once such rules have been established.  

Thus regulation does not necessarily need to be exclusive but could be complemented by self-
regulation in particular where the market requests a product or service and industry develops a 
viable service proposition and defines the necessary standards and rules for that. 

(2) Keep divergent national regimes 

National legislation could certainly provide the legal framework for a purely local market or 
aspect that only concern local market practices which are of no relevance to the common 
market and do not form unproportionate barriers for market entry of foreign providers and 
services. 

Historically, development of payment services aimed at local markets and extensive national 
legislation on payment services can be found in most Member States. However, it seems 
today that those rules are too fragmented or go too far with the result that national rules create 
substantial barriers for the establishment of a genuine Single Payment Market. 

Subsidiarity and proportionality principles rule out a ‘maximalist’ approach in which all 
national rules are abolished in exchange for EU legislation. It is necessary to apply a 
subsidiarity and proportionality test in all areas.  

Only areas which can be identified as having transnational character and where common rules 
create value-added they should be considered for EU action. The extensive consultation with 
Member States and stakeholders served the purpose of identifying issues which fit those 
criteria. In the consultation the above issues where identified by stakeholders for EU 
legislation. 

(3) Standardise core rights of providers and user and establish a minimum standard for 
efficiency in EU legislation 

The EU has the responsibility under the Treaty for the removal of barriers to and creation of a 
Single Market.  

EU legislation is certainly one efficient way to achieve harmonisation of the legal framework 
for payment services in the Single Market. However, EU legislation should only address 
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issues which are in the common interest for the economy, citizens and enterprises, where 
there is a clear market failure or self-regulation seems not suitable and national legislation 
cannot or only insufficiently fulfil the same objectives.  

Stakeholder consultation confirmed the need for EU action on the issues listed above. An in-
depth impact assessment (see annexes) and consultation of industry, users, Member States, 
central banks and experts helped to define rules which are proportionate to the problems and 
leave room for market self-regulation and take into account existing national legislation. 

Assessment of the cost-effectiveness of regulatory measures 

The types of cost identified occur in the context of EU legislation, which is targeted towards 
clearly identified problem areas and aims at balancing the interests of the addressees realising 
the maximum benefit for society and the economy.  

Certainly not always all addressees of a measure will necessarily ‘benefit’ from it. As 
legislation aims at global objectives (see chapter 5), and may create both advantages and 
disadvantages for various addressees. Such disadvantages may very well constitute additional 
‘costs’ to some addressees.  

The table below presents the aggregated cost and benefits that may result from legislation on 
EU level. The impact assessment for individual stakeholder groups and cost-benefit analysis 
on the detailed level of each proposed rules can be found in Annex 7: Distribution of impacts 
among stakeholders and cost-benefit analysis. 

Addressees and 
bodies implementing 
the measure 

Cost and benefits of common rules in EU legislation 

Payment services 
providers at national 
scale: 

Providers at national scale will have to bear with some 
implementation costs to adapt their systems to the new requirements 
of a new legal framework. These implementation costs will vary 
depending on the current regulation of the Member States where they 
are settled. Transparency and price comparability will give an 
opportunity for most efficient providers to improve their market 
position. The least efficient systems and providers will have to adapt 
their systems resulting in costs to upgrade their system to the 
efficiency benchmarks of this Directive. National providers will 
benefit from the increase in the number of transactions due to a 
higher confidence in payment systems, and the economies of scale 
due to infrastructure consolidation. 

Pan-European 
Providers: The existence of a new legal framework common for the whole EU 

will help in the creation of SEPA and allow providers to operate in a 
true pan-European market. Providers will benefit from a lower 
regulatory burden and more legal certainty. They will only have to 
comply with a single set of rules instead of 25, reducing dramatically 
their compliance costs. They will benefit from the possibility to 
provide payment services within the European Union. The 
consolidation of infrastructures will help in achieving a critical mass 
to take advantage of the large economies of scale presented in this 
market.  
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Payment service users Businesses, commerce and final consumers are the greatest 
beneficiaries of the proposal. Users in general will benefit from more 
competition in the provision of payment services, improved 
transparency and legal certainty due to the existence of a common 
legal framework in the EU. They will have access to a wider choice 
of cheap, efficient and reliable pan-European payment services. They 
will benefit from the same level of protection wherever they use a 
payment service all around the EU. Some of the risks that in the past 
were borne by the user will be made transparent and shifted to 
providers. 

This implies that users can not only make a more rational choice on 
the real costs of a transaction, but that these costs will be reduced 
through increased competition, economies of scales and reduction in 
compliance costs. A higher number of transactions due to a 
consolidation of payment systems and an increase in the confidence 
of consumers in payment systems will potentially reduce prices. 
Instead of having to bear the non-transparent risk cost for the 
unreliability of the payment system in the future payees can choose 
providers in a rational way, taking into account the risk cost of 
certain payments.  

Member 
States/Administrations The establishment of common rules for the provision and use of 

payment services will improve overall efficiency of the payment 
system and foster competition in a market that has been suffering 
from a lack of competition in the past.  

The expected increase in cost for Member States will be limited to 
costs for transposition of rules and monitoring compliance of 
providers and users. There is no directly budget relevant cost for 
Member States. 

Society at large: Society at large will not be faced with any increase in costs but will 
benefit from the huge potential for cost reduction in the payment 
system over the next years. The current costs of the payment system 
range between 2–3 % and could be substantially lowered by 
consolidation of national and cross-border payment infrastructures, 
better economies of scale and more competition on a European level. 
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8. COMPARISON OF THE OPTIONS IDENTIFIED 

8.1. Reasons for the proposed intervention 

8.1.1. Type of policy intervention 

The Commission analysed what type of policy intervention is necessary and appropriate to 
achieve the stated objectives: 

 Effectiveness Efficiency Consistency 

No action No achievement of 
policy objectives 

 No resources needed 
(though high 
opportunity costs 
through not realised 
efficiency gains) 

Negative social and 
economic impact 

EU regulation Achievement of 
specific objectives 
(1)–(3). However, 
ultimate objective of 
a more efficiency 
and a Single 
Payment Market can 
only be facilitated. 

Regulatory and 
administrative 
resources needed to 
achieve impact level. 
Legal compliance costs 
for stakeholders. 

Positive economic and 
social impacts through 
the streamlining of the 
legal framework. 
Potentially unintended 
impacts in areas where 
regulation intervenes 
strongly in innovation 
and market 
developments 

Self-regulation Achievement of 
ultimate policy 
objective only 
partially. Specific 
policy objectives 
(1)–(3) are either 
impossible or are 
unlikely to be met 

Resources/Investments 
needed for the 
integration of payment 
systems and migration 
to achieve efficiency 
gains.  

Positive economic 
impacts though limited 
by fragmented legal and 
market framework. 

EU-regulation +  
self-regulation 

Highest potential to 
achieve ultimate and 
all specific policy 
objectives. 

Regulatory and 
administrative 
resources as well as 
investments needed to 
achieve maximum 
efficiency gains. 

Good balance of 
economic and social 
impacts  

Discussion and chosen alternative 

The Commission believes that most benefits, at the least (regulatory) cost, could be achieved 
by combining market self-regulation and where necessary regulatory measures for achieving a 
Single Payment Market. Taking into account both the potential abilities and limitations of 
government and market action this also seems the option with the highest potential to achieve 
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the objectives (chapter 5) and least risk of failure. However, only careful evaluation of 
progress will finally allow determining the success of this strategy.  

No action at EU level must be dismissed because it would leave the current unsatisfactory 
state of the Single Market for payments untouched. It would leave the potential economic 
gains unrealised or more difficult to achieve. Industry would still be faced with a highly 
fragmented legal framework which would hinder its task.  

An EU-regulatory led approach also seems the have limited potential to achieve an effective 
integration of national payment infrastructures which is necessary for a true Single Market. 
The complexity and network character of payment services imply the involvement of a large 
number of market participants to drive forward the project of consolidation and integration if 
it is to be a success. 

The evaluation and given state of the EU payments market would suggest a co-ordinated 
public and private initiative which seems to be the most promising route to deliver a Single 
Payment Market. This option provides the benefits of a market framework facilitating market-
driven solutions, when at the same time ensuring trust and legal certainty for market 
participants in this change process and minimising the costs of migration.  

According to this option industry self-regulation would be responsible for overcoming the 
problems related to a) inefficient use of payment services caused by distortions in the price; b) 
deficiencies in pan-European infrastructures and services; and c) large differences in the 
efficiency of payment services between Member States. In general industry will be 
responsible for the co-ordination of the payments industry including the establishment of the 
necessary standards and agreements between payment providers that are especially important 
in a network industry. 

The EU regulator on the other hand would be responsible for a) creating a coherent legal 
framework for payments in the EU that facilitates industry’s tasks as described above; and b) 
ensuring more efficient competition and creating a level playing field in the payments market. 
Principally the regulator will undertake the tasks that industry cannot carry out in particular 
the removal or harmonisation of legal barriers.  

The proposal would define guiding principles rather than detailed technical rules and provide 
flexibility with regard to rapid changes and market developments. The proposal could also 
help simplify existing EU legislation since it could repeal previous EU texts (Directive 
97/5/EC and Recommendation 97/489/EC) and harmonise in codified way core legislation on 
payment services in the Single Market.  

Extensive consultation and close co-ordination with industry ensures that rules proposed are 
effective and cause the minimum burden for business. Only a very limited number of issues 
would be treated with regulation (and have been confirmed in stakeholder consultations) and 
would be proposed for full harmonisation as it is much easier for industry to have to comply 
with only one set of rules than having to come to conform to 25 different, and often 
conflicting national rules.  
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8.1.2. Type of legal instrument and level of harmonisation 

In areas where EU intervention was considered justified, the Commission analysed whether to 
proceed with a Regulation or a Directive and whether full or minimum harmonisation was 
most appropriate. 

(1) Directive versus Regulation 

A Directive was considered the most appropriate way forward, in the light of subsidiarity, 
proportionality and to take account of national specificities. In order to avoid any risk of 
refragmentation of the desired common legal framework, the approach of a Directive 
combined with full harmonisation is proposed. Full harmonisation ensures a high level of 
protection for consumers as well as a level playing field for providers. Finally, it avoids 
refragmentation of the market that could occur if Member States were free to add additional 
national rules, which would be possible under minimum harmonisation. However, the 
Directive only covers issues, where it was found that their exclusion would compromise 
economic benefits sought and increase the risk of fragmentation of the market. A Directive 
also satisfies the principles of subsidiarity and proportionality impacting existing national 
legal frameworks supporting payments as little as possible and avoiding unintended 
consequences as might occur without the possibility of sensible transposition.  

A Regulation does not allow taking into account the complexity of present payment 
legislation interwoven into (in particular consumer protection rules and contractual law) the 
national legal systems. Such national frameworks are the outcome of many years interaction 
between consumers, financial institutions, regulators, systems, etc and provide a working and 
fundamentally understood basis for domestic payment transactions. Furthermore, since 
payments form only a part of the business transaction, legislation on payments must not be 
considered in isolation. Some payments, particularly transfers, comprise a chain consisting of 
several different contracts subject in some cases to different national laws and global 
practices. 

The aim of the proposed new legal framework is to provide the payments market with a 
harmonised, reliable and easy to understand framework for providers and users of payment 
services. This objective could certainly be achieved with a Regulation but for above 
mentioned reasons the Commission will propose a Directive. However, should a later review 
of this legal instrument indicate the need for a directly binding Regulation the Commission 
will reconsider this option. 

(2) Full harmonisation versus minimum harmonisation 

Article 95 of the Treaty provides the basis for establishing a true Single Payment Market. One 
means of achieving a well-functioning and efficient Single Market is full harmonisation of 
legislation, because it creates a simple, coherent framework to the benefit of the industry and 
consumers. On the other hand, minimum harmonisation based on the home country principle 
combined with mutual recognition of legislative provisions can facilitate the offer of greater 
choice of services to the benefit of consumers but does not alleviate the problems of 
fragmentation of markets and legal environment. 

Today, diverging national rules prevent the economic rollout of pan-European payment 
services. A provider might have to adapt important aspects of its statute and its services to 
national rule which will in most cases disrupt the efficient cross-border provision and full-
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automation of services. Payment service providers would clearly benefit from the legal 
certainty that full harmonised EU legislation would provides, as they do not have the 
uncertainty that host Member States may evaluate the level of protection of their statute or 
services and find them not to be equivalent to their own or they may simply have 
contradictory legal requirements than the home Member State. In the same way users would 
enjoy the same familiar level of protection when using payment services from other Member 
States as they do in their own State. Even if mutual recognition, based on a high level of 
harmonised rules, would protect users and providers from some of the detrimental effects, it 
would not allow to reap the benefits of market consolidation and competition which 
potentially take place in an Single Market with the same rules and a level playing field for 
providers and users. 

However, full harmonisation should be limited to those issues where national provisions 
would hinder the establishment of fully integrated pan-European payment services and 
infrastructures, the Single European Payment Area and a Single Payment Market. Full 
harmonisation should focus on problems in the field of payments, which need to be treated in 
the same way all over Europe.  

Although full harmonisation entails that Member States can not deviate from the rules fully 
harmonised by this Directive, this does not mean that full harmonisation should be used in a 
“maximalist” way, as the highest possible level of protection, it means harmonisation at a 
high level, identical for all providers and users of payment services. Additionally the concept 
of mutual recognition might be used for aspects that for various reasons (e.g. national rules on 
execution times which established already a higher level of efficiency than the one targeted by 
the current proposal) have not been harmonised. This would allow Member States to adopt 
rules that go beyond the level of harmonisation but prevents any detrimental effect of such 
diverging rules on the Single Payment Market51. 

8.1.3. Scope of the regulatory intervention 

The Commission analysed the scope of its intervention, namely the legal obstacles that need 
to be harmonised to create a Single Payments Market including the geographic scope and 
currencies covered. 

The impact assessment carried out by the Commission confirmed the positive social and 
economic impacts of a unified payments market. The maximum of economic savings can be 
achieved by a coherent framework for the entire EU market providing the conditions for 
rationalisation of national payment systems, improved economies of scale and a seamless 
payments experience for users and businesses. However, it is expected that in the short-term 
the gains in the euro zone will be potentially higher than in non-euro countries, as the first 
wave of integration will take place in the euro zone where industry’s SEPA initiative is 
focussed.  

The EU is the largest trading block in the world and citizens and business need efficient and 
secure payment services regardless of the currency in which they are trading. Therefore, the 

                                                 
51 Member States should only take measures if they are necessary and proportionate and justified on 

grounds of public policy or public security. It is important that the notion of “public policy” has been 
construed narrowly by the European Court of Justice, and is limited to cases of “genuine and 
sufficiently serious threats affecting one of the fundamental interests of society”. See also Case 30/77 
Bouchereau [1977] ECR 1999. 
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Commission’s intervention should cover the whole EU (and not just the limited number of 
cross-border payments or the euro zone). Similarly, the proposal should include all currencies 
(not just payments made in euro or in other Member State currencies) and should focus only 
on efficient payment services that would realise significant cost savings and market share in 
the future. This meant excluding high cost cheques and cash52.  

Furthermore the analysis shows that in order to ensure a level playing field and improve 
efficiency, all payment services, users and providers should be subject to the same rules laid 
down in the proposal. Minor exceptions should only be made for certain rules where their 
application would be disproportionate, lead to disproportional higher costs or impracticalities. 
Consequently some rules could be adapted, e.g. a lower level of protection for corporate 
users, less stringent rules for payments in non-EU currency and where a payment transactions 
involves a provider outside the EU. Stakeholder consultation helped identify these exceptions 
and so avoid unnecessary costs without sacrificing the overall objectives of the proposal. 

The future pan-European payment infrastructure currently developed by the payments 
industry53will focus on euro payments only while the EU has to ensure the smooth 
functioning of the whole Single Market. The proposal should therefore establish core rights 
and obligations of providers and users and apply to all payment services, national and cross-
border. Only when citizens and businesses can make payments throughout the EU, as easily 
and safely as in the national context today, the objective of a real Single Payment Market is 
achieved. For users it should not make any difference where their payment service provider is 
located or in which currency the payment transaction is executed.  

The impact assessment on best way to tackle the 21 issues identified during stakeholder 
consultation, taking into account both subsidiarity and proportionality concerns, led to the 
conclusion, that only 13 should be tackled in the proposed EU Directive and 1 issue 
(“Information on the originator of a payment (SRVII of FATF”54) in an EU Regulation. For 
the 7 remaining issues market-led solutions or Member States actions were deemed more 
appropriate.  

• Market access and prudential rules 

The first building block of the proposal for a new legal framework is the harmonisation of 
market access requirements for non-credit institution payment service providers and 
introduction of a specific license for payment institutions. 

An assessment of the potential social and economic impacts of keeping the differentiation of 
market access conditions between Member States found that the unlevel playing field is 
detrimental to the functioning of the Single Market and creates substantial barriers to market 
entry. The Single Market principle of the free provision of services, including payment 

                                                 
52 Cash has its own legal framework and the use of cheques is declining and only to be found to a 

significant extent in a few Member States and their cross-border usage all but eliminated. 
53 See the project of the European Payments Council for a “Single Euro Payments Area”.  
54 The implementation of OECD Special Recommendation VII of the Financial Action Task Force on 

Money Laundering will be treated separately from the NLF and will be proposed for an EU regulation. 
A regulation would ensure a single set of rules directly applicable, reducing the implementation costs 
for industry of the adaptation of IT systems. Given that this information regime would also be required 
in dealings with other payment services providers from third countries, a common EU rule would 
strengthen EU’s position with regard to the multilateral negotiations with third countries. 
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services is currently insufficiently realised in the EU. Fragmented market access requirements 
distort competition and lead to higher prices for users and high profits for dominating 
providers in national markets and lower levels of innovation.  

The Commission believes that the new legal framework could harmonise the legal 
requirements for payment service providers and that the proposal for a new license for 
payment institutions will fill a regulatory gap. It will increase the overall level of security and 
enhance competition in payment services where currently there is a lack. The new license will 
increase the overall stability of the payment system, because it will bring formerly 
unregulated providers into a sound regulatory system and subjects them to the due diligence 
of prior authorisation and prudential supervision.  

In view of the significant differences in risks between fully-fledged credit institutions and 
other payment service providers, it was decided that a prudential regime based on capital 
requirements is disproportionate and therefore unjustified and would fail to solve the problem 
of insufficient competition in the tradition payments market. A prudential regime based on 
appropriate qualitative prudential requirements for the initial and ongoing supervision is 
proposed which addresses all of the identified risks. It is considered that this would also 
provide for a level playing field between providers under this new regime and existing bank 
providers. The stricter solvency requirements for banks are balanced with the risk arising 
from their privileged and important economic position to accept deposits55.  

In order to achieve a maximum effect in the area of fighting money laundering and terrorist 
financing the new prudential regime should encompass all payment service providers which 
are not credit institutions. However, the analysis showed there was a risk that small money 
remitters, which often provide services for “unbanked” and disadvantaged social groups such 
as immigrants, could be driven into the underground sector if the full set of rules designed for 
all service providers was applied. If driven underground there would be less protection for 
their vulnerable users, and money laundering and terrorist financing rules would be more 
difficult to enforce. Member States were therefore given an option to waive some of the 
prudential requirements for such small providers to avoid this risk. 

• Transparency and customer information requirements 

The second building block of the proposal for a new legal framework is transparent conditions 
and customer information requirements.  

The proposed package of transparency and information requirements should enhance 
transparency and thereby improve user confidence, facilitate user choice of the most 
appropriate payment service, and eliminate the fragmentary effect of divergent national rules 
so permitting the reaping of significant economic benefits of market integration for both users 
and providers. 

The rules on transparency were assessed by stakeholders in order to ensure that they are well 
balanced with regard to informing users adequately but avoiding information overload and 
minimising cost to providers.  

                                                 
55 These deposits allow banks also to finance their payment activities on more advantageous terms than 

other providers. 
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A light information regime is also regarded the most appropriate for micro payments (i.e. 
payments for amounts less than 50 €). Such payments are for small ticket items and are 
deemed one of the key enablers for e-commerce and effective distribution of digital content. 
In order not to stifle innovation in a sector where margins are very small due to the low value 
of the goods or services purchased, the analysis showed that a simplified information regime 
would be more cost effective and still provide for sufficient consumer protection. 

The cost of compliance with these harmonised set of information requirements was evaluated 
positively by payment service providers. The requirement to communicate the conditions to 
the customer (in contrast to making information only available) was counterbalanced by 
reducing this obligation to the conclusion of a framework agreement or payment service 
contract. This means that the full set of information has to be provided only once, at the 
beginning of the contract. This conforms to the current business practice and should not 
increase compliance costs for providers. Further simplification will be achieved for providers 
acting across borders by replacing 25 existing regimes with one set of fully harmonised 
information requirements. The costs for providers for adaptation from national to the new EU 
rules will be one-time costs and spread out over a minimum of 2 years (through transposition) 
in which in any case regular changes to conditions and customer information are made. 

• Rights and obligations of users and providers 

The third building block of the proposal for a new legal framework is to harmonise core rights 
and obligations of users and providers in the interests of certainty and efficiency in a Single 
Payment Market. 

Stakeholder consultation and in-depth impact assessment helped to identify the areas where 
common rules are needed and where EU action could better achieve this objective than self 
regulation or national legislation.  

In further rounds of consultations on the detailed content of the rules and their impacts the 
balance of interests and proportionality was tested. Concluding that, even though the rules 
should be applicable without exception to all payment services provided in the EU, that it 
certain differences should be made between different payment services or different groups of 
users Therefore, in order to avoid unwarranted costs adjustments for a limited number of rules 
were made, for example where a foreign currency was involved, for corporate users or where 
one of the payment service providers was located outside the EU. These adjustments were 
kept to a minimum in order to preserve the level playing field. At the same time the 
underlying objectives were preserved and the regulatory burden kept to a minimum. 
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8.2. Cost, Benefit and Risk analysis of the proposed regulatory intervention 

Options Costs Benefits Risks 

1. Main policy options    

A: Status quo • Current situation: fragmentation, 
inefficiency. 

• Uncertain results.  
• Slow advance. 
• Lack of common legal framework.

• Market-based solutions are 
possible but not particularly 
likely as was experienced also 
in the past 

• High risk that a Single Payment 
Market will not be achieved. 

B: Strong EU regulation • Increased regulatory costs 
• Inadequate consideration of 

market self-regulatory abilities 

• Ensuring a tight common 
framework. 

• Ensuring necessary steps for the 
integration of fragmented 
payment infrastructures and 
services are taking place 

• Overregulation. 

C: Market self regulation • Inadequate market intervention in 
order to achieve real savings.  

• Unproductive investments and 
sunk costs due to lack of binding 
rules which could provide 
sufficient legal certainty for 
investments  

• Cost of legal uncertainty due to 
the lack of a common framework. 

• Market driven solutions 
(however, currently existing 
distortions would not be 
eliminated) 

• Risk of adverse effects on 
competition due to the lack of a 
common framework ensuring fair 
competition 

• Legal and probably a large number 
of technical and commercial market 
entry barriers would remain due to 
strong vested interests  

D: Proposal for a new legal 
framework combined with 
self-regulation for technical 
aspects 

• Monitoring. 
• Legal compliance cost for new 

rules which are different from MS 

• Increased likelihood of 
achieving objectives at the least 
regulatory cost. 

• Marked driven solutions are 
facilitated and encouraged 

• Reducing uncertainty and risk in 
the changeover to SEPA and the 
Single Market 
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Options Costs Benefits Risks 

2. Regulatory approach    

Legal instrument    

A: Regulation • Impossible to adapt the instrument 
to the big differences between 
payments markets, infrastructures 
and habits. 

• Clarity and simplicity, no 
divergence in transposition. 

• Speedier legislative process. 

• High risk of problems when 
interfacing with the rest of national 
rules. 

B: Directive • Greater divergences. 
• Slower process. 

• Greater adaptation to 
particularities. 

 

Level of harmonisation    

A: Full harmonisation • Less flexibility for national 
specificities. 

• Ensure a level playing field. 
• Promote cross-border shopping. 

 

B: Minimum harmonisation • More difficult to provide pan-
European services, needing to 
adapt to several national rules. 

• Combined with mutual 
recognition it might facilitate 
the offer of greater choice of 
services. 

 

3. Scope of regulation    

A: All payment services 
provided in the EU. 

• Cost of adjustment to some 
payment systems in some MS. 

• Ensures the smooth functioning 
of the Internal Market as a 
whole. 

 

B: Exclude some payment 
services, like non-EU 
currency ones. 

• Discrimination.  
• Not a level playing field. 

• Potentially lower adjustment 
costs. 
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9. MONITORING AND EVALUATION OF RESULTS 

Given the magnitude and complexity of the undertaking to create a Single Payment Market it 
is vital that all measures implemented by both EU regulation and market self-regulation are 
monitored and followed up by an in-depth review. 

There should be ongoing monitoring from now onwards of the effectiveness of market self-
regulation in order to early detect failures and devise where necessary correcting measures. In 
particular it should be assessed: 

• the progress on the integration of the European payment services market and the 
accomplishment of a Single Euro Payment Area (SEPA) including the necessary standards 
and infrastructure for the processing of standard payment services such as credit transfers, 
direct debits and card payments; 

• the development of technologically advanced and competitive payment services that would 
increase users’ acceptance and convenience and thereby further increase the rate of 
electronic straight-trough processing of payments; 

• the scope of application of standards and conventions for national and cross-border 
payments, the level of standardisation and interoperability of payment systems and services 
and the removal of technical barriers (e.g. interoperability of terminals and payment cards, 
national account structures) and business practices that prevent the user to use payment 
services European-wide regardless of his country of origin; 

• the progress on time and cost efficiency of standard payments; 

• the conditions for market entry and the competitive structure of the European payment 
services market and its impact on prices for payment service users; 

The results of the monitoring process should be measured against the forecast economic gains 
as the current proposal is based on the success of this industry initiative and would not 
achieve its full potential if the aspect to be delivered by industry were missing. 

The review of this proposal should be conducted not later than two years after the end of the 
transposition period referred to in the proposal. The Commission shall submit to the European 
Parliament, the Council and the Economic and Social Committee a report on the 
implementation of the proposal, accompanied, where necessary, by proposals for adapting it 
to legal, technical and economic developments in the field of payment services, in particular 
with respect to the proper functioning of the Single Market. 

This review should assess the progress made towards the ultimate objective of a Single 
Payment Market and should evaluate in more detail the level of achievement with regard to 
the strategic intermediate objectives and operational objectives established for this initiative:  
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1. Enhanced competition between national markets by opening up markets and 
ensuring a level playing field should be measured against the operational 
objectives of:  

• Operational objective 1 = Removal of legal barriers to market access and a level playing 
field of prudential requirements for payment service providers 

• Operational objective 2 = Increased number of providers and payment services in national 
payment markets  

• Operational objective 3 = Increased cross-border provision of services of existing and new 
providers 

• Operational objective 4 = Reduced number of payment infrastructures due to consolidation 

2. Increased market transparency for both providers and users should be 
measured against the operational objectives of: 

• Operational objective 1 = Consumers will receive standardised conditions for the payment 
services offered in the market. 

• Operational objective 2 = Consumers will be able to compare the key elements of different 
service offers and benefit from greater transparency on prices and fee calculation methods. 

• Operational objective 3 = Providers are able to offer payment services across borders under 
the same standardised conditions with regard to information requirements. 

3. Standardised rights and obligations of providers and users of payment service 
in the EU, with strong emphasis on a high level of consumer protection should 
be measured against the operational objectives of: 

• Operational objective 1 = Users are able to rely on the same conditions wherever they use 
payment services in the EU 

• Operational objective 2 = Providers are able to develop and rollout payment services for 
the entire EU market under the same legal conditions 

The proposal is expected to follow normal implementation procedures, i.e. transposition in 
Member States within 12 months. As in other financial services fields, implementation may 
be facilitated through cooperation between Member States ministries' and supervisory 
authorities and with the Commission help and assistance56.  

                                                 
56 The Commission indicated in its 2002 Communication on better monitoring of EU law 

(COM (2002) 725 final) of 11 December 2002 how it can and does assist Member States with 
transposition of Directive into national law.  
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In addition to normal monitoring of implementation by Commission, the newly created 
Payments Committee should provide the Commission with input on the well-functioning of 
this proposal and need for adjustments. The Payments Committee should provide the 
Commission with the expertise and know-how and input on market developments and help to 
assess the functioning and impact of certain rules. It should in particular assist the 
Commission in the proper implementation of this proposal. 
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ANNEX 1: PROBLEM DEFINITION 

1. Background on the use of payment services and the macroeconomic cost of the system  

Use of payment services in the EU 

Usage of payment services and customs vary substantially from one EU country to another. Usage 
patterns are often the result of a historic evolution and are slow-moving trends, but over time 
similar payment services become popular in the whole of Europe57. As a particular payment service 
gains global acceptance, a country’s lower level of development and efficiency can sometimes 
explain its lower frequency of use of that product.  

For instance, cheque usage is influenced by such local factors as legal obligations to use cheques for 
certain transactions and restrictions on cost-based pricing, local habits, the cost of transfers as an 
alternative, and the investments that banks have made to reduce cheque processing costs (which 
lessen their incentive to reduce cheque usage). However, the usage of cheques, after cash the most 
expensive payment service, is generally on the decline. In the latest surveys the main cheque users 
come from France, Portugal and the United Kingdom. In other European countries surveyed, 
customers used fewer than ten cheques per year. 

The cheque as a purely paper-based instrument has lost significant market share against those 
payment services that can work electronically. In terms of transaction volumes, credit transfers have 
only recently lost the leading position of payment services share to payment card transactions in 
Europe. This trend is also followed by the wide use of credit transfers, direct debits, and standing 
orders (instead of cheques) in Germany, Austria, Poland, Slovakia, and the Czech Republic. 

The use of cost-efficient self-service channels and fully electronic payments initiation through the 
internet, online or telephone banking has been adopted in particular in Nordic countries such as 
Finland and Eastern Europe, e.g. Estonia, Latvia, Lithuania, Slovakia and the Czech Republic, 
which use more online banking than most other European countries. Banks in these countries were 
apparently adopting these new technologies, avoiding the cost of infrastructure build-up, and 
“leapfrogging” the Western European countries that have large branch networks.  

Percentage of total volume of electronic payment transactions for the EU–1558 

                                                 
57 See trend development in the ECB Bluebook, Payment and securities settlement systems in the European 

Union and the “World Banking Report”, a annual study of CapGemini, EFMA and ING. 
58 Payment and securities settlement systems in the European Union, Addendum incorporating 2002 figures 

(Blue Book, April 2004), (data for the period 1997-2002). 



 

EN 64   EN 

 
Percentage of total volume of electronic payment transactions for the new EU Member States + 
Bulgaria and Romania59. 

 
Development of market shares between different electronic payment services within the EU–25 at a 
pan-European level based on total number of transactions60  

                                                 
59 ECB Bluebook, Payment and securities settlement systems in the accession countries, Addendum 

incorporating 2003 figures (Blue Book, February 2005), (data for the period 1999-2003). 
60 ECB Bluebook, addenda incorporating 2002 figures (2004). 
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The current social cost of payment services: the impact of price distortions 

The societal costs of the payment system, describing the infrastructure to distribute and recycle 
cash, transfer funds and make payments smoothly, safely and efficiently, are substantial. Depending 
on the level of development and efficiency of the particular payment system the estimates for 
running the payment system range from 2–3 % of GDP.  

A more detailed breakdown61 reveals that cash, above all, is the main cost driver and accounts for as 
much as 60–70 % of the total cost of the payment system, or in other words 2 % of GDP. These 
studies estimate the cost per economic transaction when paid for in cash between EUR 0.30 to 
EUR 0.5562. Congruent with these findings, other studies confirm the cost of cash at about 1.36 % 
of sale value or 2.3 % of transaction value (EUR 0.32 for transaction value of EUR 14)63.  

The overall social cost of using payment services could be reduced if consumers and business 
selected the means of payments in a more rational way. When prices paid by users reflect the real 
cost value of the service, they provide an incentive for users to select services that meet their needs 
at the lowest possible private and social cost. This promotes the efficiency of the payment system. 

It is well documented in studies that cost-based pricing of payment services triggers customer 
behaviour64 and the right price signals can drive customers to select more efficient payment services 
rather than less efficient ones. A good example is cheque usage, which is broadly on the decline. 
That decline was exceptionally strong in Belgium, where cheque use represented over 7 % of all 
transactions in 1998 and had dropped to below 1 % by 2005. Continuous increases in price, along 

                                                 
61 Though it is difficult to quantify the exact costs of cash, studies using a comprehensive methodology to cover 

direct and indirect costs, come to similar conclusions. These studies for example take into account all costs of 
cash to the economy, including cost of printing, security, handling, transportation (including intermediaries, 
commercial banks, merchants and central banks), cost of cash to merchants and users, including back office 
processing, transport, security, equipment costs, and opportunity costs. Though it is difficult to quantify the 
exact costs of cash, several studies, which use a comprehensive methodology to cover direct and indirect costs, 
come to the conclusion a similar conclusion. 

62 Paul de Grauwe, “Cost of cash in Belgium” and Dutch National Bank – "Betalen Kost Geld".  
63 PriceWaterhouseCoopers, “Cost to Businesses of Cash in Australia” and GfS, “Cost of cash study in 

Switzerland”. 
64 Sveriges Riksbank, “Do prices reflect costs? – A study of the price and cost structure of payment services in 

the Swedish banking sector 2002”, October 2004. Norges Bank, “Cost and Income in the Norwegian payment 
system 2001”, September 2003. 
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with the suppression of the Eurocheques warranty and the promotion of alternatives, are responsible 
for this decline. 

Another example is increased charges for the use of cash. Banks in many countries were 
encouraging consumers to use ATMs, particularly their own. To promote their ATM systems, banks 
in France, Norway, Spain, Slovakia, the Czech Republic and Poland have progressively charged 
more for transactions at the cashier’s window and for withdrawals from other banks’ ATMs. 
Withdrawal frequency at other banks’ ATMs usage was higher in countries where no charges were 
applied – for example, in Austria, Sweden, and the UK. However, a further decrease of cash 
payments and a move to electronic payment services could be achieved if cash withdrawal and cash 
usage would reflect the high costs of cash handling.  

The argument of more cost-transparency in prices of the real economic cost is supported by studies 
on consumer habits, where pricing of payment services plays an important role in the selection of 
payment services. Experiences from Norway and Sweden show that the demand for payment 
services has reacted quite sensitively to changes in prices for payment services aimed at introducing 
more cost-transparency. Consumers have responded to price variation by increasing their usage of 
electronic payment services. 

Box: Cost-based pricing and shift from paper-based to electronic payment services in the 
Norwegian payment system65 

Financial services are among the sectors of the Norwegian economy that have made the strongest contribution to the 
rise in productivity in the past decade. Revised national accounts figures show that productivity for mainland Norway 
(non-oil sector) rose by 2.4 per cent annually in the 1990s. Financial services represent one of the sectors showing 
strongest productivity growth, with an annual average of 6.3 per cent in the same period. Payment services – an 
important part of financial services – have contributed to the increase in productivity. The rise in payment system 
productivity is attributable both to more rational production methods and increased use of the most cost-effective 
services. Due to their pricing policy for payment services, banks have brought about a shift in demand from paper-based 
to electronic services. The results presented in this working paper give further support to the analysis and statistics that 
show increased productivity.  

Since 1994, the number of payment transactions has doubled to 968 million in 2001. The total number of employees in 
the banking industry has risen by 1 per cent, while the number of branches has been reduced by 13 per cent. The 
number of post offices halved from 1994 to 2001. Total costs for producing payment services fell from NOK 6.3 billion 
in 1994 to NOK 5.9 billion in 2001 (in 2001 NOK), a fall of 6 per cent. The reason for this is a shift from manual 
services to electronic payment services such as payment cards and electronic giros. The average cost of producing 
payment transactions1 was halved in the period. At the same time, prices charged to customers have increasingly 
reflected the actual costs of producing the services. As from 1 July 2000, Norwegian banks were no longer allowed to 
earn float income. The gain achieved by increased productivity accrues both to customers and the banks. Chart 1 show 
that, on average, the customers paid less for a transaction in 2001 than in 1994 (in terms of 2001 NOK) both when the 
basis is all services and when we base the calculation on giro services only2. Since 1994, more transactions have been 
produced by banks by lesser recourses (measured in NOK). 

                                                 
65 “Costs and Income in the Norwegian Payment System – An application of the Activity Based Costing 

framework”, Working Paper, Financial Infrastructure and Payment Systems Department, Norges Bank, 2003. 
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Chart 2 shows that the use of various payment services has changed substantially since the first survey. In 1988, 
payments at point of sale were usually made by cheque or in cash, whereas in 2001, payment cards were the most 
frequently used non-cash payment instrument. Bills are mainly paid by giro, and the number of giro payments has 
increased slightly over the whole period. Today, about half of all cashless transactions are executed by means of cards. 

In 1994, 40 per cent of all cashless payments were electronic. This share increased to 83 per cent in 2001.  

* The average cost is calculated by weighting unit costs for the individual services by national transaction figures. The figures in 
Table 1 are adjusted by the general consumer price index and express costs in 2001 NOK.  
** Chart 1 is from the analysis in Norges Banks ”Annual report on payment systems (2002)”. 

However, at present the EU market framework does not provide a ‘level playing field’ for the 
efficient competition of payment services, several factors (legislation, public opposition to changes 
in the global price structure, cross-subsidisation and non-cost-based pricing) distort an economic 
selection process. Several studies66 illustrate that price distortions in the payments market are 
leading to a situation where inefficient payment services (e.g., cash, cheques) are chosen by users at 
the expense of more efficient ones. Studies on bank charges for payment services show that banks 
tend to use two-part tariffs and variable costs are poorly reflected in transaction fees actually paid 
by both consumers and corporate customers. In addition, there exist large cross subsidies between 
different payment services, foremost from acquiring card payments to issuing cards, cross-
subsidisation of cash distribution to the public with the income from float and account balances. 
Such practices distort the price signal to the users of payment services. As a result, user of payment 
services do not chose the most efficient payment services. 

“Electronic” payment services are more efficient and reduce the costs to the economy 

The modern and most efficient payment services currently being used are electronically initiated 
fully automated payments such as payment cards, credit transfers and debit instruments, in 
particular where they are integrated in the electronic business processes of companies (e.g. e-
invoicing) and supported by the electronic devices of users (e.g. mobile phone, Internet). Modern, 
electronic payment services produce much less costs to society because they can be processed in a 
fully automated way reducing the handling and operations costs for all parties involved in the value 
chain (banks, businesses, merchants and users). 

                                                 
66 Sveriges Riksbank, “Do prices reflect costs? – A study of the price and cost structure of payment services in 

the Swedish banking sector 2002”, October 2004. Norges Bank, “Cost and Income in the Norwegian payment 
system 2001”, September 2003.  
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Substantially costs savings could be achieved from moving to a fully electronic and automated 
processing of payments and payments related processes. Cost reductions are due to fully automated 
end-to-end payment processing (so called “straight-through processing” (STP) without manual 
intervention. Studies67 show that 70 percent of the costs in the payments value chain can be 
addressed by a reduction of costs at the front end, i.e. the providers interface with the customer. 
Because the use of cash or paper-based payment services demands several steps of manual 
intervention (e.g. physical cash handling, counterfeiting checks, cash transport) it produces high 
costs. 

Estimates of corporate users on the savings which could be obtained from fully integrated electronic 
payments are enormous68. If banks would adopt an open standard for electronic invoicing and 
payment the cost savings are in excess of EUR 50 billion69. According to the European Association 
of Corporate Treasurers, today the processing of an invoice in corporations with large paper-based 
processes costs between EUR 35 and 60. Full automation could reduce these costs by 70–90 % 
(representing savings of EUR 25–50 per invoice).  

2. Fragmentation and lack of interoperability of EU payment infrastructures and services 

Limited availability and efficiency of cross-border payment services and infrastructures 

Payment systems in the EU were originally created with the aim of meeting national requirements. 
This has lead to the current fragmentation of payment systems across Europe with negative 
consequences for users such as limited availability of cross-border payments, high costs, 
unreliability and lock-in in proprietary technological solutions and markets. The current setup of the 
payment system is not suited to the needs of a Single Market and a single currency, where an 
infrastructure is needed which enables the quick and smooth flow of payments at a low cost in the 
whole area. 

                                                 
67 According to studies of McKinsey, “Ergebnis im Girokonto Österrreich”, 1999 und 2001.  
68 “E-Payments without frontiers - Issue Paper for the ECB Conference on 10 November”, European Central 

Bank 2004. 
69 According to estimates of Nordea Bank based on experiences in the Nordic countries, 2004.  
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Overview of payment services and potential cross-border use 

Services Concept Importance and utility for the user Advantage Disadvantage 

Credit 
transfers 

A credit transfer is an instruction from the payer 
to his provider to debit his account and to credit 
the beneficiary’s account. The payment is 
initiated on the payer’s side. 

A convenient way for effecting money transfers between accounts as 
well as between private persons. Credit transfers are one of the most 
widely used electronic payment service in the EU, with a share of 
30 %. 

Available on cross-
border level 

Costs are still high due to a lack of critical 
mass, only one pan-European 
clearinghouse (EBA STEP 2), limited 
services level, not competitive with 
national prices execution times and quality 

Direct debits 
domiciliation 
(excluding 
cards) 

Direct debits are preauthorised debits on the 
payer’s account that are initiated by the 
beneficiary. 

Direct debits are often used for recurring payments, such as utility 
payments, or for one-off payments in connection with remote 
transactions. Direct debits are the second most important payment 
service (25 % of electronic payments) in Europe. 

– Not available on cross-border basis in 
Europe. 

Credit card 
payments 

Credit cards lead to a debit on payer’s account. 
Customers can make purchases and/or withdraw 
cash as credit. The credit granted is either 
settled by the end of a specified period (deferred 
debit cards), or extended as credit.  

Credit cards were initially designed for payments at physical points of 
sale, but are also used for remote payments (“card not present” 
transactions, e.g. via the telephone or internet). Between 3–6 % of all 
non-cash transactions in the EU are credit card payments. 

Available on cross-
border level only 
through 
international card 
networks 

Less than full acceptance and expensive in 
particular for merchants (1–5 % fee on 
purchased good) 

Debit card 
payments 

Debit card payments are debit instruments, i.e. 
they lead to debit transactions on the account of 
the payer. Debit cards are the most widely used 
instrument at points of sale. Around one-fifth of 
all payments are made using debit cards. 

Debit cards provide a convenient way to present the cardholder 
information needed to initiate a debiting of the cardholders account. 
This information is embedded in the magnetic stripe (or chip) on the 
card. A dedicated terminal is required to read the information on the 
debit card, and possibly to verify whether the debit card is still valid 
and whether the transaction would exceed any usage limits set for the 
card.  

Available on cross-
border level only 
through 
international card 
networks: (VISA, 
Mastercard)  

National debit card schemes (which are the 
majority) are not, working on a cross-
border level because of a lack of 
interoperable infrastructures. Costs for 
cross-border transactions are higher in 
relation to national equivalents. 

ATM 
transactions 

ATM cash withdrawals are based on the card 
payment infrastructure (debit or credit card). An 
ATM cash withdrawal results in the debiting of 
the payer’s account. 

The availability of cash dispensers is a convenient way for users to 
get cash independent from bank opening hours. ATMs have reduced 
the cost of cash handling. The usage figures are incorporated in 
payment transactions with debit and credit cards. 

Available through 
international card 
networks: (VISA, 
Mastercard) 

High costs for banks compared to national 
payments 

Electronic 
money (e.g. e-
purses) 

Based on prefunded claims that are used as 
generally accepted means of payment. Chip 
cards or other electronic devices are used to 
allow the transfer of the centrally stored 
anonymous claims. 

E-money and in particular e-purses offer a convenient way to make 
remote, cashless and anonymous payments for small amounts without 
involving the operator of the system. Take-up in most European 
countries has been slow achieving only 0.5 % of total electronic 
payment transactions in the EU.  

Usually not 
available on cross-
border level 

Slow market adoption and low penetration. 



 

EN 70   EN 

Stakeholders expect core payment services to be efficient, cheap and reliable 

Stakeholders70 expect core payment services to be efficient, cheap, reliable and interoperable, 
without difference between national and cross-border payments, in order to benefit from a Single 
Market. Stakeholder would like to take advantage of the best services offered in the Single Market, 
without difference to the origin of the provider or location of the payment system.  

For this to be realised stakeholders demand interoperable payment systems in Europe, which allow 
for the same user experience across Europe and enable users to chose the most competitive 
provider: Citizens and businesses need certainty about the reliable functioning of the payment 
system, with clear and short execution times and guarantees for the correct transfer of the full 
amount to the beneficiary. Users want flexibility when choosing a provider and technological 
solutions that facilitate customer mobility. They want a single access point to the payment system, 
which does not require substantial investments every time they change providers. In particular 
corporates expect huge cost savings through the full integration of payments in their electronic 
business processes (e.g. e-invoicing) could come (from a standard interface to the banks payment 
system. 

STAKEHOLDERS EXPECTATIONS concerning a single payment market 

Reach/Interconnectivity: I can use the same payment instruments that I use today 
locally throughout Europe (e.g. possibility to use my chosen card in a maximum 
number (%) of shops/ATMs). 

Prices (a) are the same for cross-border and domestic transactions when using a 
payment instrument in the EU, (b) generally they go down through increased 
competition and (c) are in relation to costs. 

Efficiency: Certainty that my payments will arrive at the final recipient within the 
agreed period of time and for the agreed price and funds. 

Security best of breed. 

Private customers: 

Across the European Union… 

Convenience: I have the same user experience no matter where I use my payment 
instrument – locally or cross-border (e.g. I use my card in the same manner). 

Reach: The payment methods I offer enables the maximum percentage of customers 
to pay without regard to their country of origin. 

Prices I pay to my payment service provider are transparent fee and generally they 
go down through increased competition. 

One offer: I can choose the most competitive provider and/or a unique way to 
manage payments operationally across EU without facing technical or organisational 
barriers. I can make use of cross-border service provision (e.g. real cross-border 
acquiring) 

Merchants: Regardless of my 
customer’s origin within the 
European Union… 

Costs: My own internal costs go down, thanks to features of the payment systems I 
use (e.g. reporting, transaction time, fraud prevention). 

                                                 
70 Views expressed by stakeholders during the Commission’s public consultations on this legislative Directive. 
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Reach: I can connect to any provider in the EU through one standard IT interface 
which allows me to maintain only one system to send and receive payments in 
locally and globally.  

Price: Transparency on prices in an environment driven by competitive forces (e.g. 
standard for statements for financial services used) 

Efficiency: I have full transparency over payment flows. Certainty about execution 
time, fees and effectiveness of payments. Payments are fully integrated in electronic 
business processes and allow the fully automated processing of invoices and 
payments. 

One offer: I can choose the best offer from the most competitive European 
providers and are not ‘locked-in’ through technical and other barriers.  

Corporates: operating local 
and global 

(Governments) 

Costs: The payment solution allows me to fully automate sending and receiving 
payments in my internal IT achieving enormous cost savings.  

Access: I can offer my payment (processing) services wherever I choose to 
(ultimately/ideally) in a similar way across the EU on the basis of harmonised legal, 
technical and organisational framework. 

Profitability/ Price: Prices allow me to recuperate my costs and make a profit. 

Cost: My cost go down through better economies of scale (cost/unit) of SEPA 
schemes, one solution for cross-border and domestic payments based on common 
SEPA standard technology which helps to reduce IT costs. 

Service level: I will be able to maintain existing service level and can offer 
additional services based on common SEPA standard. 

Providers: providing payment 
services to mostly local 
customers yet within a SEPA  

Transition costs: Endgame and migration plans are clear to allow me to plan the 
roll out in such a way to best fit in my internal investment cycle, IT projects, etc.  
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3. Prices of payment services vary substantially between different markets  

The price of core day-to-day payment services (electronic payments, cash handling and bank 
account management) varies to a surprising extent across countries. The average price a typical 
customer paid in 2005 for a year’s payment and bank account management services was EUR 108. 
This figure fluctuated widely across countries, ranging from a low of only EUR 34 a year in the 
Netherlands to a high of EUR 252 in Italy71. Most countries ranged from EUR 0 to EUR 159 if we 
omit the extreme ends of the spectrum. At the high end, Italy and Germany’s prices were above 
EUR 200, while on the lower end of the spectrum, the UK, Belgium, and the Netherlands had prices 
of EUR 64 and below. 

Further steps are necessary such as opening up national payment markets for outside competition 
and a level playing field for payment services in the EU in order to foster the free provision of 
services and allow citizens and businesses to benefit from lower prices in a Single Payment Market.  

Another concern to the Commission is the costs of cross-border payments, surveyed over a period 
of ten years. Regulation (EC) No 2560/2001 introduced the principle of equality of charges for 
national and cross-border payments, but the underlying costs for the system and banks remain the 
same. Integration of cross-border and national payment infrastructures could increase efficiency and 
reduce costs for cross-border payments for banks and users. 

Cost results of transfer exercise on cross-border credit transfers in the EU–15:72 

 Study 1993  
(12 EU-

MS) 
(1048 

transfers of 
100 Ecu) 

Study 1994  
(12 EU-

MS) 
 (1048 

transfers of 
100 Ecu) 

 Study 
1999  

(EUR-11) 
 (352 

transfers of 
100 Euro) 

Study 2001 
(EUR-11) 

 (352 
transfers of 
100 Euro) 

 

Study 2001 
(EU-15) 
 (1480 

transfers of 
100 Euro) 

 

Study 2003 
(EU-15) 

(provisional) 
(1480 transfers 
of 100 Euro) 

 
Austria - - 10.61   (3) 17.40   (6) 22.27   (7) 11.19 (4) 
Belgium 23.93 (8) 23.06   (6) 13.37   (4) 11.87   (3) 12.84   (3) 14.26 (5) 
Denmark 19.89 (5) 21.19   (4) - - 21.23   (5) 17.21 (8) 
Finland - - 20.11   (8) 14.36   (5) 21.26   (6) 18.71 (10) 
France 34.79 (12) 33.01  (12) 16.88   (6) 18.06   (7) 25.41   (9) 22.62 (14) 
Germany 19.57 (3) 26.16   (7) 13.78   (5) 11.93   (4) 14.73   (4) 10.56 (2) 
Greece 27.23 (9) 32.78   (10) - - 47.33   (15) 31.09 (15) 
Ireland 23.04 (7) 27.13   (9) 25.98  (10) 25.04   (10) 36.08   (14) 22.24 (13) 
Italy 19.79 (4) 20.88   (3) 18.28   (7) 19.74   (8) 28.61   (13) 16.71 (7) 
Luxembourg 16.84 (1) 15.75   (1)   8.91   (1)   9.58    (1)   9.79   (1) 9.89 (1) 
Netherlands 17.69 (2) 18.84   (2) 10.00   (2) 11.45   (2) 12.11   (2) 11.11 (3) 
Portugal 34.37 (11) 26.75   (8) 29.68  (11) 31.04   (11) 28.08   (11) 18.12 (9) 
Spain 21.10 (6) 22.04   (5) 20.50   (9) 20.56   (9) 24.65   (8) 19.78 (11) 
Sweden - - - - 27.20   (10) 14.62 (6) 
UK 27.45 (10) 32.99   (11) - - 28.47   (12) 22.03 (12) 

TOTAL 23.93 25.41 17.10 17.37 24.09 17.60 

  

While prices vary enormously across countries and for cross-border payments, the Cap Gemini 
study shows that pricing differences within a given country are smaller due to a broadly consistent 

                                                 
71 Cap Gemini & Ernst and Young, EFMA and ING, “World Banking Report”, 2005. 
72 Extract of studies prepared for the European Commission.  
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pricing model used by most institutions within a country. Figure 7 shows clearly the price range 
disparity between domestic and international markets. 

The average price of a comparable set of core banking services across different countries varies by a 
factor 1 to 8, and other, non core banking charges outside the scope of our survey explain only part 
of this difference. Macroeconomic factors such as local income, labour costs, market size, and 
competitive environment would be expected to be major contributing factors to price, along with 
less quantifiable influences such as behavioural factors and the degree of regulation in a particular 
market. However, the Cap Gemini study found no evident link between pricing and country 
incomes or purchasing power parity. 

Price range disparity between domestic and international markets: 

 
But the study found that the competitive and regulatory environment have an important impact on 
pricing practices in national markets.  

Opening up of national markets and enforcing competition (sometimes forced by competition 
authorities for example the split between payment schemes and infrastructure providers in the UK, 
NL) helped to reduce prices and drive innovation. Another model for success seem to be a 
combination of certain regulatory pressure exercised either by central banks or the competent 
regulator together with collective marked-led initiatives for the improvement of payment services 
(e.g. BE, SE).  

Central initiatives, such as the Single Euro Payments Area (SEPA) led by the European Payments 
Council (EPC) have a great potential for consolidation of national payment markets and 
convergence of prices. The SEPA initiative aims to transform the euro zone into an area where 
customers can make payments, using a single set of payment instruments as easily and safely as in 
the national context today. For customers, it should not make any difference where or with which 
bank in the euro area the account is held.  
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4. Lack of efficient competition in the payments market 

In most countries the payments system is run by the local banks. Access to and operation of 
infrastructure and payment schemes are controlled either by banking associations or co-operatives 
or by national banks. The fact that the owners of the system also determine prices, technical 
standards and access to the system and are at the same time largely identical with its users; seem to 
result sometimes in a conflict of interest. These market characteristics can become a concern if there 
are clear signs of low efficiency and high prices in combination with restrictions imposed by 
existing participants on entry to a market, as it happens to be the case in payment service markets. 

Price structures and levels of efficiency within countries are determined by the technology in use 
and the existing legacies of national systems. Market entry for foreign and new providers is often 
difficult given the huge technical market entry barriers legacies and business practice in each 
country. For example, if a national credit transfer scheme established by the local banking 
associations does not provide for one-day execution time, the market usually has no alternative than 
to accept the proposed service levels. Consequently, the dominant national payment schemes and 
their inherent (in)efficiency dominate the local market, while new competitions are virtually non-
existent. Innovation takes place either on a collective basis or not at all.  

Also the current market framework and the way payment services are provided hardly allow 
customers to make an informed choice and benefit from the most efficient offer in the Single 
Market. On the one hand, there is very limited choice in product offerings (usually there is one 
dominant national payment scheme per payment method) and on the other hand, customers are not 
in a position to compare the actual fees and service offers they receive from their providers with the 
price level of other markets. Additionally, customer mobility is made difficult through a lack of 
standards e.g. common customer interface and business practices for the bank account mobility 
such as penalties for closing an account or fees for the transfer of standing payment orders and 
direct debits. 

The particular example of card payments shows this limited negotiation power towards banks and 
the low impact of customer pressure. For years merchants73 have been complaining that they have 
very limited possibilities to actively compare different providers as merchant service charges are 
often not transparent to merchants and do not allow for such comparison. More substantially, they 
cannot benefit from the Single Market by choosing the most efficient providers as main price and 
service elements (multilateral exchange fee (MIF), non discrimination rule) for national markets are 
already preset on an international scheme level (e.g. Mastercard, VISA). This makes prices and 
service elements de facto non-negotiable for the merchant. Merchants complain about the level of 
fees and the way they are fixed, in particular as they are currently not able to process all their 
transactions in the country with the provider of the lowest fees.  

                                                 
73 Eurocommerce as the representative industry association for wholesale and international trade filed several 

complaints with national and European competition authorities. Also national interest groups have been 
constantly complaining about the situation in the card payments market.  
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Fees for debit and credit card operations (February 200374): 

Country Credit Card Fee Debit card Fee* Debit card fee equivalent** 

Austria 2.5 % 1% + 0.14 ct 34 ct 
Denmark 0.75% 2.5- 5.75% 50-115 ct 
Finland 0.9-1.25 % 5 ct 5 ct 
Belgium 1-2% 6 ct 6ct 
France 0.55 - 2 % 0.55 - 2 % 11-40 ct 
Germany 1.5 - 3.8 % 0.5 – 1 % 10-20 ct 
Netherlands  27 ct 15-30 ct 
Portugal 3 – 5 % 3-5% 60-100 ct 
Spain 0.52 – 5.77   
UK 1.2 – 2.5 %  9-75 ct 

 

* Debit card transactions are often split in a percentage + flat rates figure in eurocents;  
** on a purchase of EUR 20. 

5. Lack of a level playing field in the payments market 

Several competition cases in the EU and other countries (Australia, US) suggest a new regulatory 
approach for payment services including deregulation to instil more competition in payment 
markets.  

The most important measure in this respect is the removal of legal and technical market entry 
barriers for new providers in order to make true cross-border provision of services possible.  

The current regulatory situation creates a lack of competition in many payment services.75 Banks 
enjoy a privileged competitive position in payment markets and the sometimes existing bank 
monopoly in payments excludes many innovative new players from providing payment services 
who want to enter the market.  

Concerning legal requirements for market access, studies undertaken in this context76 have shown 
that limiting provision of payment services to fully-fledged credit institutions (i.e. banks) has a 
negative impact on competition and restricts access more than is necessary for the financial integrity 
of the payment system. Furthermore specific measures might be needed to allow new entrants to 
enter the market and be able to compete on a level playing field with banks. Banks benefit from 
competitive advantages due to their regulatory status. Banks control the majority of consumer 
deposits77, and any payment system will at least initially have to debit funds from consumers’ 
accounts with the banking sector if it does not provide the payment service against a credit line. 

                                                 
74 As reported by Eurocommerce. 
75 Retailers complain about the high costs they must pay to banks for the use of credit cards e.g. on average 

merchants pay 3% of their turnover for credit cards payments; in markets where there is only one bank 
providing these services the fees are 600% higher than in other more competitive and less strictly regulated 
national markets. Several DG Competition cases and a sectoral study in the card payments market highlight the 
lack of competition.  

76 See various publications by the Reserve Bank of Australia, Reform of Card Schemes in Australia, 1998-2004. 
77 Deriving from the exclusive status of credit-institutions with respect to deposit taking, defined in the Codified 

Banking Directive 2000/12/EC.  
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Banks have a privileged relationship with their customers, allied with information about their 
banking and expenditure habits, which they can use to target customers. 

In order to make outside competition work and achieve improved levels of service, in particular in 
markets with low efficiency and high prices, the often substantial technical and other commercial 
market entry barriers (e.g. scheme rules) need to be removed. Leaving aside the harmonisation of 
anti-competitive commercial practices the main difficulties are technical barriers and rules on 
access to national payment schemes. Banks are the organisations with immediate and unmediated 
access to the clearing and settlement system. This gives them several advantages. Direct members 
(banks) earn on indirect members (non-banks) fees for processing their payments and issuing 
guarantees on these payments. Direct members also set the fees to be paid for the exchange of 
payments in the respective network, which are then imposed on new entrants to the system. 
Members enjoy a competitive advantage over non-members when developing the payment system, 
as they develop technical and commercial agreements amongst them which make it difficult for new 
players to access the market. The costs for a foreign competitor for connecting to proprietary local 
systems without interoperable standards are extraordinarily high. Additionally initial costs will be 
high as customers may move slowly to new service providers.  

6. Insufficient codification of core legal rules for payment services in EU legislation 

Payment legislation at EU level (including EMI and ECB rules) is rather recent. The first legally 
binding act, Directive 97/5/EC78, was adopted in 1997 and contained a small number of provisions 
dealing with cross-border credit transfers. In the same year Recommendation 97/489/EC79 was 
published, providing for the protection of customers using electronic payment services, such as 
payment cards.  

Further progress has been made since then, culminating in the adoption of Regulation (EC) No 
2560/200180. The Regulation on cross-border payments introduced the idea of a “domestic market” 
for all intra-EU payments in euro that applies to credit transfers, cash withdrawals at cash 
dispensers and payments by means of debit and credit cards. 

The current legal framework presents some shortcomings. The three key EU legal acts show have 
some overlaps81. Certain rules of the Directive have become obsolete after the adoption of the 
Regulation. A recent Commission Report82 on the Directive demonstrated shortcomings. A Study83 
on the Recommendation 97/489/EC revealed insufficient transposition into national legislation.  

                                                 
78 OJ L 43 of 14.2.1997, p. 25. 
79 OJ L 208 of 2.8.1997, p. 52. 
80 OJ L 344 of 28.12.2001, p. 13-16. 
81 E.g. all three legal acts contain measures with regard to the information to be provided. This is confusing for 

both the payment industry and the consumers: the payment services users have no easily understandable set of 
requirements. The payment service providers are equally in a situation where they have to refer to various legal 
texts with similar requirements but expressed in different terms, without knowing whether the information they 
provide is sufficient under EU and national law.  

82 Report from the Commission to the European Parliament and to the Council on the application of Directive 
97/5/EC of the European Parliament and of the Council of 27 January 1997 on cross-border credit transfers 
(COM (2002) 663 final). 

83 The Study on the implementation of Recommendation 97/489/EC concerning transactions carried out by 
electronic payment services and in particular the relationship between holder and issuer (May 2001) is 
available at: http://europa.eu.int/comm/internal_market/payments/. 
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It is therefore desirable to reconsider the new needs for legislative proposals in the context of 
deficiencies in EU and national legislation to achieve an improvement in proposing a 
comprehensive coherent legal framework.  
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ANNEX 2: RISKS AND COST ANALYSIS OF THE PROBLEMS IDENTIFIED 

This model gives as simple graphic idea of the different economic problems and inefficiencies 
presented above84. The vertical axis can be considered as a weighted sum of the risks functions of 
all the parties bearing payment risks. Similarly, the horizontal axis measures the weighted sum of 
costs borne by all the parties. 

 

The FF curve is the social best-practice efficient frontier for the payments system, in the sense that 
risks cannot be reduced without increasing the costs and vice versa. The position of the curve 
depends upon the technology used to process and settle payments, financial techniques for 
monitoring and controlling risk, and the regulatory environment, all of which may be altered by 
innovations. The convex shape of the frontier reflects a usual assumption: as risks get lower, the 
marginal cost of further reductions in risks increases. 

All of the points in the areas above and to the right of the efficient frontier FF are feasible 
outcomes, as well as those on the frontier, but the points to the right and above FF reflect inefficient 
choices from a social viewpoint. 

Curve II reflects the social utility function. Since greater risk and greater cost reduce social welfare, 
shifting curve II to the left increases social welfare (lower cost for given risk). Given the frontier 
curve FF, the point of highest social welfare is represented by point C, where the II and FF curves 
are tangent. 

Point A represents an inefficient situation, as risks can be reduced without increasing the costs 
(point D) and costs could be reduced, without increasing risks (point B). However, as the frontier 
represents the risks and costs borne by all members of the society, some market players may prefer 
to be at point A if substantial risks and costs are imposed on others while their own costs and risks 
are smaller. 

                                                 
84 “A framework for analyzing efficiency, risks, costs and innovations in the Payment System”. Allen N. Berger; 

Diana Hancock; Jeffrey C. Marquardy. Journal of Money, Credit and Banking, Vol. 28, Nov 1996. 
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Point B would be an efficient situation in the sense that risks cannot be reduced without increasing 
costs and vice versa, but from a social-utility point of view, the stakeholders as a whole would 
prefer a situation where risks would be lower even if that means that costs are higher.85 

So, the effects of the previously explained shortcomings of the current situation in Europe are the 
following: 

Inefficient use of payment instruments 

The inexistence of a cost-based pricing for payment services make consumers choose inefficient 
payment instruments. This productive inefficiency places the European economy in a point like A 
where cheaper payment instruments could be used without increasing risks, or safer instruments 
without increasing costs. If consumer demand for payment services is price elastic (and the 
Norwegian experience suggests so), fostering cost-based pricing for payment services will change 
consumer behaviours, moving payments production towards the efficient frontier. 

Even though the choice of the consumer was a technically efficient instrument (in the FF frontier), 
if risk is mispriced, because the party creating the risk is not fully charged for it or is overcharged, 
then either too much or too little risk relative to the social optimum may be created, even if costs 
and risks are on the efficient frontier. That would be a problem of allocation efficiency. 

Furthermore, a broad application of new technologies to payment services could improve technical 
efficiency, shifting the risk-cost efficiency frontier to reach a higher level of social utility. However, 
this kind of efficiency improvements do not necessarily imply improvement of overall efficiency, if 
payment production is far from the efficient frontier, a movement of the frontier may not affect the 
situation insofar as productive efficiency is not improved. 

Lack of pan-European payment infrastructures and services 

The slow progress on consolidation of banks´ payment services, infrastructures and standards, limits 
the possibilities of achieving the expected economies of scale derived of a stronger consolidation. 
Important savings of costs could be achieved moving the efficient frontier to a situation down and 
to the left and improving the social utility derived of payment systems production. 

Low efficiency of payment systems and services in the Single Market 

The technical solutions to reduce the time to process a payment already exist but they have not yet 
been totally exploited by service providers. This excess in processing time increases not only the 
costs for the consumers but also the risks. The upgrading of payment systems would improve 
technical efficiency, shifting the risk-cost efficiency frontier in payment systems to the left and 
down, being able to reach a point where lower risks for a given cost or lower costs for a given risk 
are borne by the society. 

                                                 
85 Innovations can affect risk and cost outcomes for payments. There are three main ways that these innovations 

can improve the payment systems. 1) Innovations can affect the location of the risk-cost frontier. There are 
three types of innovations that can move the frontier: technological, financial or regulatory. 2) Innovations can 
help to move payments production to the efficient frontier by increasing productive efficiency. 3) Innovations 
can improve the payments system by adjusting the relative prices faced by payments system participants to 
improve the choices made between risks and costs. That way we improve allocative efficiency. 
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Lack of efficient competition and a level playing field in the payments market 

A higher degree of competition and a level playing field in the payments market will: foster 
innovation by allowing new payment providers to enter the market, and reduce costs by helping 
more efficient competitors to improve their market position. Innovations may move the FF frontier 
to a more efficient situation and the improvement of the situation of the most efficient payment 
providers may move payment services production towards the efficient frontier. 

Fragmented legal framework for payment services 

The existence of a fragmented regulation in the EU is not only an obstacle to a higher consolidation 
of infrastructures and the creation of pan-European payment services, to a higher degree of 
competition between payment services providers and to the existence of a level playing field. 
Furthermore, this fragmented regulation, in itself, creates legal uncertainty in the market players, 
adding unnecessary risks and costs to payment processes. So, regulatory innovations might reduce 
the risks transmitted through the payments system and push the FF frontier downward. 
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ANNEX 3: THE SEPA PROJECT 

1. European banking industry’s initiative for an integrated Single Euro Payments Area 

Until the Commission proposed Regulation (EC) No 2560/2001, several self-regulatory initiatives 
had failed to deliver the necessary payment infrastructure and services to make payments in the 
Single Market more efficient, user-friendly and reliable.  

In retrospect this regulatory intervention is deemed to have ‘kickstarted’ industries’ initiative for a 
Single Euro Payment Area. The adoption of Regulation (EC) No 2560/2001 had two effects, it 
considerably reduced prices for cross-border payments because it obliged payment industry to 
charge the same prices for cross-border payments in euro as for national payments and it provided 
an incentive for the payment industry to modernise EU-wide payment infrastructures. When 
Regulation (EC) No 2560/2001 was adopted the necessary infrastructures were not in place to allow 
equally efficient processing of national and cross-border payments.  

Industry, in order to achieve an acceptable and economically viable unit cost level in the payments 
market, is faced with the challenge to build efficient infrastructures (pan-European clearing and 
settlement systems) for the main payment services (credit transfers, direct debits, credit and debit 
card payments) that could cater to the European market instead of national markets. In order to 
respond to this challenge, banks’ decided in 2002 to setup the European Payment Council (EPC)86, 
as its main co-ordination and decision-making body. The EPC was put in charge of the creation of a 
Single Euro Payment Area (SEPA), consisting of the delivery of common infrastructures and 
services for euro payments for all banks by 2010. The EPC adopted in 2002 the following roadmap 
– subscribing to the vision that all payments in euro should become domestic by end 2010.  

SEPA OBJECTIVES – ROADMAP 2002–201087 

“Over the last 5–10 years Europe has achieved a major step forward by agreeing to the introduction 
of a single currency – the euro – and by converting accounts, notes and coins to this currency. Time 
has come now to launch the next wave that will ensure that the economic benefits of this conversion 
accrue to all actors: consumers, SMEs, corporates, retailers and banks. In the previous chapters, the 
key recommendations for achieving these benefits were laid out. This chapter combines the 
proposed actions and milestones into an overall roadmap: 

By December 31, 2002: a substantiated, syndicated and detailed roadmap achieved by: (1) 
launching a strong governance structure and the five working groups by July 1, 2002; (2) reviewing 
and substantiating the choice for a pan-European ACH (e.g., review of existing options, business 
rationale, business requirements); (3) systematically analyzing standards, rules, business practices 
and conventions required for STP; (4) conducting a detailed investigation of the specific networks 
and switching fees for cards and proposing options to allow efficient cash handling within the 
euro zone (the last three actions by the end of 2002). These efforts will lay the foundation for a 
concerted course of action over the next 5–10 years. 

                                                 
86 The founding members of the EPC are 42 European banks, the 3 Credit Sector Associations EACB, ESBG, 

FBE and EBA. Today the EPC represents banks from all geographic regions of the EU, covering all types of 
institutions (savings banks, cooperative banks, commercial banks) and consisting of both smaller and larger 
players.  

87 According to the EPC’s White Paper on SEPA adopted in May 2002: 
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By July 1, 2003: the first tangible results achieved by: (1) having an operational pan-European 
ACH; (2) defining a pan-European direct debit product (e.g., value proposition, requirements, 
migration timetable); and (3) agreeing to the basic standards, rules and conventions for credit 
transfers and cards, leveraging the existing standards (e.g., IBAN, BIC, MT103+). These targets are 
ambitious, but necessary to create the right momentum and make efforts credible to the other 
stakeholders.  

By December 31, 2004: ramp up activity by: (1) having 50 % of cross-border payments volumes 
on the pan-European ACH infrastructure; and (2) agreeing to the value added services standards and 
their implementation plan (including incentive measures and cut-off point). By this time the 
industry should be in the acceleration phase, provided there is a real will to move forward.  

By July 1, 2005: the next wave of innovations, starting with the processing of the first transaction of 
the new pan-European direct debit instrument. By this time the governance structure should be able 
to demonstrate that it can respond to the continuing changes in the environment by launching new 
initiatives.  

By December 31, 2007: achieve target service levels for the pan-European infrastructure, so that 
banks will be able to reap the full benefits from the migration in their own back offices. 

By December 31, 2010: achieve a full migration for banks and their customers to the Single Euro 
Payment Area, with realization of all economic benefits and a clear shift in mindset from 
“Migration towards SEPA” to “Managing SEPA on a going concern basis”. Although this time 
horizon might seem long, it is actually quite ambitious given the changes that will have to take 
place in legislation, in the activities of thousands of banks and in the habits of millions of 
customers.” 

The Commission fully endorses industry’s objectives for SEPA and appreciates the complexity of 
this important project. The Commission proposal would facilitate industry’s work by removing 
legal obstacles to the SEPA project and harmonising the legal framework for payment services in 
the EU. 

2. Progress made for the creation of SEPA 

The banking industry’s programme as outlined above includes the development and adoption of 
necessary scheme rules including commercial and technical standards for the three main payment 
services, credit transfer, direct debit and cards. The milestones defined foresee for instance that in 
2003 the first pan-European clearing house is operational, with 50 % of all cross-border payments 
processed in this new clearing house by 2004. By 2005 industry wanted the new pan-European 
direct debit scheme operational and 2007 the full benefits from the new pan-European infrastructure 
should be effective for banks, allowing a full migration of national payment systems, banks and 
customers to SEPA payment services and infrastructures by 2010, for both national and cross-
border payments.  

Until 2004 the progress of the banking industry was slow for realising SEPA. Much time was spent 
to set up the European Payments Council (EPC) governance structure but little was achieved in 
terms of delivering the promised milestones, e.g. until start of 2005 none of the SEPA payment 
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instruments has been delivered. End-2004 industry acknowledged88 that there has been slippage 
against the milestones as defined in 2002.  

If SEPA is to be completed by 2010 the major part of work for SEPA needs to be done during the 
remaining five years between now and 2010. Presently there were clear signs for a “recovery” of 
industry’s initiative. Beginning of 2005 industry updated its roadmap for SEPA and passed the 
following declaration89:  

• We will deliver the two new Pan-Euro Payment Schemes for electronic credit transfer and for 
direct debits. We will also design a Cards Framework to define a single market for cards. The 
scheme rulebooks and the cards framework definition will be delivered by end 2005, and the 
services will be operational by January 2008. 

• We know from feedback from our community in the euro zone that by the beginning of 2008 the 
vast majority of banks will offer these new pan-European services to their customers. 

• We are also convinced that a critical mass of transactions will naturally migrate to these payment 
instruments by 2010 such that SEPA will be irreversible through the operation of market forces 
and network effects. 

• SEPA will be delivered by the banking industry in close conjunction with all stakeholder 
communities (consumers, SMEs, merchants, corporates and government bodies) and supportive 
public authorities. The community of European banks is strongly committed to this ambitious 
programme of action, based on self-regulation and a full recognition of the role of market forces 
and competition. 

However, banks new declaration and commitments seem to differ from the original promises and 
full migration to SEPA in 201090 (which is where the real benefits could be reaped). In its new 
declaration payments industry expresses commitment to the objective of a full migration of national 
payment systems to SEPA payment schemes but does not guarantee this migration. It is left to 
market forces, if such migration takes place. Therefore the choice rests with the national payment 
service providers to migrate, what is 98 % of payments volume into SEPA payment schemes, or 
not.  

The industrywide debate illustrates that there are many obstacles which could potentially delay the 
project and negative incentives that could potentially hamper adoption by national payment service 
providers. Sunk costs for past investments in proprietary infrastructures create a “lock-in” situation 
in existing national systems and pose a major obstacle to overcome. It is already rather difficult to 
make a large number of market participants agree on a common standard but to get individual banks 
to make substantial investments and to implement a proposed standard and adopt a new payment 
scheme as long as they do not have a clear business case and certainty that all other providers will 
also adopt the same standard/scheme is a real challenge. Self-regulation can only provide to a 

                                                 
88 In its progress report 2004, ECB criticised the EPC for the slow progress. In its updated roadmap 2004, 

industry admitted delays in the first two years, also reacting to the critical ECB progress report.  
89 EPC Crown Plaza Declaration adopted on 17 March 2005. 
90 This concern is confirmed by interviews with individual banks and national banking communities. 
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limited extent the certainty that all providers (approx. 8000 banks) and users (several million 
corporates and 450 million private users) will adopt a particular standard/scheme91.  

However, SEPA offers a unique window of opportunity to develop and implement common 
schemes including the necessary interoperable standards in order to prevent irreparable 
fragmentation of payment markets. There is a risk that without the development and adoption of 
open interoperable standards supporting end-to-end automation, the whole SEPA project will fall 
short of its objective and there will be no real integration of cross-border and national payments 
infrastructures. 

                                                 
91 SEPA standards and schemes can not be mandated by the EPC for banks or users. Therefore banks that are 

first to adopt these new standards and products will be faced with first mover disadvantages. Banks which will 
migrate to SEPA standards and schemes have high initial investment costs which will deliver no obvious 
benefit unless other banks migrate to theses new standards and the new schemes gain critical mass. Only in this 
situation, the “old” systems will “tip over”. To overcome this “first mover disadvantage”, banks need legal 
certainty and a clear political signal.  
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ANNEX 4: ISSUES OUTSIDE THE SCOPE OF THE REGULATORY INTERVENTION 

Out of the 21 legal obstacles identified in COM (2003)°718 final the following three were regarded 
to be outside the scope of a regulatory intervention aimed at recasting the regulatory framework for 
electronic payments in the EU. 

• Cash and cheques are considered to fall outside the scope 

It was commonly accepted by all stakeholders that the new legal framework for payments in the 
Single Market should focus on future-oriented means of payment which entail a potential for cost-
efficient cross-border use. Therefore the project focuses exclusively on electronic payment services, 
which provide a clear low cost and efficient alternative to cheques and cash (see discussion in part 
3.1).  

The issue of “removing barriers to cash circulation” was not taken up.  

The Commission is of the opinion that as a first step industry together with the Eurosystem should 
try to tackle this issued together with strategies for the reduction of the use of cash and migration to 
electronic payment services with the aim to ultimately reduce the high costs to society and the 
economy. At a later stage and if this is necessary in order to remove obstacles and reduce the high 
costs of cash the Commission might consider a framework for cash payments and related services in 
the EU. 

• Bank accounts are considered to be outside the scope  

The regulatory intervention focuses on payment services which might rely on the use of bank 
accounts but does not enter in the detailed arrangements and rules governing the access, pricing and 
technical features of bank accounts.  at a later stage dedicated measures might be necessary to 
address problems related to bank accounts. 

The issue of “Non resident accounts” was not taken up.  

The Commission’s stock taking found that some Member States provide for a different legal regime 
for resident and non-resident bank accounts. The reasons for this different treatment are various e.g. 
balance of payments reporting, money laundering and tax issues. Not all of these problems can be 
solved within the scope of this regulatory intervention, which will have to concentrate on payment-
related issues. The Commission might at a later stage address this issue by a Recommendation or in 
the context of the broader scope of financial services policy. 

It was decided that legal requirements for the “portability of bank account numbers” should not be 
taken up  

The benefit of the introduction of a mandatory rule ensuring the portability of bank account 
numbers is to facilitate mobility of customers. Currently the cost for changing from one bank to 
another is very high. Bank account portability is expected to facilitate competition. However, 
studies carried out in some Member States (UK, NL) regarding this question of portability have 
shown that the recently introduced EU-wide IBAN-BIC92 numbering system is not compatible with 

                                                 
92 Regulation (EC) No 2560/2001. 
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the portability of account numbers without incurring in disproportionate costs and provoking 
problems for efficient straight through processing.  

The Commission believes that after the considerable investments in the development of the IBAN-
BIC numbering systems, time is needed for this system to prove its effectiveness. It would not be 
appropriate at this stage to impose a modification of the system. Nevertheless, the IBAN-BIC 
system appears to be a very complicated system and may need to be simplified in the long run. 
Therefore the Commission advises the banking industry to launch studies in order to create, in the 
long run, a more simplified numbering system for payments in the Internal Market. 

• Security are considered to be outside the scope 

The relationship between providers including the security of payment processing and clearing 
infrastructures and network operators was considered outside the scope of the regulatory 
intervention. It was deemed appropriate by stakeholders to focus solely on the relationship of 
provider and user and matters which are of relevance in this sphere and were strictly payments 
related. 

The issue of “digital signatures” was not taken up.  

The Commission’s assessment found that the existing legal framework provided by Directive 
1999/93/EC on Electronic Signatures, establishing the general legal framework for electronic 
signatures in the EU by ensuring their legal recognition and free circulation within the Single 
Market is sufficient to ensure legal certainty and no further regulation is necessary. 

The issue of “security of payment networks” was not taken up.  

Due to the comprehensive legislation on the subject (Art. 17 of the Data Protection Directive and 
similar provisions in Directive 2002/58/EC) the Commission decided to refrain from further 
legislation. Instead the Commission intends to follow up on the subject together with the newly 
created European Network and Information Security Agency in the framework of the EU Fraud 
Prevention Action Plan. 

The issue of “breakdown of a payment network” was not taken up.  

Usually the user is not in a position to influence the technical performance of the system operated 
by the service provider; in that sense it is arguable to impose a liability rule for the possible 
damages suffered by the user or the merchant in case of the breakdown of a payment network 
making it impossible to access the payment facilities. 

However, there are circumstances, beyond the providers´ control that may cause a temporary 
interruption of a system. There is no reason why a payment service provider should be held liable 
for unlimited consequential losses due to system breakdown while other service providers 
(telecoms, electricity…) do not face a similar liability. Furthermore, the existence of a multiplicity 
of means of payment at the disposal of the consumer makes it even more difficult to defend an 
unlimited liability. Furthermore the additional costs will be passed on to consumers. 

The Commission Services believe that legal responsibility in case of a breakdown of a payment 
network is a matter subject to contractual law. Furthermore, the difficulty in proving the 
impossibility to use another mean of payments and in quantifying the damages makes it hard to 
establish general legal provisions. 
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The issue of “security of payment instruments and components” was not taken up.  

The Commission’s consultation confirmed the problems affecting the EU-wide/international 
recognition of security standards and the resulting problems for the parties involved (e.g. high cost 
for duplication of certification process, diverging requirements, lack of transparency of information 
received by the party requesting a security evaluation and the lack of standards of security 
requirements used for payment products). 

However, the issues identified are going certainly beyond the scope of payment services and the 
Commission believes it should therefore better be tackled in a separate project. For this purpose the 
Commission has started a detailed investigation and assessment together with a market expert group 
in the framework of the EU Fraud Prevention Action Plan. 
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ANNEX 5: PRUDENTIAL REQUIREMENTS 

This section discusses the potential impacts of different prudential requirements for payment 
institutions from a competition and financial stability perspective under the condition that 
requirements must be proportionate to the factual evident risks associated with the business lines 
pursued by payment service providers.  

1. Existing regulatory status of payment service providers 

The provision of payment services has been regulated very differently in Member States. However, 
the provision of payment services has never been restricted to credit institutions only. Money 
remitters have always been different from banks – their activity is distinctively different from 
deposit taking and associated risk – a fact that has been acknowledged in applicable EU legislation 
(‘Banking Directive’). However, this fact has been transposed very differently in Member States 
legislation.  

Payment card issuers and acquirers have – in the majority of cases – been unregulated entities in 
Member States. The low number of non-credit institution card issuers and acquirers is to a lesser 
extent consequence of the legal treatment in Member States but more a result of market entry 
barriers imposed by credit institutions through the particular card payment schemes. In the 
documented cases93 dominant national banking association running the local debit card scheme or 
the international credit card schemes would restrict access of non-bank competitors to the system, 
e.g. by obliging them to become a credit institution, agreeing on discriminatory entrance fees and 
charges for the use of the system or technical entry barriers such as the standards for cards and 
terminals.  

Mobile payment services and post-paid billing and payment services have in most Member States 
been unregulated activities. However, overlaps and uncertainty about the interpretation of the e-
money Directive 2000/46/EC have in some case led to the result that e.g. Member States required 
telecom operators to become e-money institutions for the prepaid aspects of their payment business 
and where at the same time enforcing a prohibition of the respective Directive to provide post-paid 
payment services.  

All types of non-credit institution providers have in common that there have been few or no reports 
of problems. Member States which had either no regulation or only registration of these providers 
did not encounter problems. There has been no concern for financial stability or costumer 
protection.  

                                                 
93 Cases documented by national and European competition authorities.  
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2. Prudential requirements from a financial stability perspective – risk profile of ‘main types’ 
of payment institutions compared to credit institutions 

Business activity  OF CREDIT INSTITUTIONS: DEPOSIT TAKING + PAYMENT SERVICE 
PROVISION 

Systemically 
importance in 
payments market 
(size, number of 
providers) 

Credit institutions as deposit taking institutions undertake a wide range of financial 
activities, of which the provision of payment services may be only a small part, and have 
commensurate range of skills and infrastructure. They also pursue comprehensive risk 
management policies designed to ensure fundamentally, that depositors can be confident 
of withdrawing their funds in full on demand. In contrast payment institutions provide 
more specialised activities and generate risks that are much narrower and easier to monitor 
and control than those across the spectrum of activities of a deposit-taking institution. 

The systemic importance of credit institutions payment operations for the payment system 
is illustrated by the enormous number of transactions running through banks payment 
systems and balances held by banks. Banks handle 231 billion transactions per year with a 
total value of EUR 52 trillion. The funds held by banks on customer bank/payment 
accounts amount to a total of EUR 3 165 billion. 

Deposit taking and 
related risks  

The nature of deposit taking as an activity, where banks take depositors’ money offering a 
promise of repayment on demand and subsequently invest this money in assets less liquid 
than this promise to repay (for example making loans to consumers and businesses), and 
the systemic importance of banks to the wider economy is reflected in the regulatory 
regime applied to them.  

Credit risk 

Operational risk 
(technical failure, 
fraud, etc.) 

Capital requirements have been introduced for credit institutions to protect depositors of 
the credit and operation risk credit institutions run. 

Capital charges shall ensure the stability of the single institution and ultimately the 
financial system whereby the capital charges reflect the risk exposure of the credit 
institution and shall prevent them from failure. 

Financial 
soundness/Risk of 
bankruptcy  

The operational risk model used for the revised (BASEL II) solvency requirements for 
credit institutions, for example the 18 % capital charge for payment and settlement 
services reflects the operational risk run by credit institutions. According to BASEL II, the 
losses incurred by credit institutions from payment and settlement services merits an 18 % 
capital charge.  

This 18 % capital charge has been developed on the basis of a modelling exercise of the 
loss data of banks collected by the BASEL Committee. Therefore this ratio is only 
relevant to the particular risk profile of credit institutions and only where the ‘standardised 
approach’ is applied. It describes the substantial risk banks face in payments, clearing and 
settlement of payments and securities.  

Money laundering 
and terrorist 
financing 

Credit institutions like other financial or payment service providers handle the flow of 
funds and are therefore exposed to the risk of money laundering and terrorist financing. 
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Business activity  MONEY REMITTANCE 

Systemically 
importance in 
payments market 
(size, number of 
providers) 

Money remittance systems are classified as systemically not important payment systems94. 
A two tear structure of the money remittance sector can generally be found in most 
Member States: consisting of officially registered larger internationally operating remitters 
and a majority of small remitters operating without license. These small remitters operate 
in most cases in a limited network of friends and families (often immigrants or socially 
underprivileged groups with no access to the banking system) and provide remittance 
services as a non-for-profit or low profit activity associated with other businesses (e.g. 
related activities such as bureaux de change, travel agencies and import-export businesses, 
or unrelated activities such as shops or taxi companies). 

The number of officially operating money remitters in Member States (a range of 5 in 
some MS to 1,435 in the UK) depends largely on the type of prudential regime adopted. 
Member States with a registration regime, focussing mainly on prevention of money 
laundering have a higher number of registered providers than countries which generally 
demand a banking license. At European level, the total number of money remitters seems 
to be represented by 2000 of actors (most of them small remitters). 

A Commission study95 based on Member States records shows some EUR 17 billion 
flowing from the EU to non-EU countries. This figure highlights the core role money 
remitter’s play in facilitating cross-border payments in particular to developing countries 
(remittance flows are the second largest financial flow to developing countries after 
foreign direct investment, more than double the size of net official finance) – a market 
segment only insufficiently served by banks. 

Deposit taking and 
related risks 
(covered by 
minimum and 
ongoing capital 
requirements, 
deposit insurance) 

In contrast to deposit taking or issuing e-money, money remitters offer a straight 
remittance service that involves taking in money to pay out to a named beneficiary usually 
within 24 hours. The threat of a ‘bank run’ – deposit makers requesting their funds back at 
the same time and the bank having inadequate capital reserves to comply – is not 
applicable to money remitters. The remitter does not invest the remittance in between 
receiving it and paying it out, and usually makes the funds available for collection within 
approximately 20 minutes of being entered onto the accounting system.  

The average transactions going through money remittance systems are of relatively low 
value (average EUR 200–400 depending on country96). If an individual money remitter 
were to become insolvent and unable to pay out remittances, consumers would stand to 
loose comparatively small amounts of money. In contrast to an insolvent bank which 
might undermine the stability and integrity of the wider economy and the financial system, 
an insolvent money remitter would not have any comparable impact. An insolvent money 
remitter would not have the capacity to damage the wider financial system. 

                                                 
94 Based on the G10 standards entitled “Core Principles for Systemically Important Payment Systems (Core 

Principles)”, which were adopted by the Governing Council of the ECB in January 2001. 
95 EU survey on workers remittance from the EU to third countries (ECFIN/235/04-EN (rev 1) published on 

28 April 2004 by the Commission, DG ECFIN. 
96 Based on an independent study commissioned by the UK’s Department for International Development (DFID). 

These figures have also been confirmed by an EU survey on workers remittance from the EU to third countries 
(ECFIN/235/04-EN (rev 1) published on 28 April 2004 by the Commission, Economical and Financial 
Affairs DG. 
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Credit risk/ 
counterparty 
risk/settlement 
liabilities 

Money remitters do not face a credit risk, as the customer will make the funds available 
before the transfer takes place. 

Customers face a short-term credit risk during the time they have handed over funds and 
until the transfer is completed, which is almost instantaneously. This credit risk is in no 
ways different from the credit risk present everyday in the economy where all transactions 
which are not settled in a payment versus delivery mode are subject to a short-term credit 
risk. It is deemed inappropriate to impose on all economic actors therefore solvency 
requirements. The same rationale should apply to the business of money remitters where 
first payment takes place and shortly afterwards delivery. 

Settlement risks are very short-termed as most of the transactions are settled immediately. 
Settlement obligations to others regularly do not exist as money remittance systems are 
usually closed systems. Where they do exist it is only as intra-system credit (credit towards 
agents) or exceptionally as a participant in a clearing and settlement system, which usually 
should be addressed by system-internal and adequate risk management procedures.  

Operational risk 
(technical failure, 
fraud, etc.) 

Money remitters face like other payment service providers operational risks depending on 
the size of their operations due to technical failure of systems (own IT systems are mostly 
used by large but not by small remitters), legal compliance, fraud, etc. 

Money remitter’s operational risk is however, very narrow as the systems are usually 
closed systems (no other parties involved) and it therefore does not create counterparty 
risks or chain effects. This is in stark contrast to the banks payment system, which is 
embedded in a multilateral network, and creates substantial counterparty risk and chain 
effects which could potentially destabilise the financial system. 

Financial 
soundness/Risk of 
bankruptcy  

Available evidence and reports from money remitters suggest that money remitter employ 
sufficient capital to provide payment services with an adequate level of reliability and 
financial soundness and to cover both their risk towards customers and their operational 
risk.  

Different examples show that in a comparison with the revised banking capital 
requirements money remitters’ actual capital stands far above 100 %. It implies that 
money remitters devote to payment services a capital higher than banks under the banking 
capital requirements.  

Insolvency records of Member States show that so far there were no cases of bankruptcy 
of money remitters reported including any negative consequences for the stability of the 
financial system. 

Money laundering 
and terrorist 
financing 

Money remitters are dealing with the transfers of funds and risk therefore to be used for 
money laundering or terrorist financing purposes.  

Business activity  PAYMENT CARD ISSUING  

Systemically 
importance in 
payments market 
(size, number of 
providers) 

Payment card issuers in each scheme assess the creditworthiness of, and issue cards to, 
cardholders; authorise cardholders’ transactions; settle with acquirers for transactions 
accepted by merchants; collect payments from cardholders; deal with disputed and 
fraudulent transactions; and contribute as necessary to the scheme’s loss-sharing 
arrangements.  

Currently the sector of credit card issuers is dominated by banks due to scheme rules of 
national and international card organisations and only a few non-bank issuers have yet 
entered the market.  

Deposit taking  Card issuers do not accept deposits from the public.  
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Credit risk/ 
counterparty 
risk/settlement 
liabilities 

The liquidity and credit risk for debit card issuers is very limited as the cardholders 
account is debited immediately before or right after settlement with the merchant acquirer.  

For credit card issuers liquidity risks arise because issuers must settle with acquirers 
within a day or so of transactions taking place, while repayments by cardholders for credit 
cards may be spread out over several days or months. In this case also credit risks arise 
because cardholders may fail to pay their outstanding credit card accounts. Issuers must be 
able to manage both of these risks if they are to settle their obligations to acquirers; their 
ability to assess the creditworthiness of cardholders is critical.  

However, risks to issuers need to be kept in perspective. While their settlement obligations 
have to be met daily, their demand for liquidity should be reasonably predictable, given 
normal seasonal spending patterns and established billing cycles. For credit card issuers, 
there is no obvious counterpart to a run on liquidity where depositors have concerns about 
the soundness of a financial institution; cardholders are most unlikely to run up new debts 
suddenly if the solvency of their credit card issuer were in doubt. 

Furthermore according to figures about the current market structure: 97 % of cards used 
are debit or deferred debit cards only 3 % of cards issued are real credit cards. 
Consequently the credit risk for debit cards would be marginal and the duration on average 
for the credit risk of credit cards not more than 1 month. 

It is important to stress that the credit risk is only to the issuer, cardholders do not face any 
risk in these transactions. In contrast to depositors with banks who might loose their 
money, cardholders benefit form a credit line which they only have to pay back 
subsequently (e.g. delivery first and payment later). 

The business of issuing debit or credit cards is mainly about proper management of credit 
risk, though of a very simple type compared to the complex credit risks managed by 
banks:  

Example: A large retailer such as Tesco or Carrefour issues a debit card to its customers. 
The financial information provided by the customer together with the customer databases 
(which allows them to link a particular customer with each single item of his everyday 
purchases) puts them in a good to monitor their customers’ creditworthiness (e.g. it would 
be easy to establish a daily spending limit). The risk is even further reduced if the card 
issued is linked to the customers bank account and the amount is debited directly and 
instantaneously to the account. Customers on the other hand might like the service of an 
additional credit line or in case of direct debit, there might be value added services (such 
as loyalty schemes).In France cards issued by retailers are so successful that retailers issue 
already as much cards(50 Mio. cards) as banks.  

Operational risk 
(technical failure, 
fraud, etc.) 

Operational risks resulting from the management of a complex payment system are not 
predominant in card issuing. However, like other payment service providers the 
operational risks of card issuers depend on the size of their operations and other risk 
stemming from legal compliance, fraud, etc. However, there is no apparent risk to the 
cardholder.  
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Financial 
soundness/Risk of 
bankruptcy  

Financial soundness of non-bank credit card issuers is difficult to assess because of the 
limited number of non-bank providers. However, Member States competent authorities did 
not report problems of undercapitalised payment card issuers. Furthermore, the companies 
which have so far shown an interest in issuing payment cards are mainly large retailers 
with superior financial standing and credit rating. Other providers are often subsidiaries of 
banks or otherwise outsourced entities which are included in the consolidated supervision 
of banks.  

Should an average card issuer go bankrupt, only the daily number of transactions would be 
affected – for clearing and settlement systems with one settlement cycle, even less for 
systems with more than one settlement cycle a day. Normally transactions are settled once 
or several times a day. Given the wide range of alternative payment mechanisms there is 
almost no risk that the transactions will not be completed. Therefore a failure of a card 
issuer would not induce systemic effects for the entire financial system. 

Money laundering 
and terrorist 
financing 

Card issuers are dealing with the transfers of funds and risk therefore to be used for money 
laundering or terrorist financing purposes.  

Business activity  PAYMENT CARD ACQUIRING  

Systemically 
importance in 
payments market 
(size, number of 
providers) 

Credit card acquirers in each scheme assess the ability of merchants to deliver goods and 
services paid for by payment cards, and sign them up to accept the scheme’s payment 
cards; capture merchants’ card transactions and seek their authorisation from issuers; 
guarantee payment to merchants for the value of payment card transactions acquired; settle 
with issuers for transactions acquired as well as for disputed and “charged back” 
transactions.  

Deposit taking and 
related risks  

Card acquirers do not accept deposits from the public.  

Credit risk/ 
counterparty 
risk/settlement 
liabilities 

In the normal course, acquirers are net receivers of funds from issuers at daily settlement. 
In some cases there might be a delay of a day or so between their payments to merchants 
and receipt of settlement funds from issuers, in these exceptional cases acquirers may face 
liquidity risks, although these should be readily manageable. Acquirers may also face 
liquidity and credit risks arising out of refund claims from credit cardholders. However, 
most card transactions do not generate refund obligations for acquirers.  

Example: A restaurant meal or groceries paid for by payment card. The meal has been 
consumed or the groceries purchased, the card is present and the merchant has a record of 
the cardholder’s signature. The transaction has been completed on a “delivery versus 
payment” basis and the scope for the customer to initiate a refund to its payment card 
account (known as a “chargeback”) is virtually nil.  

Therefore, each acquirer has an interest in ensuring to assess price and bear the risks 
associated with card transactions at the merchants they sign up. The risks of merchant 
default for an acquirer, argue for a diversified merchant base. 

Operational risk 
(technical failure, 
fraud, etc.) 

Financial consequences of an operational disruption of technical systems (e.g. terminal or 
ATM) or a fraud may lead to losses for the company. 
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Financial 
soundness/Risk of 
bankruptcy  

As stated earlier the business of acquiring is not so much a financial service but a technical 
one. Typically, from the non-bank sector technical infrastructure providers and network 
processors engage in acquiring activities or large retailers might have an interest in self-
acquiring. Factual evidence available suggests that non-bank card acquirer have so far 
employed sufficient resources to run sound technical and financial operations and have 
actually often been more efficient than banks in doing so.  

In case an average card acquirer fails, only the fraction of not executed payment 
transactions on this day would be affected. Such a failure is unlikely to cause any systemic 
effects for the entire financial system. 

Money laundering 
/terrorist financing 

Card acquirers are dealing with the transfers of funds and risk therefore to be used for 
money laundering or terrorist financing purposes. 

Business activity  MOBILE PAYMENT SERVICES 

Systemically 
importance in 
payments market 
(size, number of 
providers) 

Telecom operators “core” business is the provision of mobile voice and digital 
content/data services (90 % of total services).  

Over the past couple of years, digital content, such as information services, ring tones, 
screensavers and games for mobile phones, have increased in popularity. This will 
continue to be the case with the launching of 3G networks around Europe and is 
fundamental to the success of the Information Society.  

Payment services are usually offered as a value added service for their mobile phone 
clients in order to a) pay for core communication services provided by the operator b) 
purchase low value digital goods or services such as a ring tone, music, a digital 
newspaper c) buy low value physical goods or services such as a cinema ticket or pay a 
taxi. 

In case of a) existing core communications business of their telecom operator such as 
voice and data/digital content services, which customers may pay for on a pre or post-pay 
basis there is clearly no question of a payment service.  

However, in the case of b) low value digital content/ data services where the basic 
elements of the content are produced by third parties, the situation is more complex. 
Because in most case, the mobile operators purchase the content for resale to their 
customers or, more often, enter into bilateral revenue-sharing contracts with the third party 
content suppliers (or merchant acquirers) concerned. Mobile operators add intrinsic value 
to such services, in the form of access and distribution as well as search facilities, even 
when the services themselves originate from third parties. Mobile operators also take full 
payment responsibility for their customers to remunerate the 3rd party merchant for the 
content element of the service via normal invoicing methods. Therefore the service cannot 
be delivered in absence of the telecom operator and there exists no alternative to 
remunerate such services. These services should not be classified as payment service in the 
sense of the proposed Directive.  

In contrast, type c) payment for physical goods or services which are ordered and paid 
through the mobile phone are considered as payment services.  

Deposit taking and 
related risks (covered 
by minimum and 
ongoing capital 
requirements, deposit 
insurance) 

Telecom operators are not entitled to take deposits. Under the current scope of an e-money 
license as defined in Directive 2000/46/EC authorised telecoms might accept prepaid 
funds from their customers in exchange for e-money which can be used for payments. 
Comprehensive prudential rules are laid down for this case. Telecoms might offer 
remittance services which are not connected to deposit taking. In this case telecom 
operators would be faced with a risk similar to money remitters. 
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Credit risk/ 
counterparty 
risk/settlement 
liabilities 

Telecoms might offer post-paid payment services, allowing customers to purchase 
products and service via mobile phone and e.g. invoice the amount to the customers via 
their regular phone bill. In this case mobile operators would be faced with a credit risk. 
However, there is no risk for the user of mobile payment services to lose money.  

Given the low amounts per transaction the credit risk for providers is marginal, in 
particular compared to the credit risks already managed today by telecom operators for 
their millions of customers without being subjected to solvency (capital) requirements. 

Operational risk 
(technical failure, 
fraud, etc.) 

Telecoms run operational risks for the well-functioning of their systems, internal controls, 
administrative procedures (e.g. billing, fraud) etc. Telecoms are already today dealing with 
all these risk and are subject to the relevant legislation for telecommunication operators.  

Financial 
soundness/Risk of 
bankruptcy  

Due to the marginal size of payment operations run by telecoms operators is seems 
inappropriate to require particular financial soundness provisions. However, in most cases 
where telecom operators have started to offer payment services they were fully compliant 
with either the e-Money Directive or the Banking Directive. 

Money laundering, 
terrorist financing 

The risks of money laundering and terrorist financing are only relevant for the payments 
activities of an operator not for his other activities. 

3. Prudential requirements and the need for quantitative solvency requirements 

The main arguments for and against quantitative solvency requirements for payment institutions are 
summarised in the next tables. 

Arguments in favour of quantitative solvency requirements for payment institutions: 

– It avoids distortions between credit institutions providing payment services alongside other 
financial services and pure payment service providers (“payment institutions”). 

– Regulatory requirements, in particular the handling of operational and financial risk, should be 
the same for banks and payment institutions in order to provide a level playing field. 

– There are various risks associated with payment institution activity, such as bankruptcy risk, 
counterparty risk, technical and operational risks, fraud, etc. Prudential rules and requirements 
regarding financial capacity or guarantees will be necessary to cover these risks. 

– Concern that payment institutions could pose a threat to financial stability in case of insolvency 
or destabilise trust of users in the payment system if there are no quantitative prudential 
requirements such as capital. 

Arguments against quantitative solvency requirements for payment institutions: 

– The risks of payment institutions are hugely different from those of credit institutions. Credit 
institutions’ prudential capital requirements are determined by the fact that their other activities 
pose a high risk to customers deposits held in the institution. 

– Payment institutions on the contrary, provide more specialised activities and generate risks that 
are much narrower and easier to monitor and control than those across the spectrum of activities 
of a deposit-taking institution. In particular payment institutions are prohibited to accept deposits 
and are only permitted to use funds accepted from users for rendering payment service so that 
customer funds will not be mixed with own means for other business activities. 
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– There is no empirical evidence that the providers – which in the future would become subject to 
such a regime – would run undue financial or operational risks, nor is there empirical evidence of 
problems in the non-credit institution part of the payment sector or any history of bankruptcy 
even in the absence of statutory capital requirements. 

– The specific conditions that justify the solvency rules for credit institutions are not present for 
these non-credit institution providers: no depositor protection, no systemic or prominent 
importance of the systems concerned and no threat to the integrity and stability of the financial 
system. Compare for examples a Telcom operator, which is only interested to provide payment 
services as ancillary service and bills small payment transactions (e.g. the purchase of a ringtone) 
on the customers invoice and the operations of a bank with huge payments operations based on 
millions of customer deposits and complicated long-term investment and lending operations. 

– Also, solvency requirements (incl. quantitative requirement such as capital requirements) are 
disproportionate to the risk associated with the activities and nature of payment institutions and 
would potential overburden smaller providers and new entrants to the market which are not 
primary financial service providers. 

4. Prudential requirements from a competition perspective 

Payment markets are currently characterised by substantial barriers to market entry. Fragmented 
market access requirements distort competition leading to high prices for consumers and high 
profits for dominating providers in national markets and lower levels of innovation.  

The national payment systems and infrastructures are usually run by a consortium of national banks, 
which operate these for “banks only” infrastructures on a non-for-profit or cost-sharing basis. This 
setup has in some markets led to alarming results where competition authorities97 found that market 
forces only insufficiently govern the pricing of such consortia and that they have little incentives to 
innovate and reduce the macroeconomic cost of the payment system, and they can protect markets 
by restricting access for other providers. 

To foster competition regulators in some markets have chosen to deregulate the access to the 
provision of payment services and participation in payment systems (former “banks only” 
infrastructures) and provide for a level playing field between payment service providers98. In 
particular they introduced a very simple prudential regime for payment services with the effect that 
those markets saw an increase in the number of providers. Part of this successful policy was to 
remove technical market entry barriers such as non-discriminatory access to processing, clearing 
and settlement systems to ensure that the level status of providers was also respected in industry 
arrangements. 

                                                 
97 See for example recent cases/investigations of the competition authorities in AU, IT, NL, ES, UK and US and 

the EU. 
98 For example UK was one of the few markets where there recently was an increase in the number of card 

acquirers and other innovative payment service providers following a deregulation in 2000 of the payment 
system. Another example is Australia, where a special prudential regime for “credit card institutions” was 
created in order to bust open the highly concentrated card acquiring and issuing market. Since the reform 
in 1998 and prices for card payment services have gone down and the number of providers again has increased. 
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At a European level similar questions need to be addressed in course of designing a prudential 
regime and level playing field for payment service providers. Prudential restrictions should only go 
as far in limiting competition as this is necessary for the stability and integrity of the financial 
system. In this respect the current prudential regime is unsatisfactory, as it is incomplete and 
incoherent, leaving certain activities and providers unregulated while others are subject to 
prudential supervision, and it uneven as it only grants banks unlimited access to markets and special 
privileges (such as deposit taking).  

A regulatory level paying field should follow the principle of same activity, same risks, same rules. 
Therefore, a new prudential regime for payment service providers needs to analyse the activities 
and related risks of the different providers (see above) and propose appropriate prudential rules 
which should be applicable to all providers operating in this business.  

A regulatory level playing field should not be confused with different kinds of institutions, i.e. 
credit institutions and payment institutions. Credit institutions take deposits and any payment 
service that is attached to any payment/bank account is different from payment services offered by 
non-deposit taking institutions. The basic fact that credit institutions hold deposits for the general 
public on which they launch payment services puts them in a substantially different risk category 
and assigns them a specific role in the financial system for which the Banking Directive foresees 
special prudential risk remedies. But the fact that credit institutions take deposits does not only 
make them different from a purely prudential perspective it also gives them fundamental 
competitive advantages. Credit institutions earn substantial revenues from the interest rate margin 
on deposits and float of payments.  

Example99: The average aggregated holding on transaction accounts in Sweden in 2002 was 
approximately SEK 650 billion. The average interest on these accounts was 2.15 % and the average 
repo interest rate was 4.07*. The interest margin is thus 1.92 % and multiplied with SEK 650 billion 
results in revenues of approximately SEK 12.5 billion (approx. EUR 1.4 billion) per year for the 
whole Swedish banking sector. This is at least twice as much as the banking sector’s reported cost 
for providing the pure payment services. 

* Short interest rate on less than 7 days which closely follows the interest on overnight deposits 
between banks 

This revenue can be used to cross subsidise the pure payment service in a way that hamper 
competition from payment institutions that do not have this opportunity. As a matter of fact several 
studies confirm this as the predominant pricing mechanism in several countries. 

The regulatory privilege that only credit institutions can hold deposits has put them in a position to 
control the flow of funds out and into bank accounts and gives them the possibility to create 
commercial and technical barriers for non-bank providers to access these funds when providing 
payment services even if their customers have authorised this.  

Such commercial and technical restrictions are under scrutiny from competition authorities and it 
can generally be stated that prima facie, restrictions imposed by existing participants on entry to a 
market are anti-competitive, and against the public interest. Such restrictions inhibit normal market 
processes, under which other providers are free to enter a market in response to profit opportunities.  

                                                 
99 Swedish Riskbank. 
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The regulatory framework therefore has to strike a careful balance between the necessary measures 
to protect the safety of the financial system and rules to ensure a level playing field and fair access 
to the market. 

5. Transposition of FATF SR VI100 and waiver clause for small money remitters 

Remittance services are often one of the first financial services that migrants use, offering an 
introduction into the mainstream financial sector. They also remain the second largest financial flow 
to developing countries after foreign direct investment; more than double the size of net official aid. 
For example, they allow families to receive the needed capital for education or housing, or provide 
capital for the start-up and expansion of small businesses. They can account for as much as half the 
income of those who receive them.  

In the G8 Action Plan: Applying the power of entrepreneurship to the eradication of poverty101, G8 
countries have made commitments both to reduce costs in the remittance sector by promoting 
competition and to make it easier for people in both sending and receiving countries to gain access 
to formal financial systems.  

There is a risk that over-onerous regulation could hamper the free flow of such remittances, which 
at present have a sizeable impact upon economic growth in recipient countries. The Commission 
believes that a regulatory regime aimed at large money remitters could in fact have the opposite 
effect and reduce competition in this sector by increasing barriers to market entry and driving small 
providers underground, where the risks are increased to users and public policy. 

Smaller money remitters operate outside the formal banking system (although with most of their 
transfers the money is deposited in a bank account at some stage). They often provide services at far 
lower cost than banks or large remitters and are typically the main financial service which migrant 
workers use. They are also more accessible as migrants can approach them in their own language, 
there often exist an established relationship of trust (family, friends) and the barrier of having to 
engage with the mainstream financial sector is missing. They are of particular importance for 
remittances to countries in a state of crisis where the official banking sector has collapsed. At the 
time of research it was impossible, for example, to send money to Somalia through banks and 
extremely difficult to send it to Afghanistan except through small money remitters.  

In the light of G8 commitments to facilitate remittance flows, it is vital that such remitters are 
neither driven out of business nor underground by over-onerous regulation. If such remitters are 
operating underground, the risks are far higher from a counter-terrorist financing and money 
laundering perspective. 

The core principle of Special Recommendation VI of the OECD Financial Action Task Force on 
Money Laundering is to establish a better knowledge of who is operating in this market in order to 
better fight money laundering and terrorist financing. It explicitly provides for two options for 
transposition into legislation, pure registration or licensing, thereby taking account of the particular 
structure of this market in different countries (large vs. small remitters).  

                                                 
100 See FATF homepage www.oecd.org/fatf. 
101 www.g8usa.gov/d_060904a.htm. 
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In transposing this core principle the Commission believes that there is clearly a danger that the 
introduction of an overburdensome regulatory regime would drive some payment service providers 
into the unregulated sector and hence make addressing money laundering risks more difficult, or 
that it would put payment service providers out of business, reducing competition and choice for 
consumers.  

Thus a targeted and close-knit approach towards underground money remittance is most promising 
in fulfilling the objectives of fighting terrorist financing and money laundering. The new license for 
payment institutions will transpose Special Recommendation VI of the OECD Financial Action 
Task Force in a uniform way by subjecting money remitters to the prudential regime for payment 
institutions.  

The introduction of a waiver clause could facilitate the gradual migration of providers from the 
unofficial economy to the official sector where money laundering rules can be enforced. Member 
States would have to ensure at a minimum, registration of all money remitters but would be 
permitted to waive some or all of the prudential requirements for payment institutions meeting 
specific requirements.  

The criteria would be targeted to capture the business model of small money remitters and would 
require that the waiver is in the public interest, covering situations where the payment institution 
plays a vital role in financial intermediation, providing access to payment services for 
underprivileged social groups (e.g. immigrants from developing countries) and immediate 
substitution of services is not guaranteed or is covering situations where the payment service 
provided is a key enabler for new technologies and electronic commerce, such as providing micro 
payment services or it is regarded as necessary by the supervisory authorities for the effective 
implementation of money laundering rules. 

The application of the waiver clause would generally be limited to providers where the total amount 
of funds outstanding which were accepted for the provision of payment services does not exceed 
EUR 5 million on average over a month and EUR 6 million at any given point in time. This limit is 
congruent with other EU legislation, in particular the waiver clause in Directive 2000/46/EC on e-
money institutions. However, waived money remitters will not benefit from a single passport until 
they fulfil all prudential requirements foreseen for authorised payment institutions. This targeted 
approach would also account for the differences in the market structure between Member States. 
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ANNEX 6: CORE RIGHTS AND OBLIGATIONS OF PROVIDERS AND USERS 

This section offers a more detailed discussion and analysis of impacts of different optional policy 
elements of a regulatory proposal.  

1. Authorisation of a payment transaction and rights regarding unauthorised transactions 

Any payment transaction no matter if it is done by card, e-banking or a paper instruction has to be 
authorised by the payer towards his payment service providers. Both parties need absolute clarity 
and certainty about the fact when a payment has been authorised and what happens in cases where a 
payment has been executed without authorisation by the payer. This question might seem rather 
simple where the payer gives a payment order directly person-to-person to his bank and the bank 
can clearly identify and authenticate the origin of the payment order. The same situation becomes 
much more complex for remote payments initiated through a payment card or internet banking or 
where the payment order is given by the payee rather than the payer. With remote payments also the 
question of fraudulent usage of a payment verification instruments (e.g. a payment card) is 
becoming more important.  

Box 12: Customer requirements to build trust in the remote use of payment services (results of 
a Commission study)102 

From the point of view of the individual consumer the most worrying aspects of the changing nature 
of banking and money are the potential new forms of crime to which it gives rise. Whereas the 
classic bank robbery of the past involved the appropriation of gold or bank notes belonging to the 
bank (rather than specific customers), bank crime in the electronic age involves the unauthorised 
withdrawal of credit from the accounts of specific customers. Rather than the losses associated with 
bank crime being borne by the bank (i.e. bank customers and bank shareholders collectively) remote 
banking gives rise to the possibility of significant losses being borne by a few individual 
consumers. 

To state blithely that electronic forms of banking have fewer security risks associated with them 
than cash banking is to miss the point. If and when the security risks materialise consumers using 
remote banking services can have their accounts emptied or even be forced into debt. It is the 
consequence of the risks associated with remote banking rather than the level of the risks that is of 
most concern to consumers. There is also an important point of principle at stake. Banks are in the 
business of providing security. It is therefore them, rather than the individual consumer who should 
bear the loss if criminals find ways around banking security systems. 

These principles and these concerns have long since been acknowledged in the United States where 
consumers are protected by clear rules laid down by the Federal Electronic Funds Transfer Act of 
1978 and by various State laws. The same does not appear to be true in the European Union. 

Finding I: By insisting that their remote banking security systems are infallible some EU banks 
have passed on losses arising from criminal activity to individual consumers. 

Finding II: There is evidence that EU banks have been less than open with their customers about 
the vulnerability to attack of their remote banking security systems. For example, many banks have 

                                                 
102 Hill & Knowlton, Report for the European Commission on “Consumer Protection in Remote Banking”, 1997 
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continued to insist to consumers that the magnetic strip card and PIN system, widely used for ATM 
security, cannot be cracked by criminals unless the consumer negligently reveals his or her PIN 
(e.g. by writing it on the ATM card). However, the relative vulnerability of this system to attack 
seems to be well known within banking circles. There were numerous well documented cases 
revealed in the study in which this security system has been cracked without a consumer revealing 
his or her PIN. 

Finding III: Some EU consumers have suffered financial hardship as a result of banks attempting 
to pass on to them losses associated with criminal attacks on remote banking systems. 

Main conclusions form the study to improve consumers trust and protection: 

1. In particular: Provide clarity and legal certainty of applicable rules; 

2. Limitation of consumer liability for unauthorised withdrawals which take place after the 
bank has been notified of the loss of an ATM card or other remote banking authorisation device / 
code; 

3. Limitation of consumer liability for unauthorised withdrawals which take place before the 
bank has been notified of the loss; and 

4. Liability of banks for economic loss caused to consumers by systems malfunctions. 

A legal framework encompassing all payment services in the Single Market should provide for an 
unambiguous situation for both providers and users in particular in the case of fraudulent use of a 
payment instrument, the legal safeguards for the concerned parties have to be in place.  

These legal safeguards should provide both a high level of consumer protection and the efficiency 
and security of the payment systems used in the Single Payment Market, while respecting the need 
of fraud prevention. The user of payment services should have the same high level of protection 
wherever they buy or use their payment services in the Single Market. 

It is also important to analyse whether a general rule may be applicable to all kinds of payment 
services, such as internet banking, card payments etc. or whether the specific nature of a payment 
service justifies a special treatment in this context. Another important distinction might be between 
different user groups. While private user cannot be expected to be fully aware of the level of 
security of the payment system corporate users above micro enterprises can be expected to apply 
greater care with regard to the security features and the safety of the payment environment. Also 
applying the rule to all users has different impacts on the maximum loss incurred. 

Presently, no comprehensive legislation exists at EU level on the issue of unauthorised transactions: 
Recommendation 97/489/EC provides for rules on the relationship between the issuer and the 
holder of electronic payment instruments. Directives 97/7/EC and 2002/65/EC regulate the case of 
fraudulent use of a card payment in distance commerce. 

Consequently it seems obvious that a general rule on authorisation and disputes of unauthorised 
transactions should be devised in order to provide both sides with the necessary legal certainty. 
According to an analysis of different payment services a general rule could be applicable to all 
electronic payment services as the legal circumstance of a valid authorisation by the user does not 
change with the different payment services. Also there should be a fair balance between the rights 
and obligations of both sides in case of unauthorised transactions. There should be no difference 
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made in the rule concerning the safety of a payment transaction as the user cannot be aware which 
security features are used by the provider in his system.  

Basically the rules should establish by law the generally accepted principle that any payment 
transaction carried out by the provider at the expense of a payer must be covered by the 
authorisation of the payer. If such authorisation is missing or has been withdrawn the payment 
transaction was unauthorised and the provider has to reimburse the payer in case he has 
nevertheless executed it.  

For the case of unauthorised payments where the payment verification instrument (e.g. payment 
card) has been lost or stolen or the security mechanisms have been manipulated it is of crucial 
importance to balances the incentives for both sides to contribute to the safety of the payment 
system.  

In this respect it has to be considered what impact the legal provisions may have on the incentives 
of the contractual parties to fulfil their respective safekeeping obligations. For instance, legislation 
should not through distorted incentives increase the likelihood of fraudulent behaviour of the 
legitimate user i.e. so-called first-party fraud or result in passing-on to customers costs for flawed 
banks security systems.  

Recommendation 97/489/EC provides a good basis for addressing the sharing of losses in the case 
of unauthorised transactions between provider and user. According to this concept the payment 
service provider shall not be liable if the payment service user acted with gross negligence or 
fraudulently. Also in cases where the payment service user has not fulfilled his contractual 
obligations (in particular safekeeping of the payment instrument and timely notification) he shall 
bear the financial consequences resulting from an unauthorised transaction before notification. This 
liability should not exceed EUR 150. After the payment service user has notified the payment 
service provider he should not be liable for the financial consequences.  

The threshold of EUR 150 is based on Recommendation 97/489/EC and provides a fair balance 
between the liabilities and obligations of the provider and payment service user. Currently available 
evidence from Member States who have transposed Recommendation 97/489/EC into national law 
or which have similar provisions but with even lower thresholds do not give rise to the concern of 
distorted incentives for users or providers and seem not to have increased rates of fraud.  

2. Harmonised rules granting rights of refund in cases where the exact amount of the 
transaction or the payee was not specified 

The continuous delivery of many goods and services and their low cost billing is based on direct 
debits. The exact price may only be determined after the goods or services have been consumed. 
Common examples are services such as gas, electricity or telecommunication services where the 
unit price may be known in advance but not the units consumed. In these cases the consumer 
usually gives his authorisation for the payment transaction before consumption not knowing the 
exact price of the service.  

Another example where efficient delivery and low cost billing is ensured by the use of credit cards 
is the guarantee of later payment for services such as car hire or hotel reservation where neither the 
provider of such services nor the consumer may know the exact price in advance, because 
consumption or use can vary.  



 

EN 103   EN 

Both consumers and suppliers must have confidence in these systems if they are to function 
efficiently. Consumers must be confident that they will not be unlawfully charged and where this is 
the case, that they have a right to refund, and suppliers that they will be paid for goods and services 
delivered and consumed.  

The current situation is a mix between national legislation providing rights of refund in specific 
cases and contractual arrangements between users and providers103. This situation does not provide 
sufficient and consistent consumer protection in an open European Market and does not allow 
providers to develop one pan-European payment system following the same rules in all countries. 
Without harmonised rules to settle conflicts in particular on a cross-border level, confidence in 
electronic payments will be low resulting in a reduced number of transactions and problems of 
acceptance for new pan-European payment instruments. 

Consequently it seems obvious to introduce rules ensuring an equal treatment of customers 
independently of their location or where they have used a payment service. Such rule should be 
introduced on a legal basis and applied to all types of payment services.  

However, introducing rights of refund might have some undesired impacts, such as introducing 
uncertainty about the finality of a payment for the payee and the payment service provider, shifting 
the burden of dispute resolution from the user to the payment service provider, increasing the 
fraudulent use or a lack of incentives for suppliers to deliver high quality sales service. 

In order to prevent misuse such refund rule needs to be based on strict conditions to ensure prudent 
use of such rights by the user and confidence of the payment service provider who has executed the 
payment transaction and has to refund the customer in case of a valid claim. Also the provider will 
have to establish effective inter-bank rules in order to provide refund to payers and retrieve the 
funds transferred from the other parties involved. 

In order to secure the positive aspects of such a rule and to reduce negative side effects various 
elements of prudence can be introduced. To limit uncertainty of the parties involved the refund 
rights could be clearly limited to a reasonable period of time. Current market practices would 
suggest that 4 weeks for consumers and maybe a shorter period or contractual arrangements for 
corporate clients would be reasonable. Furthermore, in order to avoid fraudulent use, the payer 
should act in good faith and the criteria applied should limit the cases in which such refund claim 
can be made. 

3. Acceptance and revocability of a payment order 

Each payment transaction starts with a payment order, which usually is initiated by the payer or by 
the payee. Before the provider accepts to execute the payment order, he will check if this payment 
order was authorised by the payer and eventually if the payer has sufficient funds. Only after these 
checks he will accept the order and provide certain guarantees for the execution. From this time 
onwards usually a payment order cannot be revoked104 by the user anymore. In case the provider 

                                                 
103 Contractual arrangements and rules in Member States provide for different types of refunds and refund periods 

– between 1 day up to 6 weeks or in the case of contractual arrangements even longer. 
104 Revocability means the possibility for the originator of a payment order, be it the payer or the payee, to cancel 

it. This definition does not cover the right of a payer to get refund for an already executed payment transaction, 
e.g. reject a debit from his account based on a direct debit transaction which he did not authorise or is a case of 
unauthorised transactions. 
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finds that his conditions are not met or other inconsistencies during these checks he will refuse to 
execute the payment order.  

Both sides of the payment relationship, provider and user, need transparency over this process and 
need to be aware of the point in time of acceptance, ending revocability and starting the obligations 
of the provider for the execution. Equally both sides need information in case of problems with any 
of these steps.  

During the Commission’s consultation on a potential new EU legal framework for payments, 
stakeholders raised the problem of contradictory rules concerning this process in Member States 
legislation and the resulting legal uncertainty and barriers for full automated processing. 
Stakeholders were of the opinion that transparent and harmonised EU rules on the conditions for the 
acceptance and revocability could improve the efficiency of existing and forthcoming payment 
systems. Providers notably argue, if the finality of payments kicks in at an early stage, there are no 
barriers to the fully automated processing of payments, which makes them cheap and efficient. 
Users on the other hand would prefer a late point of revocability. Both, providers and users would 
benefit from a clear concept of revocability, which would provide more transparency and certainty 
and reduce the costs of litigation.  

Harmonised rules on acceptance and revocability of payment orders could improve efficiency and 
transparency and ensure legal certainty by determining the event when a payment order becomes 
irrevocable, irrespective of whether payments are processed through notified systems or not. Such 
rules could apply to all kinds of payments based on a distinction between payments initiated by the 
payer and payments initiated by or through the payee. Legal certainty would therefore be 
independent from technical developments and innovations and alleviate a major concern against 
“inflexible” legal provisions. 

4. Execution of full amount and levying of fees for payment transactions 

This principle is a main indicator for the effectiveness of payments in the Single Market and 
describes the fact that the ordered amount finally arrives at the beneficiary and did not get lost 
halfway or only part of the amount transferred was credited to the beneficiary. For this to be 
effective the payment service provider needs to ensure that the amount transferred arrives without 
deductions from intermediaries at the payee.  

According to a transfer exercise under a Commission study contract105 making 1 480 cross-border 
credit transfers in the EU–15, in 239 cases (16.2 %), the receiver received less than he expected, 
there were 178 cases (12.1 %) where additional charges had been levied by the bank of the 
beneficiary. In 61 cases (4.1 %) it was unclear why the receiver was charged; sometimes 
intermediary institutions levied charges, which is also in contradiction to the Cross-Border Credit 
Transfers Directive.  

The principle of execution for the full amount specified in a payment order was already required by 
law for some cross-border credit transfers106 but should be a principle fully respected for all 
payments by market participants. The principle intends to protect customers on the one hand and 
help industry to enhance automation for both national and cross-border payments on the other hand.  

                                                 
105 Report for the European Commission prepared by Banking Research London, 2001. 
106 This issue has been addressed in the context of the Directive 97/5/EC on Cross-Border Credit Transfers and 

Regulation (EU) No 2560/2001 on Cross-Border Payments in euro.  
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Modern business needs certainty when settling bills and entering into commercial transactions. 
Businesses could not operate with doubt that the full amount arrives. Therefore it would be required 
to incorporate this rule in a EU act to ensure the application of this principle to all payments, no 
exception for national, or cross-border payments. This principle is already respected in most 
Member States for purely national payments.  

For the same reasons of efficiency, reliability and legal certainty the payment service provider of 
the payer and the provider of the payee usually agree on “SHARE” as charging option, meaning 
that, irrespective of the way the payment is transferred (this might even include intermediaries), 
both providers levy fees only directly on their respective client and the amount is transferred 
without deductions. 

For reasons of proportionality and reflecting the current practise this rules should not apply for 
payments where there is a currency exchange or where it is not made in a Member States currency. 
It should also not apply if the payment involves a recipient outside the EU. Setting out this rule in 
legislation is intended to avoid double charging and to ensure the arrival of the full amount 
transferred on the account of the beneficiary without any deduction in the payment chain. 

5. Maximum/default execution times 

The execution time is one of the main indicators for the efficiency of the payment system and has 
huge implications for private and commercial users as well as the economy. Long and uncertain 
execution time of payments creates huge costs for economic actors, in particular enterprises and is 
often used by providers as a non-transparent way of pricing. A modern economy needs reliable 
payment systems, able to effect payments within a reasonable period of time based on state-of-the-
art technologies and transparent pricing.  

The threshold established in 1997107 of D+5 days maximum execution time for cross-border credit 
transfers seems outdated in the light of market developments and technological possibilities and 
should certainly not be regarded as the benchmark for an integrated EU payments market. A clear 
benchmark of D+1 day maximum execution time seems to better reflect reality as today most 
countries provide for a D+1-day execution time for national transfers, with many countries 
exceeding this time by providing same-day execution time and some negative exceptions with very 
low services levels. On a cross-border level execution time for payments has significantly improved 
in recent years108 and today cross-border credit transfers take between D+1 and D+2 days 
depending on the channel used (correspondent banking, EBA Step 2, TARGET)..  

Proposing a harmonised maximum execution time of D+1 day for all credit transfers in Euro and 
the same as a default rule109 for all other payments will fix the threshold at the current industry 
standard and service level in most countries; it will also give industry an incentive to improve 
execution time to D+1 where this is not yet the case and provide users with the necessary legal 
certainty. In particular this will give the right political signal to the European Payments Council 
(EPC) – which is currently working on the development of pan-European payment schemes – to 

                                                 
107 Directive 97/5/EC on Cross-Border Credit Transfers. 
108 Independent studies ordered by the Commission and carried out by Retail Banking Research (RBR) showed an 

average transfer time of 2.97 days for cross-border credit transfers in 2001. This is a significant reduction from 
RBR’s 1993 and 1994 studies which found an average of 4.61 days and 4.79 days respectively. 

109 "Default rule" refers to the fact that for all other payments than credit transfers the execution time of D+1 
should only apply in so far as the contractual parties have not explicitly agreed on a different execution time.  
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base its work on a D+1 day execution cycle thereby aligning efficiency in the EU market with the 
level of the best performing Member States payment markets  

Given the lead time of at least 2 years for adoption and implementation of the proposed rule, 
payments industry will have the necessary time to adjust existing inter-bank rules and systems in an 
economic way. For the new pan-European payment schemes of the EPC an even longer time period 
for implementation is provided, scheduling implementation for 2008 and migration for 2010. 

However, EU regulation of maximum execution times should not impair the efficiency of national 
payment markets, where they already provide for real time or same day execution. Therefore 
Member States are encouraged to keep existing rules and low execution times for national 
payments. 

Also, a standard on maximum execution time should not impair the efficiency of micro payment 
systems110 which are dedicated to the efficient payment of very small amounts. Such payment 
systems are deemed one of the key enablers for e-commerce and effective distribution of digital 
content (e.g. pay for a mobile phone ringtone, an online newspaper article or cinema ticket). The 
business models used to provide such payments often do not follow the logic of immediate transfer 
of the funds, as this would be too costly but usually work offline, collecting a number of small 
payments at the point of sale before the total amount is transferred to the recipient. Another 
example are business models where the payment service provider and the content provider enter 
into a revenue sharing agreement, which again does not follow the logic of straight transfer of 
funds. To impose a maximum or default execution time would very likely make it impossible for 
most systems to operate and was not deemed necessary and proportionate from a customer 
protection point of view.  

                                                 
110 Such systems are defined as dedicated payment systems for payments below EUR 50. Payment systems which 

handle standard payments which are also above the threshold of EUR 50 are not covered by this definition.  
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6. Availability of funds and value dates 

Costs and charges of payment services shall be transparent to the user to create the necessary 
incentives to ensure that the lowest cost and most efficient payment services thrive at the expense of 
the more expensive or less efficient ones. Some fees and charges are very transparent and it is 
relatively easy to make choices based on them. Others are not transparent, but may be just as 
important in influencing which payment instrument is used and what the resulting cost to the 
economy is. Self-regulation has not always proved to be successful as means to achieve more 
transparency for users.  

Values dates are part of payment service providers pricing policy. The value date is the reference 
date used by the payment service provider for his customer in the calculation of interest on the 
funds held in an account. By all consumer and user associations and many Member States the use of 
value dates is regarded as a non-transparent pricing method, because it makes it extremely difficult 
for the payment service user to examine the real price he is paying for the payment service, 
hindering transparency and competition. Therefore, some Member States have already banned this 
business practise and in some other countries banks have dropped this pricing mechanism as a result 
of public pressure.  

It is widely believed that value dates are misleading for the consumer and that they are an ‘indirect 
charge’ hiding the cost of the service. To decree transparency concerning value dates seems to be 
not enough the protect users from being misled by the complicated system of value dates. A 
common rule to prohibit the use of value dating to the disadvantage of customers could help the 
payer to establish the effective price of the payment services and facilitate the use of more 
transparent pricing methods by providers.  

7. Liability for the execution of a payment transaction 

To ensure reliable and efficient execution of payment transactions, in particular when 
complementing the purchase of goods and services or other economic transaction in the Single 
Market and with third countries, it is important that payments are executed correctly in accordance 
with the conditions agreed with the user. 

However, today banks are not providing any guarantee for the correct execution of a payment 
transaction. In case something goes wrong the user is stuck with following up on the problem 
himself trying to recuperate his funds lost somewhere in the payments chain. This problem is made 
worse if the payment involves a provider abroad or outside the EU. 

It is evident that the user is not in the best position – in particular in cross-border transactions – to 
assess the risk of a particular transfer, the reliability of intermediaries, the security of the system or 
other aspect that might lead to a loss of funds transferred.  

On the other hand the payment service provider is acting as a specialised intermediary and can 
assess risks involved in executing a payment transaction much better than the payment service user. 
The payment services provider decides on the setup of the payment system, makes arrangements to 
recall misplaced or wrongly allocated funds and decides in most cases on the chain of 
intermediaries involved in the execution of a transaction. Furthermore the large number of 
transaction payment service providers normally carry out makes it easier for them to mutualise the 
risk costs of errors or malfunctioning in the payment chain and reflect this risk costs in their 
charges.  



 

EN 108   EN 

To leave this situation to contractual arrangements does not seem to have the desired effect, to 
establish responsibility of the provider for the correct execution of payments as a fundamental 
principle. Therefore a common rule enshrined in legislation on the strict liability of a payment 
service provider for the correct execution of payment transactions which he has accepted from 
customers for execution seems to be the best solution. This is expected to increase the overall 
efficiency and reliability of the payment system. It also shifts the existing cost for incorrect 
payments to the party running the payment system, who is in a much better position to influence the 
cost than the user. Finally, the cost will be mutualised by providers and incorporated in the price of 
the service, so that it will become transparent unlike today when complete intransparency of the 
potentially high cost for the user prevails. Today costs are borne by society and the users, which 
have no control over the payment system or transparency of the risks and costs of a particular 
payment transaction. 

A particularly important question in this respect is the geographical scope of the rule. Should the 
rule be imposed only to intra-EU payments in Member States currencies or should it be extended to 
cover all payment services provided in the EU and covered under an agreement with an EU 
payment service provider (including payments coming from third countries to the EU or which are 
destined to third countries in all currencies traded in the EU including third country currencies).  

The arguments against an EU-wide scope of the rule are that payment systems are based on inter-
bank agreements which differ inside and outside the EU. While such a rule could be well reflected 
in inter-bank agreements between European banks this is not the same for global inter-bank 
agreements. Therefore the payment industry voiced concerns that a rule covering all currencies and 
all transactions including those where only either the payer or the payee are located in the EU 
would not be covered by existing inter-bank agreements, which are difficult to be changed in the 
short-term. To alleviate this problem the rule could in those cases where the payment is coming 
from or destined to third countries be limited to a liability to ensure the correct execution of the 
payment between the European bank’s client and the recipient bank in the third country. The rule 
would therefore not cover the correct execution between the recipient bank and the recipient in the 
third country, which is also congruent with international inter-bank agreements.  

The arguments in favour of an EU-wide scope covering all currencies are that restricting the scope 
of this liability rule to intra-EU payments in euro or Member States currencies would limit the 
smooth functioning of the Single Market and would further fragment the market along the borders 
of currencies. The EU is the biggest trading block in the world and has huge numbers of payments 
flowing in and out of the EU. For the part of these payment services that are provided by EU service 
providers, corporate users need legal certainty when making or receiving a payment to or from a 
party outside the EU. In addition EU citizens travel extensively outside the EU and expect to be 
protected by the same rules governing their contract with the payment service provider in the EU, 
even when they use their e.g. credit cards outside the EU. 

The overall objective of a EU rule on this subject is to ensure the smooth, efficient and reliable 
functioning of all payment services used by citizens and businesses in the Single Market without 
regard to the currency used or the country of origin. Therefore the liability for the correct execution 
should apply to all payment services, national and cross-border, provided by payment service 
providers in the EU to payment service user, without regard to the currency used. Since, only when 
citizens and businesses can make payments throughout the EU, as easily and safely as in the 
national context today, will the objective of a real Single Payment Market be achieved. For users it 
should not make any difference where their payment service provider is located or in which 
currency the payment transaction is executed.  
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However the rule should also take into account the concerns voiced by payment service providers 
about applying this rule to payments where the payee is located outside the EU or in cases of force 
majeure or other legal obligations such as money laundering rules that prevent the correct execution 
of a payment transaction. Therefore the rule could be limited and not apply in cases of force 
majeure or other legal obligations that prevent the correct execution and for cases where the payee 
is located outside the EU only insofar as this is in line with international inter-bank agreements, 
covering the arrival of funds of a payment transaction up to the payment service provider of the 
recipient.  

8. Dispute settlement mechanisms 

Alternative Dispute Resolution provides extrajudicial procedures for resolving civil or commercial 
disputes111. It is also used in the area of payments in order to limit the legal costs of judicial 
resolution and to accelerate the resolution of disputes via arbitrage and mediation.  

The Single Market has increased the movement of persons, goods, services and also payments 
across the European Union; this has led to an increase in cross-border disputes and the need to find 
solutions in order to create customer confidence. As a consequence, alternative dispute resolution 
mechanisms have been established and their use has considerably increased in the EU.  

During the consultation process, all stakeholders have recognised that an extension of alternative 
dispute resolution mechanisms to all payments – national and cross-border – could bring further 
benefits for the Single Payment Market. It would be in line with the philosophy of the Single 
Market as a domestic market and equality of treatment between national and cross-border payments. 
Such procedures can boost payment service users’ confidence provided that they meet minimum 
criteria guaranteeing the impartiality of the body responsible and the efficiency and transparency of 
proceedings.  

Therefore an extension of alternative dispute resolution mechanisms in the Single Market to all 
categories of payments, national and cross-border, should be considered. However, there is no 
obligation for providers or users to use these facilities. Following the example of in Directive 
97/5/EC, it seems to be sensible to build on existing schemes112 and leave the practical 
establishment to the Member States. 

                                                 
111 See also Commission Green Paper on alternative dispute resolution in civil and commercial law 

(COM (2002) 196 final). 
112 In the field of financial services and in particular payments, FIN-NET is regarded as an important tool for 

increasing confidence in cross-border trade and financial transactions. Currently, there is an obligation for 
Member States to ensure the existence of appropriate alternative dispute resolution procedures in the field of 
cross-border credit transfers (Directive 97/5/EC, Article 10). The bodies in the Member States operating 
alternative dispute resolution procedures cooperate for cross-border disputes in the FIN-NET network. 



 

EN 110   EN 

ANNEX 7: DISTRIBUTION OF IMPACTS AMONG STAKEHOLDERS AND COST-BENEFIT ANALYSIS 

1. COSTS, BENEFITS AND RISKS OF THE DIFFERENT RULES 

Costs, benefits and risks of the options to harmonise core rights and obligations of users and providers versus maintaining the status quo 

Options Costs Benefits Risks 

Rules on authorisation of 
payments and sharing of 
losses for unauthorised 
transactions 

   

A: Harmonise • Changes in the level of protection 
in the different MS can result in a 
cost increase for some providers 
and users in countries with a 
higher/lower level of protection 
or where no threshold for the 
sharing of losses existed before. 

• One rule for the entire EU 
which facilitates the 
development of EU-wide 
services and cross-border 
service provision 

• Lower compliance costs for 
pan-European actors. 

• Better consumer protection. 

• Unintended effects: 
Limitation of losses in the case of 
unauthorised transactions could be 
a negative incentive for providers 
and users to prevent fraudulent use 
of the payment system and to invest 
in the security of the system. 

B: Not harmonise • No level playing field 
• Potentially high costs for 

economy created by a lack of 
trust of users in the safety of 
electronic payment systems and 
fall back to expensive cash or 
paper based payments. 

• No adjustment costs for 
providers 
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Options Costs Benefits Risks 

Rights of refund    

A: Harmonise • The provider will have to 
establish effective inter-bank 
rules in order to provide refund to 
payers and retrieve the funds 
transferred from the other parties 
involved. 

• The costs will potentially be 
factored in the transaction prices. 

• Higher confidence in payment 
services, increase in number of 
transactions.  

• The total cost of refunds and 
disputed transactions is likely to 
be reduces by better 
compliance, prudence and 
sanctions of all parties involved 
(e.g: consumer, banks and 
merchant) 

• Unintended effects: 
Fraudulent use by consumers and 
less interest of consumer in 
knowing the reliability of supplier. 
Less interest of supplier to build up 
a good reputation 

B: Not harmonise • Reduced number of transactions. 
Lower confidence in payment 
systems. 

• Different rules in Member States 
providing for different types of 
refunds and refund periods 
between 1 day and up to 6 weeks. 
No harmonised rules to settle 
cross-border conflicts. 

• Possibly lower transaction 
prices in cases where stricter 
refund rules existed but costs 
for unauthorised transactions 
are solely borne by the 
consumer often with little 
chance to solve the problem and 
claim a refund from the other 
party (e.g. merchant, service 
provider) 

• Unintended effects:  
Less prudence of providers when 
debiting user’s accounts. 
Fraudulent behaviour of 
creditors/payee’s is not effectively 
sanctioned. 

Revocability    

A: Harmonise  • Higher transparency. 
• Higher legal certainty. 
• Reduced costs. 
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B: Not harmonise • Reduced legal certainty. 
• Higher costs of litigation. 

  



 

EN 113   EN 

 

Options Costs Benefits Risks 

Principle of execution for full 
amount 

   

A: Harmonise • Adjustment costs for providers 
for adapting rules in the interbank 
relationship and devising new 
systems for remunerating 
intermediaries 

• Legal certainty and better 
protection of users 

• More efficient payment system, 
and legal certainty for the 
providers involved 

 

B: Not harmonise • High costs for users for late 
payments and non-fulfilment of 
contractual obligations between 
transacting parties 

• Higher costs for initiating and 
receiving banks in cases where 
intermediaries have made 
unauthorised deductions from the 
transferred amount 

 • High risk that the efficiency and 
smooth functioning of economic 
transactions is impaired which 
depend on the successful 
fulfilment of a claim, ergo 
payment of the full amount. 

Maximum/default execution 
times 

   

A: Harmonise • Cost of upgrading less efficient 
systems to comply with D+1 
execution time for credit transfers 
in euro. 

• Legal certainty and better 
protection of users 

• More efficient payment system. 

 

B: Not harmonise • Low efficiency. 
• No legal certainty of transacting 

parties over the actual execution 

 • Efficiency and smooth functioning 
of economic transactions which 
depend on the reliability of 
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time. fulfilment of a claim, ergo payment 
within a specified time is impaired. 
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Options Costs Benefits Risks 

Availability and value dates    

A: Harmonise  • More transparency, currently 
hidden costs (float) will be 
transparent to user, eventually 
as higher transaction costs. 

• More competition. 

 

B: Not harmonise • Reduced transparency, hidden 
costs. 

• Reduced competition. 

  

Liability for the execution of 
the transaction 

   

A: Harmonise • Transactions costs will be higher. 
Providers will pass on costs. 

• The provider can measure 
better the risk than the client. 

• Higher confidence and 
efficiency 

 

B: Not harmonise • Reduced security 
• Uncontrollable risk for users 
• Non-transparent costs for users 

• Lower prices. • Efficiency of economic transactions 
which depend on the certainty over 
the correct execution is impaired. 

Establishment of procedures 
for settlement of disputes 

   

A: Harmonise • Costs of establishment of these 
procedures. 

• Higher consumer protection. 
Fast resolution of disputes. 

 

B: Not harmonise • Reduced protection.  • Lower costs.  
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2. DISTRIBUTION OF IMPACTS AMONST STAKEHOLDERS 

Impact of changing status quo to a common approach about rights and obligations 

Options Providers 

(At national scale) 

Pan-European 
providers 

Payees Payers Member States/ 

Administrations 

Revocability ++ ++ + + ++ 
Determining the event 
when a payment order 
becomes irrevocable. 

Applicable to all kinds of 
payments based on a 

distinction between those 
initiated by the payer and 

those initiated by the 
payee. 

+ 
Transparency and 

legal certainty. 

+ 
Transparency and legal 

certainty. 

Improved efficiency, 
one rule for the entire 

EU. 

+ 
Transparency and 

legal certainty both 
cross-border and 

domestic. 

+ 
Transparency and 

legal certainty 
both cross-border 

and domestic. 

+ 
Transparency and legal 

certainty foster the smooth 
and efficient functioning of 

the payments market 

+ = ∆ Gain – = ∆ Loss = neutral 
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Options Providers 

(At national scale) 

Pan-European 
providers 

Payees Payers Member States/ 

Administrations 

Principle of 
execution for full 

amount 

= = ++ ++ ++ 

Ensuring the arrival of 
the full amount 

transferred on the 
account of the 

beneficiary without 
any deduction in the 

payment chain. 

  + 
Higher protection. 

Increased 
Transparency. 

+ 
Higher protection. 

Increased 
Transparency. 

+ 
Transparency and legal 

certainty foster the 
smooth and efficient 

functioning of the 
payments market 

D+1-day 
maximum/default 

execution time 

– – ++ ++ ++ 

A D+1-day default 
execution time for all 

payments with the 
exception of credit 

transfers in euro where 
this is a maximum rule 
and national payments 
where higher standards 

should be kept 

+/– 
No lowering of existing 
service levels in most 

markets.  

Costs for less efficient 
systems to be modernised 

+/– 
No lowering of existing 
service levels vis-à-vis 

national markets. 

Costs for less efficient 
systems to be 

++ 
Higher efficiency, 

better service. 

++ 
Higher efficiency, 

better service. 

++ 
High efficiency of some 
national markets is not 

impaired. General 
improvement for all 

cross-border payments 
and improvement of low 
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 modernised 

 

efficiency markets 
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Options Providers 

(At national scale) 

Pan-European 
providers 

Payees Payers Member States/ 

Administrations 

Availability and 
value dates +/– +/– + + = 

The moment when 
interests start to accrue 
on an account should 
coincide with the time 

the transaction is 
debited to the users´ 
account and for the 
payee with the time 

when the transaction is 
credited. 

+/– 
The increase in 

competition due to higher 
prices comparability 
could mean business 

opportunities for most 
efficient providers and 

risk of market share loss 
for less efficient ones. 

+/– 
The increase in 

competition due to 
higher prices 

comparability could 
mean business 

opportunities for most 
efficient providers and 

risk of market share loss 
for less efficient ones. 

+ 
More transparency 

due to price 
comparability. 

+ 
More transparency 

due to price 
comparability. 

= 
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Rights of refund +/– +/– +/– +/– ++ 
Only granted if the 

payer is acting in good 
faith, his authorisation 

did not include the 
exact amount of the 
transaction or payee 
and the amount is 

contrary to an average 
payer’s legitimate 
expectations in the 

same situation. 

– 
Risk of higher costs113. 

+ 
Higher confidence in 

payment systems. 

Higher number of 
transactions. 

– 
Risk of higher costs. 

+ 
Higher confidence in 

payment systems. 

Higher number of 
transactions. 

+ 
Higher number of 

customers will 
accept e.g. direct 
debits providing 
the payee with 
faster access to 

funds. 

 

+ 
Higher consumer 

protection. 

More confidence in 
electronic payment 

instruments in 
particular direct debits 

and cards. 

++ 
More confidence in 
electronic payment 

instruments, facilitates 
dispute settlement and 

provides a high level of 
consumer protection 

both nationally and on 
cross-border level. 

                                                 
113 Actually, this may not be the case for all service providers since it may already be applied de facto. 
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Options Providers 

(At national scale) 

Pan-European 
providers 

Payees Payers Member States/ 

Administrations 

Liability for the 
execution of the 

transaction 

– – ++ ++ + 

The payment service 
provider shall give an 

unconditional 
undertaking for 

payment transactions 
he has accepted for 

execution. 

– 
Higher risks. (The risk 

has shifted from the 
consumer to the 

provider). 

– 
Higher risks. (The risk 

has shifted from the 
consumer to the 

provider). 

++ 
Higher confidence 

in payment 
systems. 

Higher number of 
transactions. 

Risks shifted to 
provider. 

++ 
Risk is transparent, 
and where relevant 

externalised in prices  

Higher protection. 

Incentives for 
improved risk 

management by 
provider. 

+ 
More efficient 

functioning of the 
payments market 
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Options Providers 

(At national 
scale) 

Pan-European 
providers 

Payees Payers Member States/ 

Administrations 

Authorisation of 
payments and 

sharing of losses for 
unauthorised 
transactions 

+/– + ++ ++ + 

The user must respect 
the safekeeping 

requirements and 
notification in case of 
lost or stolen payment 

verification instrument. 

Provider should refund 
in case of unauthorised 
transaction excepting 
gross negligence or 

fraud. The liability of 
user should not exceed 

EUR 150. 

+/– 
Cost depends on 

current regulation 
in each Member 

State.114 

+ 
Legal certainty 

and transparency 

+ 
Cost depends on current 

regulation in each 
Member State. 

Same rules in the entire 
EU and legal certainty 

and transparency 

++ 
Risk is transparent for 

users and where relevant 
externalised in prices  

Same rules in the entire 
EU, transparency and 

legal certainty  

++ 
Risk is transparent for 

users and where relevant 
externalised in prices.  

Same rules in the entire 
EU, transparency and 

legal certainty 

+ 
Simplification of legal 
framework, potentially 

more out of court 
settlement of disputes 

                                                 
114 In some Member States there is already a lower threshold put in place by regulation. Also some Member States have transposed Recommendation 97/489/EC which 

contained the threshold of EUR 150. Additionally some providers have already caped the absolute amount of loss to the user in case of lost, stolen or misappropriated 
payment verification instruments.  
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Options Providers 

(At national 
scale) 

Pan-European 
providers 

Payees Payers Member States/ 

Administrations 

Establishment of 
procedures for 
settlement of 

disputes 

+ + + + +/– 

Extrajudicial procedures 
for resolving civil or 
commercial disputes. 

+ 
Lower costs due 

to faster 
resolution of 

disputes. 

+ 
Lower costs due to faster 

resolution of disputes. 

+ 
Lower cost and faster 
resolution of disputes. 

+ 
Lower cost and 

faster resolution of 
disputes. 

+ 
Less judicial cases.  

– 
Cost of establishment of these 

procedures. 
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Proposal for a Directive of the European Parliament and of
the Council on Payment Services in the Internal Market

An Excercise in Transposition Consultations

Material for 17th May afternoon
session

 

Romania RIA Knowledge Transfer and Capacity Building Program
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Content
• Review of IA
• Short exercise on Transposition Consultations

After presentation of main elements from EC’s 
Payments Services Impact Assessment you will be
asked to build Draft Transposition Consultations
Document (essentially, a set of questions) that
shall serve the purpose of local consultations and
feed the final national position summarized in:

“Summary of Consultations: Transposition of the
Payments Services Directive”

Group A

Builds initial position of the
responsible agency, drafts
summary of consultations
document

Group B

Provides stakeholders’ views
on particular issues raised by
responsible agency and own
views
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Content of IA on Payments
Services

• Consultations (methods, collection and use of
expertise, stakeholders and main sectors
targeted)

• Problem definition
• Relevance for the EU
• Commission’s objectives
• Policy options
• Expected impacts from each option identified
• Comparison of the options identified
• Monitoring and evaluation of results
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Consultation process in EU

• 2000-2002 Two working documents by the
Commission

• 2003 Communication for consultations
• 2004 – 2005 Establishment of two expert

groups, drafting legislation
• 2005 Impact Assessment, legislative 

proposal
• 2007 Adoption with enforcement 2008/09
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Consultations revealed barriers - barriers to a 
single payment market represents topics of

intervention / regulation

• Right to provide services
• Information requirements
• Non-resident accounts
• Value dates
• Portability of bank account no.s
• Customer mobility
• Security
• Information on the originator of

payment
• Alternative dispute resolution
• Revocability of the payment order
• Right of refund in case of dispute
• Non-execution or deffective

execution
• Obligations of parties related to 

unauthorized transactions

• Use of “OUR”, “BEN”, “SHARE”
• Execution times for credit transfers
• Direct debiting
• Removing barriers to cash

circulation
• Data protection issues
• Digital signatures
• Security of networks
• Risk of breakdown

This list is of critical importance and
hence it is critical how one reaches this
list. Both expert views and stakeholders’
views alone won’t be sufficient. It is
critical to combine both experts’ and
stakeholders’ perspectives.
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Problem definition
• Cost of payments = 2-3% of

GDP on average
• Nordic countries = 0.3%-0.5% 

of GDP
• Mostly due to cash (60%-70% 

of the total cost of payments
system)

• Banks subsidize cash handling
having very high overall cost-
income ratio in payments
services (around 90%)

0.0%

5.0%

10.0%

15.0%

20.0%

25.0%

30.0%

35.0%

Romania Croatia Eurozone

Cash / M1 in %

Conclusion on problem definition: how to induce larger use of
electronic payments services (e.g. electronic invoicing)? Factors:

- price of services for users

- ease of use for users
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Problem definition II

• Lack of common payments standards
• Lack of interoperability between national

payments infrastructures
• Vested commercial interests and market

power (income on float)
• Sunk costs (legacy systems and cost of

migration and integration: lock-in effects)
• Legal fragmentation
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Objectives

• Main: Create single payments market and
increase efficiency (SEPA initiative)

• Intermediate strategic objectives: 
- open up national markets
- increase market transparency
- unify consumer protection
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Main policy options

• No action at EU level
• EU regulation
• Market self-regulation
• Combination of EU legislation and market

self-regulation
• There is evaluation (advantages vs

drawbacks for each of four main policy
options: see p. 33-35 of IA)
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Core impact assessment (selected topics)
Full harmonization vs minimum harmonization

Efficiency, common
market

Full harmonization
Minimum harmonization
with mutual recognition
and exclusion of non-EU 
currencies

Core benefits extracted

Cost of migration and
integration

+

- Costs and liability for
EU transactors vs non-
EU
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Market access for providers
Status quo vs licence (“european passport”) for payments

providers

None

Status quo
Harmonization for non-
credit institution service
providers

Competition for the
benefit of consumers

Unequal playfield for
non-credit institutions, 
lack of competition

+

- None except for
incumbents

4 types of risks and prudential concernes associated with 4 types of providers (prudential licencing
requirements should reflect risks)

-Funding payments from deposits (to be subject to prudential requirements for credit institutions)

-Funding payments from issuing e-money (to be subject to existing requirements for e-money issuers)

-Funding neither from deposits nor from e-money issuance (money remittance services, funding from
credit lines)

-Post giro institutions (the last two “non-credit” types do not pose systemic risks)
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General prudential requirements
• Proof of having adequate resources to run a sound

payments business
• Administrative, accounting and internal control

procedures
• Management quality
• Security and quality of IT infrastructure
• Responsibility of outsourced parts
• Ability to enforce AML and anti-terorist rules
• (Same capital requirements as for credit institutions are 

hard to defend – no evidence of default history in the
non-credit institution payments sector so even charges
for operational risk are questionable; also, there are no 
depositors to protect)
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Rights and obligations of users and
providers

• Certainity of authorization and responsible parties in case of unauthorized transaction
• Conditions for revocability
• Certainity about a point in time when provider has accepted an order
• Liability of provider for correct execution
• Clarity of fees and availability of funds
• Maximum execution times
• Dispute resolution rules

What type of regulation can best deal with above?

-Market self regulation

-Keep different national regimes

-Standardize core rights
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Building up ...

“Summary of Consultations: Transposition of
the Payments Services Directive”

Group A

Builds initial position of the
responsible agency, drafts
summary of consultations
document

Group B

Provides stakeholders’ views
on particular issues raised by
responsible agency and own
views



15

Steps in the process

• Build initial position of the responsible
agency

• Select, invite, introduce (stakeholders)
• Issue consultations document leaving

enough time for responses
• Building summary of consultations

(national position)
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Introduction
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Initial position (of the agency in
charge)
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Stakeholders
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Do you agree with options and impact assessment? Are 
there other options to be considered?
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Is there sufficient legal clarity in the
Directive?

(this question can be broken down in a number of specific
sub-questions)
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Is there a need for additional Romanian legislation; 
if yes, what would it be?



22

Do you agree with initial view?
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Phase I 
Introduction to Financial Sector Regulatory Impact Assessment 

- Methodological and Practical Approach - 
 
 
 
 
 
 

Case Study: 
 

Proposal for an EU Directive on payment services 
in the internal market 

 
 
 
 
 
 

Working Document for Group Discussion 
 
 

This document refers to the following paper: 
European Commission Staff, Impact assessment on Legal Framework of Payments 

 
http://ec.europa.eu/governance/impact/docs/ia_2005/sec_2005_1535_en.pdf 

 
 

  Venue: National Bank of Romania, Bucharest, May 17th, 2007 
RIA Knowledge Transfer and Capacity Building Program 
Phase I –Day 2: “Strengthening RIA Skills – Case Studies” 
Present Case Study discussed: Impact Assessment on Legal Framework on Payments 



 
Regulator 

 
 

Assignment: 
 
 
 

Your team represents the domestic regulator that is in charge to transpose the Directive 
on Payments System.  
 
Having as achievement the transposition of the Directive and the preparation of an 
accompanying RIA, some of your team will be in charge of drawn up an organizational 
plan outlining the following items: 

o Which staff need to be mobilized (background, seniority); 
o How many people are needed; 
o How to shape the work in terms of time line (it is assumed that the deadline for 

transposition is 6 months as from today); 
o Description of the planned workflow as a whole; 
o Other issues that are worth being taken into account.  
 

In Annex 1 it is attached the document where to take notes.  
 
   *   *   * 

 
Other members of your group will play a RIA exercise with regard to the transposition 
activity. They will have to prepare the following documents: 

o Regulatory Impact Assessment (see Annex 2); 
o An outline of a consultation document with stakeholders (to be identified) (see 

Annex 3). 
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ANNEX 1 
 
 

 
Execution of RIA Payments System 

Directive Transposition 
 
 
 
 

Planning Document 
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ANNEX 2 
 
 
 
 
 
 
 
 
 

 
Impact Assessment Paper 
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Index1

 
 

Executive Summary 
 

1. Identification of the problem  
2. Definition of the objective and the intended effect 
3. Identification and definition of options 
4. Impact analysis of options identified 
5. Identification of enforcement, sanctions and monitoring for each 

option 
6. Comparison of the options 
7. Outline policy monitoring and evaluation 
8. Consultation with stakeholders  

 
 

 
 
 

 
1 See EU: European Commission, Annexes to Impact Assessment Guidelines. 



 
1. Identification of the problem 

 
 

1.1. What is the problem that may require action? 
 
 
 
1.2. What are the underlying drivers of the problem? 
 
 
 
1.3. Who is affected, in what ways, and to what extent? 
 
 
 
1.4. How would the problem evolve, all things being equal? 
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2. Definition of the objective and the intended effect 
 
 
 
 
 

2.1 What are the general/more specific/operational objectives? 
 
 
 
2.2 Rationale for regulatory action  
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3. Identification and definition of options 
 
 
 
 
 

3.1. Description of the “do nothing” option; 
 
 
 
3.2. What are the possible options for meeting the objectives an 

addressing the problem? 
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4. Impact analysis of options identified 
 
 

4.1. What are the likely economic impacts of each of the (shorted-
listed) options?  

 
 
 
 
4.2. List positive and negative impacts 
 
 
 
4.3. Specify which impacts are likely to change over time and how 
 
 
 
4.4. Calculations 
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5. Identification of enforcement, sanctions and monitoring for 
each option 

 
 
 

5.1. How each option should be enforced in order to ensure 
compliance 

 
 
 
5.2. Sanctions in case of non compliance 
 
 
 
5.3. Procedures to be put in place to monitor the compliance  
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6. Comparison of the options 
 
 
 
 

6.1. Presentation of the results 
 
 
 
6.2. In case, rank the options in terms of the evaluation criteria 
 
 
 
6.3. If possible and appropriate, set out a preferred option   
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7. Outline policy monitoring and evaluation 
 
 
 

7.1. Set the core indicators of progress towards the meeting of the 
objectives 

 
 
 
7.2. Set the broad outline for possible monitoring and evaluation 

arangements 
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Consultation Document 
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Phase I 
Introduction to Financial Sector Regulatory Impact Assessment 

- Methodological and Practical Approach - 
 
 
 
 
 
 

Case Study: 
 

Proposal for an EU Directive on payment services 
in the internal market 

 
 
 
 
 
 

Working Document for Group Discussion 
 
 

This document refers to the following paper: 
European Commission Staff, Impact assessment on Legal Framework of Payments 

 
http://ec.europa.eu/governance/impact/docs/ia_2005/sec_2005_1535_en.pdf 
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Banking Industry
 

Assignment: 
 
 
 

Your team represents the Domestic Banking Association (DBA) that is concerned about 
possible unfavorable economic impacts on the banking industry as a result of the 
transposition process of the Directive on Payments System.  
 
Given that, DBA and banks agree on undertaking a RIA in order to assess the likely 
impact that could result from Directive adoption.  
 
Some of your team will be in charge of drowning up an organizational plan outlining the 
following items (it will need to put together expertise from the banking industry and from 
DBA itself): 

o Which staff need to be mobilized (background, seniority); 
o How many people are needed; 
o How to shape the work in terms of time line (it is assumed that the deadline for 

transposition is 6 months as from today); 
o Description of the planned workflow as a whole; 
o Other issues that are worth being taken into account.  
 

In Annex 1 it is attached the document where to take notes.  
 
   *   *   * 

 
Other members of your group will play a RIA exercise with regard to the transposition 
activity. They will have to prepare the following documents: 

o Regulatory Impact Assessment (see Annex 2). 
o  

Eventually, a market-participant-lead RIA will allow the banking industry to get more 
evidence-based and more documented knowledge so as to engage in a better interaction 
with the regulator in charge of the transposition process. 
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Execution of RIA Payments System 

Directive Transposition 
 
 
 
 
 
 
 
 
 
 
 

Planning Document 
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Executive Summary 
 

1. Identification of the problem  
2. Definition of the objective and the intended effect 
3. Identification and definition of options 
4. Impact analysis of options identified 
5. Identification of enforcement, sanctions and monitoring for each 

option 
6. Comparison of the options 
7. Outline policy monitoring and evaluation 
8. Consultation with stakeholders  

 
 

 
 
 

 
1 See EU: European Commission, Annexes to Impact Assessment Guidelines. 



 
1. Identification of the problem 

 
 

1.1. What is the problem that may require action? 
 
 
 
1.2. What are the underlying drivers of the problem? 
 
 
 
1.3. Who is affected, in what ways, and to what extent? 
 
 
 
1.4. How would the problem evolve, all things being equal? 
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2. Definition of the objective and the intended effect 
 
 
 
 
 

2.1 What are the general/more specific/operational objectives? 
 
 
 
2.2 Rationale for regulatory action  
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3. Identification and definition of options 
 
 
 
 
 

3.1. Description of the “do nothing” option; 
 
 
 
3.2. What are the possible options for meeting the objectives an 

addressing the problem? 
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4. Impact analysis of options identified 
 
 

4.1. What are the likely economic impacts of each of the (shorted-
listed) options?  

 
 
 
 
4.2. List positive and negative impacts 
 
 
 
4.3. Specify which impacts are likely to change over time and how 
 
 
 
4.4. Calculations 
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5. Identification of enforcement, sanctions and monitoring for 
each option 

 
 
 

5.1. How each option should be enforced in order to ensure 
compliance 

 
 
 
5.2. Sanctions in case of non compliance 
 
 
 
5.3. Procedures to be put in place to monitor the compliance  
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6. Comparison of the options 
 
 
 
 

6.1. Presentation of the results 
 
 
 
6.2. In case, rank the options in terms of the evaluation criteria 
 
 
 
6.3. If possible and appropriate, set out a preferred option   
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7. Outline policy monitoring and evaluation 
 
 
 

7.1. Set the core indicators of progress towards the meeting of the 
objectives 

 
 
 
7.2. Set the broad outline for possible monitoring and evaluation 

arangements 
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8. Consultation process (between banks and DBA) 
 
 

8.1. Indicate how and at what stage(s) stakeholders have been 
consulted 

 
 
 
8.2. Indicate the main results and how this input has been taken into 

account or why it has not been taken into account 
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1. INTRODUCTION TO THE INTERNATIONAL REGULATION OF FINANCIAL INSTITUTIONS 
BY MEANS OF MINIMUM CAPITAL REQUIREMENTS AND THE SINGLE MARKET FOR 
FINANCIAL INSTITUTIONS IN THE EU 

1.1. The international regulation of financial institutions by means of minimum 
capital requirements 

Credit institutions and investment firms (collectively ‘financial institutions’) play a crucial 
role in the efficient functioning of the economy and their activities support the material and 
social wellbeing of citizens. They are risk-focused entities and subject to the risk of failure. 
Such failures can result in significant negative impact – both on the economy and on the 
wellbeing of large numbers of individual citizens. The costs of failure are, from the 
perspective of financial institutions, an external cost. A key purpose of the regulation of 
financial institutions is to achieve the internalisation of such costs and to ensure that financial 
institutions operate at a level of soundness which, while not excluding the risk of failure, 
represents an appropriate standard having regard to its social costs. 

In the course of the last 25 years regulation of financial institutions has seen a progressive 
reduction in structural regulation1 and a progressive adoption of tools of prudential 
regulation2. The main reason for this is that the costs for society implied by a lack of 
competition due to structural regulation have induced policymakers to introduce new 
(prudential) regulatory tools which are compatible with a higher degree of competition 
between banks. 

The prudential regulatory tool which has gradually come to dominate in the international 
scenario to limit the risks taken by financial institutions when they select and monitor 
investments and more generally engage in risk-taking activities are minimum capital 
requirements (MCR), which are minimum levels of capital a financial institution must satisfy 
having regard to the risks to which it is exposed. Minimum capital requirements are designed 
to ensure that financial institutions have sufficient resources of their own to absorb the losses 
which it can reasonably be envisaged may arise as a result of their risk-taking activities and, 
in a worst case scenario, that they have sufficient resources for an orderly wind-down of the 
institution in case of failure. They form part of a broader policy mix in which other key 
aspects are the development of appropriate risk monitoring and evaluation functions in 
financial institutions and the supervision by competent authorities of financial institutions on 
an ongoing basis. 

MCR have become a central tool of financial institutions prudential regulation with the 
agreement by the Basel Committee on Banking Supervision3 of the so-called Basel Accord in 

                                                 
1 Structural regulation tools are those by which regulators model directly the structure and the behaviour 

of supervised entities. Examples of structural regulation are the central planning of branches and the 
imposition of limits on the remuneration of deposits. 

2 Examples of prudential regulation are minimum capital requirements, limits to large exposures, quality 
controls and processes. 

3 The Basel Committee on Banking Supervision was established by the central bank Governors of the 
Group of Ten (G-10) countries. For further information, see further section 4.1. 
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1988, also referred to as Basel I. This accord led to the adoption of minimum capital 
requirements across over 100 countries.4 

The agreement of the Basel I Accord was broadly contemporaneous to the adoption of key EU 
directives in the field of prudential regulation of credit institutions. The Council Directive 
89/299/EEC of 17 April 1989 on the own funds of credit institutions (Own Funds Directive) 
harmonized the definitions of own funds for all credit institutions in the EU to ensure the 
comparability of capital needed to comply with minimum capital requirements of EU credit 
institutions. The Council Directive 89/647/EEC of 18 December 1989 on a solvency ratio for 
credit institutions (Solvency Ratio Directive) implemented by means of law the contents of 
the Basel I Accord to the banking system of the European Union, harmonizing minimum 
capital requirements for credit institutions in the EU given the definitions laid down in the 
Own Funds Directive. These directives have, with others, been consolidated in the Directive 
2000/12/EC of the European Parliament and of the Council of 20 March 2000 relating to the 
taking up and pursuit of the business of credit institutions (Consolidated Banking Directive - 
CBD). 

The directives mentioned above addressed credit institutions’ risks arising from their credit-
granting activities. The Council Directive 93/6/EEC of 15 March 1993 on the capital 
adequacy of investments firms and credit institutions (Capital Adequacy Directive - CAD) 
extended the framework to a further key set of risks – those arising from institutions trading 
activities (known as ‘market risks’). The CAD also extended both the credit risk and market 
risk rules to investment firms.  

1.2. The single market for financial institutions in the EU and the FSAP 

The European Institutions have since the beginning of the 80s favoured an increase in 
competition in financial services by means of the creation of an integrated internal and single 
market for financial institutions. An important spur for this policy came from the Cecchini 
Report, a study commissioned by the European Commission from Price Waterhouse, which 
was asked to estimate the advantages coming from completion of the single market in 1992. 
The Report indicated that about one third of the advantages which could be expected from the 
completion of the Single Market could come from the integration of the European financial 
and banking system. 

The Second Council Directive 89/646/EEC of 15 December 1989 on the coordination of laws, 
regulations and administrative provisions relating to the taking up and pursuit of the business 
of credit institutions introduced the principle of the single licence for credit institutions in the 
EU. This principle was the cornerstone of the strategy for liberalising banking services in the 
EU, as it allowed the free provision of banking services eliminating the need to obtain a local 
banking charter from host country supervisors for branches and products permitted in the 
home country. 

In the attempt to finalise the process leading to a single market for financial services started 
during the 80s, the European Council instructed the Commission to prepare a policy 
framework for financial services at its meeting in Cardiff in 1998. A series of policy 
objectives and specific measures to improve the Single Market for financial services over the 

                                                 
4 While formally agreed by the authorities of the G-10 group of industrialised countries for application to 

internationally active banks, the 1988 Basel I Accord has been applied throughout the world to banks of 
all sizes and levels of complexity. 
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following five years was outlined in an Action Plan adopted by the European Commission on 
11 May 19995. The Action Plan suggested indicative priorities and time-scales for legislative 
and other measures to tackle three strategic objectives, namely ensuring a Single Market for 
wholesale financial services, open and secure retail markets and state-of-the-art prudential 
rules and supervision. 

Under strategic objective 3, state-of-the-art prudential rules and supervision, it is indicated 
that urgent headway had to be made in particular in order to: 

• Eliminate any lacunae in the EU prudential framework, arising from new forms of 
financial business or globalisation, as a matter of utmost urgency. 

• Set rigorous and appropriate standards so that the EU banking sector can successfully 
manage intensification of competitive pressures. 

• Contribute to the development of EU supervisory structures which can sustain stability and 
confidence in an era of changing market structures and globalisation. 

• Develop a regulatory and supervisory approach which will serve as the basis for successful 
enlargement. 

• Enable the EU to assume a key role in setting high global standards for regulation and 
supervision, including financial conglomerates. 

Within these objectives, one of the actions of the Financial Services Action Plan (FSAP) was 
identified as amending the directives governing the capital framework for banks and 
investment firms. 

2. THE NEED FOR REVISED PRUDENTIAL STANDARDS IN THE EU  

2.1. The main shortcomings of the existing framework 

One essential aspect of financial regulation are prudent capital adequacy provisions which 
aim to ensure that credit institutions and investment firms hold capital that is proportionate to 
the nature and scale of the risks that they undertake. It has been mentioned in the previous 
section that the existing EU capital framework is mainly based on the CBD and the CAD. 
These directives have made a significant contribution to the establishment of the single 
market and to high prudential standards.6 However, a number of shortcomings with respect to 
the present capital regime have been identified. 

• 1. Crude estimates of banks’ credit risks: Capital rules are based on a technique known as 
‘risk weighting’. This means that an exposure is assigned a risk weight – e.g. 10%, 20%, 
50%, 100% - depending upon the perceived level of risk. This percentage is then applied to 

                                                 
5 The Financial Services: Implementing the framework for financial markets: Action Plan, COM(1999) 

232 can be found on http://europa.eu.int/comm/internal_market/en/finances/actionplan/index.htm. 
6 Present EU MCR for credit risk are closely modelled on the Basel I Accord of 1988. Thorough research 

by the Basel Committee pointed out how data on the capital ratios of G-10 banks indicate that the 
introduction of the Basel Accord was followed by an increase in risk-weighted capital ratios in a 
number of countries. The average ratio of capital to risk-weighted assets of major banks in the G-10 
rose from 9.3% in 1988 to 11.2% in 1996. 
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the amount of the exposure to produce a ‘risk weighted exposure amount’. The ultimate 
capital charge is 8% of this risk weighted exposure amount. However, the current risk 
weighting of assets results in an extremely crude measure of economic risk, primarily 
because degrees of credit risk exposure are not sufficiently calibrated as to adequately 
differentiate between borrowers' different default risks. There are for example only six 
different ‘risk weight buckets’. For this reason, the actual structure of MCR impose on 
credit institutions a suboptimal financial structure and is in danger of falling into disrepute. 

• 2. Scope for capital arbitrage: The crude risk weight buckets in the current rules create a 
significant mismatch between financial institutions’ own mode of allocation of capital to 
risks and the minimum capital they have to hold in virtue of regulation. Increasingly, 
innovations in the market have enabled financial institutions from a variety of countries to 
make use of techniques to effectively arbitrage between these differences, with a resulting 
increase in levels of risk relative to minimum capital requirements levels. One technique 
considered to be a potential vehicle for this is securitisation, although it should be 
emphasised that other factors different from capital arbitrage are very important drivers 
behind securitisation. 

• 3. Lack of recognition of effective risk mitigation: The present framework does not provide 
appropriate levels of recognition for risk mitigation techniques. This means that the 
recognition of collateral, guarantees and credit derivatives is at the moment unduly limited. 

• 4. Incompleteness of the risks covered by current MCR: The present prudential framework 
is focused largely on credit risks and market risks. However, there is a range of other risks, 
including in particular operational risk, which currently are not subject to any explicit 
capital charge. Operational risk is a significant risk faced by financial institutions the 
explicit inclusion of which in capital requirements rules is necessary to reinforce the 
stability and soundness of the financial system. 

• 5. Lack of incentives for banks to develop improved internal risk management functions: 
The capital requirements rules of the existing framework, being based on crude risk 
indicators, do not encourage financial institutions to develop and improve their processes 
and techniques for the measurement and management of risks. 

• 6. Absence of a harmonised supervision requirement: The current rules omit entirely a key 
aspect necessary to achieve adequate levels of capitalisation. That is the requirement that 
supervisory authorities evaluate the actual risk profile of credit institutions to satisfy 
themselves that adequate capital is held having regard to that risk profile. 

• 7. Absence of an adequate supervisory cooperation requirement: In an increasingly cross-
border EU market it is necessary for both the proportionality of regulatory and supervisory 
burdens on institutions and for the competitiveness of the EU financial services sector that 
Member State supervisory authorities cooperate effectively with each other in the 
supervision of cross-border groups. The current rules need to be improved to produce the 
levels of cooperation in this regard necessary to the effective functioning of the EU internal 
market in financial services. 

• 8. Absence of proper market disclosures: The CBD and the CAD do not facilitate effective 
market discipline as a lever to strengthen the safety and soundness of the financial system. 
Effective market discipline requires reliable and timely information that enables market 
participants to make well-founded risk assessments. 
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• 9. Lack of flexibility in the regulatory framework: The current capital adequacy regulatory 
system in the EU lacks the flexibility needed to keep pace with rapid developments in 
financial markets and risk management practices, and with improvements in regulatory and 
supervisory tools. 

2.2. What would happen under a “no policy change” scenario? 

In light of the above, it is clear that there is a pressing need for the modernisation of the 
harmonised rules on the regulation of credit institutions and investment firms. There is wide 
and strong consensual view that the present situation is unsustainable, given that the present 
directives fail to capture the full extent or nature of the risks that some institutions are 
undertaking; that new risk management techniques are not actively encouraged or recognised; 
and that the framework may even lead to a misallocation of resources or significant capital 
arbitrage. 

In the absence of a revision of the present regime for capital requirements in Europe: 

• financial institutions’ activities would keep being imposed a misallocation of resources 
and/or a suboptimal financial structure; 

• capital requirements and risks would continue to be misaligned resulting in limited 
effectiveness of the rules on MCR;  

• significant capital arbitrage would continue and would increase, with likely serious 
consequences to the economic and social objectives at which prudential regulation is 
aimed; 

• the full extent or nature of the risks that some financial institutions are undertaking would 
keep not being captured by the present requirements; 

• the most sophisticated and most effective risk management techniques would not be 
actively encouraged or recognised; 

• financial services groups operating in more than one Member State would continue to be 
subject to disproportionate burdens resulting from multiple layers of regulation and 
supervision; 

• market forces would keep not being leveraged to strengthen the safety and the soundness 
of the financial system; 

• the EU would be unable to benefit appropriately from future developments in financial 
markets and in institutions’ risk management practices or from improvements in regulatory 
or supervisory tools, given the difficulty in speedily updating the current EU regulatory 
framework; 

• in view of the proposed global implementation of the new Basel Accord at end-2006 
(referred to as ‘Basel 2’, see section 4.1), the EU financial services sector would be 
significantly disadvantaged as compared with its overseas competitors. 
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3. THE MAIN POLICY OBJECTIVES 

Having considered the current shortcomings affecting the EU regulatory capital regime (see 
section 2) and after wide-ranging consultations with Member States and interested parties (see 
section 8), the Commission services formulated the following guiding objectives for the work 
on capital adequacy. 

3.1. Objective 1: Provide the EU with a state-of-the-art prudential standards 
framework to increase the soundness and the stability of the EU financial 
system 

EU regulatory safeguards need to keep pace with new sources of financial risk and state-of 
the-art supervisory practice in order to contain systemic or institutional risk. The highest 
standards of prudential regulation of capital adequacy are essential for both financial stability 
and the smooth functioning of the internal market for financial services. The European Union 
has to make sure that these standards: 

• are kept up to date with market developments; 

• accurately reflect the risks run by banks and investment firms operating within the EU; 

• ensure no deterioration in the overall levels of capital; 

• achieve appropriate consistency with the international framework on capital requirements; 

• take account of the specific features of the EU context. 

Such overall objective has been, on the basis of the shortcomings existing in the present 
framework, been specified more in detail in the following: 

Sub-objective 1: ensure that the economic risk of financial transactions is better captured by 
capital charges and address the first shortcoming of the existing situation which allows only 
crude estimates of institutions’ risks; 

Sub-objective 2: prevent capital arbitrage practices by financial institutions addressing the 
second shortcoming of the existing situation which gives scope for circumventing capital 
adequacy rules; 

Sub-objective 3: introduce in capital regulation an adequate recognition of risk mitigation 
techniques and address the third shortcoming of the existing situation where such recognition 
lacks almost completely; 

Sub-objective 4: ensure that the full range of risks of banks are captured by the capital 
adequacy framework and address the fourth shortcoming of the existing situation which 
presents an important incompleteness in the risks covered by minimum capital requirements; 

Sub-objective 5: provide incentives for the development of internal risk management 
functions and address the fifth shortcoming of the existing situation where such incentives 
lack almost completely; 
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Sub-objective 6: ensure that supervisory authorities evaluate the actual risk profile of credit 
institutions to satisfy themselves that adequate capital is held having regard to that risk 
profile; 

Sub-objective 7: ensure that Member State supervisory authorities cooperate effectively with 
each other in the supervision of cross-border groups; 

Sub-objective 8: leverage on market forces to strengthen the safety and soundness of the 
banking system and address the shortcoming of the present situation where proper market 
disclosures are almost absent; 

Sub-objective 9: allow European credit institutions and investment firms to respond quickly to 
market change by introducing elements of flexibility in the EU capital adequacy regulatory 
framework. 

3.2. Objective 2: Provide a proportionate capital treatment 

The new capital requirements framework should be proportionate and recognise the variations 
in risks arising from the context in which exposures to different types of borrowers are 
incurred. In particular, recognition should be given to the reduction in risks stemming from 
situations where the credit institution has a large number of relatively small exposures to 
separate counterparties. This occurs particularly in the context of lending to consumers and to 
small- or medium-sized entities. Recognition of this effect in the capital requirements rules 
will provide a proportionate and prudentially sound treatment of exposures to such 
counterparties. 

3.3. Objective 3: Provide an appropriate treatment for investment firms and 
investment services 

In order to maintain and enhance a level playing field in the single market, the new capital 
requirements regime must apply in the EU to both credit institutions and investment firms, as 
ensuring an equal treatment of these institutions is a major policy concern. At the same time, 
the Commission believe that EU rules need to be proportionate and to take fully into account 
the ‘biodiversity’ of different financial institutions. This requires appropriate adaptation of the 
general rules. 

4. THE MAIN POLICY OPTION TO REACH THE OBJECTIVES 

4.1. The importance of the Basel process 

The Basel Committee on Banking Supervision was established by the central bank Governors 
of the Group of Ten (G-10) countries. It consists of representatives of the central bank, and of 
the authority responsible for prudential supervision of banks where this is not the central 
bank, from the following countries: Belgium, Canada, France, Germany, Italy, Japan, 
Luxembourg, the Netherlands, Spain, Sweden, Switzerland, the United Kingdom and the 
United States. The European Commission, along with the European Central Bank, is an 
observer at the Committee and participates in the task forces and working groups focused on 
the capital review. 

The importance of the Basel Committee rises in the context of how the globalisation of 
financial activity makes it essential that there is a global approach to prudential standards. 
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Without such a global approach there would be in fact the twin dangers of competition in 
laxity and regulatory arbitrage. Competition in laxity occurs when jurisdictions consciously 
lower regulatory prudential requirements to attract business. And regulatory arbitrage is the 
other side of this coin - the search by financial institutions for jurisdictions in which the 
burden of prudential regulation is lightest. 

In the absence of a single world financial authority, with powers to set and enforce prudential 
regulations worldwide, the Basel Committee on Banking Supervision has emerged as the 
standard-setting body in which prudential standards are agreed by supervisors in the most 
advanced jurisdictions, while broader adoption is encouraged by peer pressure and market 
forces. 

The existence of an international framework governing regulatory capital requirements has 
brought and will continue to bring significant benefits to the global economy as a whole. In 
particular, the new Basel II Accord will be a central contribution to a sound and stable global 
financial system, enhancing the resilience of the banking system in the face of adverse events. 
It will facilitate an international level playing field which will help prevent the benefits of 
competition from being undermined by regulatory arbitrage. And it will promote the 
efficiencies that result from having similar prudential standards in force throughout the world. 

4.2. The three main options available to the EU 

Having the context of the Basel process described above in the background, there are three 
main options available to the Commission in order to achieve the three aforementioned policy 
objectives. 

4.2.1. The “Basel only” option 

In the “Basel only” option, no action is taken at the EU level to revise the existing prudential 
standards framework and banks apply voluntarily the new Basel II accord on the basis of 
indications by their regulator and / or supervisor. At the same time banks would continue to 
apply the EU framework derived from Basel I as prescribed in the CBD and in the CAD. 

This option has the benefit of minimizing the workload for EU institutions, but creates a 
series of very undesirable consequences. First, it does not promote financial stability in the 
EU as it does not foster the adoption by banks of the most advanced risk management and 
control methods. Second, it obliges de facto banks acting at the international level to apply a 
double set of prudential standards, with an important additional regulatory burden. Third, it 
does not respond to the development of globally agreed prudential standards among 
supervisors which reflect EU needs and perspectives. Fourth, it puts EU financial institutions 
at a competitive disadvantage vis à vis their international competitors as they would not be 
able to benefit from any reduction in capital requirements deriving from the new set of rules. 

For the above reasons the “Basel only” option has not been retained by the Commission 
services as a possible working method in developing the new prudential standards framework. 

4.2.2. The “EU only” option 

In the “EU only” option, action is taken at the EU level without a close link with the work 
done by the Basel Committee. The results of the discussions at the EU level would be 
translated into a new EU prudential framework. 
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This option presents the theoretical advantage of developing a framework tailored on the 
specificities of the EU financial system, and of ensuring a fully-fledged discussion at all 
moments of the development of the new rules with all Member States. However, it also 
presents a series of very serious drawbacks. First, it duplicates the work by EU regulators and 
supervisors involved in the Basel process. Second, it leads to the creation of double prudential 
standards for EU banks acting at the international level which would be subject to two 
completely different sets of rules: those imposed in the EU and those agreed by supervisors in 
Basel. Third, it does not allow the creation of a level playing field between the EU and the 
other major actors of the global financial system, such as the US, Japan and Canada. 

For the above reasons the “EU only” option has not been retained by the Commission services 
as a possible working method in developing the new capital requirements framework. 

4.2.3. The “Basel and EU” option 

In the “Basel and EU” option, action is taken at the EU level in parallel with the Basel 
process. Discussions are held at the same time in Basel and in the EU. While the new rules on 
capital adequacy are agreed by supervisors in Basel, at the same time the development of the 
discussions is presented in the EU to all Member States so that EU interests and points of 
convergence can be identified on specific issues and agreed if possible in Basel. If however 
the EU presents the need to pursue a line which can not be agreed in Basel on selected topics, 
such a line can still be pursued in the EU. 

This option has the disadvantage of particularly heavy procedures to make sure that all 
Member States are informed of the discussions in Basel. It has also the disadvantage that not 
all Member States are present at the negotiations in Basel. It presents however a series of very 
important advantages. First, it allows the creation – except for specific topics – of a globally 
agreed prudential framework which ensures a worldwide level playing field in the financial 
system. Second, it allows the EU to benefit from the discussions in Basel without the need to 
replicate an important amount of technical work in order to ensure that the EU financial 
institutions are subject to a state-of-the-art prudential framework. Third, it allows the EU to 
influence the Basel process and to arrive at the creation of a broadly single prudential 
framework (in Basel and in the EU) for European financial institutions with an important 
limitation in the regulatory burdens they have to sustain. Fourth, it provides the EU with a 
sufficiently flexible framework for necessary departures from the Basel agreed solutions 
whenever strong EU reasons require doing so. 

For the above reasons the “Basel and EU” option has been retained by the Commission 
services as the only possible working method in developing the new capital requirements 
framework. 

4.3. The chosen approach: a EU legislative approach applicable to all EU credit 
institutions and investment firms parallel to the Basel process with specific 
departures where needed 

4.3.1. Parallelism with Basel and specific departures 

In view of the above considerations regarding the three main working options available to the 
EU, the Commission services have - with the support of industry and the competent 
authorities (finance ministers and supervisors) in the Member States - adopted the working 
principle that the EU capital adequacy framework should be revised in a manner that is 
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consistent with the new Basel II Accord, but appropriately differentiated where necessary to 
take account of specificities of the EU context. 

In addition to the prudential implications, failure to reflect the new Basel II Accord in the 
legislative framework within the EU would have the potential to undermine the competitive 
position of EU financial institutions in the global market place, with significant implications 
for EU economy and society. 

At the same time, there are a number of highly significant specificities of the European 
context which had to be fully taken into account and reflected in the design of the new 
framework. Among those, the most evident ones are the need to adopt a legislative approach 
and to apply the new capital adequacy rules across all types of EU financial institutions. 

4.3.2. A legislative approach at the EU level 

The Basel Committee does not possess any formal supranational supervisory authority, and its 
conclusions do not, and were never intended to, have legal force. Rather, it formulates broad 
prudential standards and guidelines and recommends statements of best practice in the 
expectation that individual authorities will take steps to implement them through detailed 
arrangements - statutory or otherwise - which are best suited to their own national systems. 

An ordered and effective functioning of the EU internal market for financial services requires 
however that, from a prudential standards point of view, there are no impediments to the 
freedom of establishment of banks and investment firms in other Member States, and to the 
provision of financial services on a cross-border basis. This has been achieved (see sections 
1.1 and 1.2) by means of a minimum harmonization of prudential standards at EU level 
obtained by means of directives (integrated in the CBD and the CAD) which allow the 
necessary flexibility at country level for adaptation to the specificities of the various national 
financial sectors. 

This situation has implied the need to amend the existing CBD and CAD in order to reflect 
the new rules on capital adequacy. Alternative solutions would not have been compatible with 
an ordered and effective functioning of the EU internal market for financial services, and with 
the chosen working principle of parallelism with Basel with specific departures to reflect EU-
interests. 

4.3.3. An application to all credit institutions and investment firms 

The application of the same prudential standards to all entities engaging in financial activities 
allows an effective functioning of the internal market as it creates a level playing field among 
different types of competing financial institutions. 

Credit institutions and investment firms compete on the same markets when they provide 
investment services to consumers and engage in trading activities. For this reason, both types 
of institutions are subject to the same prudential requirements related to investment services, 
and in particular to the same requirements for market risk as specified in Directive 93/6/EC. 

In order to maintain a proper and effective functioning of the EU internal market, the 
Commission proposal maintains this basic principle, except where appropriate differentiation 
in treatment is needed due to the specific differences that exist between the various types of 
institutions (see section 5.3) 
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5. MAIN POLICY TOOLS TO REACH THE OBJECTIVES 

The purpose of this section is to present in appropriate detail the general policy tools which 
have been chosen in order to achieve the policy objective presented above (see section 3). 

Given the vast complexity and the deep technical level of the solutions, it is here 
impracticable to go into the full detail of all the technical choices which have been discussed 
and refined with the contribution of competent supervisory authorities during more than five 
years of work. 

It is instead possible to provide a broad outline of the retained solutions in view of the policy 
objectives presented earlier, and to stress the specific areas in which the Commission supports 
the outcome of the Basel discussion or has instead decided, after consultation with the 
Member States, to develop alternative solutions tailored to the EU specificities. 

5.1. Achieving objective 1 (state of the art of prudential standards) 

In very general terms and in view of the first objective, the Commission services are 
supportive of the overall design of the proposed new Basel II Accord, and in particular of the 
fact that it is conceived to be suitable to financial institutions of all sizes and levels of 
complexity by means of the offer it provides of a entire range of methods for the calculation 
of capital requirements of different levels of precision and complexity. This, in the 
Commission services view, represents a design which makes the new Basel II Accord a highly 
suitable basis for the new capital adequacy framework in the EU.  

The calibration of the new Basel II Accord is the second key aspect of the support that the 
Commission services have for the new Basel II Accord. In particular, Commission services 
strongly support the objective of the Basel Committee to calibrate the new regime so that 
minimum capital requirements for ‘Standardised’ Approach banks remain on average, after 
taking into account the new operational risk charge, the same as under the 1988 Accord. As 
proposed by the Basel Committee, in terms of capital requirements there should be 
appropriate incentives for institutions moving to the more advanced approaches. 

5.1.1. Achieving sub-objective 1: enhance risk sensitivity in capital requirements 
introducing the SA and IRB approaches 

Given the diversity of institutions to which the framework will apply and the desirability of 
providing appropriate incentives for institutions to improve their risk measurement and 
management, two possible strategies have been considered, in parallel with the Basel process, 
to ensure that the economic risk of financial transactions is better captured by capital charges. 
These are an approach based on institutions' internal credit assessment systems and a revision 
of the standardised credit risk weighting scheme. 

The revised ‘Standardised’ Approach 

The revised ‘Standardised’ Approach is modelled quite closely on the existing credit risk 
framework, with risk weights determined by the allocation of assets and off-balance sheet 
items to a limited number of risk buckets. The risk sensitivity of this approach has however 
been enhanced by an increase in the number of exposure classes and risk buckets, and the use 
of credit rating agencies’ ratings to assign risk weights where these are available (‘external 
ratings’).  
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A new risk weight is proposed for non-mortgage retail items. This will be 75% as compared 
with 100% currently. Similarly it is proposed that the risk weight for residential mortgage 
loans be reduced from 50% to 35%. The Commission services consider that these risk weights 
represent the appropriate ones for lending of this kind.  

It is proposed to introduce a 150% risk weight for assets which are 90 days past due (100% 
for residential mortgage loans 90 days past due). 

The approach represents a highly appropriate approach for those institutions in the EU which 
do not seek approval for the use of the more sophisticated internal ratings based approach (see 
below). On the one hand, the proposals do not represent a significant increase in levels of 
complexity as compared with the current framework. On the other, they introduce a degree of 
risk sensitivity which represents a welcome improvement as compared with the existing rules. 

The IRB approach 

The proposed Internal Ratings Based (IRB) framework represents an appropriate balance 
between soundness and prudence on the one hand and a level of complexity which ensures 
applicability to a wide range of EU institutions on the other. It represents a significant 
development in the calculation of credit risk capital requirements. Subject to a key framework 
of requirements ensuring the soundness of estimates, institutions are permitted to provide their 
own estimates of the risk parameters inherent in their different credit risk exposures. 

A key component of the IRB framework is the availability of a ‘Foundation’ Approach 
(FIRB). This allows institutions to make use of their own estimates of probability of default, 
while using regulatorily prescribed values for other risk components.7 The Commission 
services consider that this ‘middle’ approach will be attractive to and suitable for a large 
number of institutions within the EU. 

Regarding the IRB rules for retail exposures, it is proposed to have only one IRB modality: 
the ‘Advanced’ Approach. Given the significantly greater levels of data which are available to 
institutions for the retail portfolio as compared with other exposure classes, the Commission 
services consider that this represents an appropriate approach which should be achievable by 
institutions which are able to comply with the requirements of the ‘Foundation’ Approach for 
other exposure classes.  

The proposal contains specific EU provisions providing for the use by institutions of pooled 
data in the estimation of risk parameter values. This is subject to requirements as to the 
comparability and consistency of the rating systems and criteria used by other institutions in 
the pool. This will allow many smaller institutions to apply a more risk sensitive approach to 
calculating regulatory capital requirements where the size of the institution’s own portfolios 
would in themselves provide insufficient data to comply with the minimum requirements for 
the estimation of risk parameters. The Commission services consider these provisions very 
important in the EU context. 

The proposed ‘roll-out’ rules provide flexibility for institutions to move different business 
lines and exposure classes during a reasonable timeframe to the ‘Foundation’ or the 
‘Advanced’ IRB Approach. 

                                                 
7 Institutions using the ‘Advanced’ Approach (AIRB) will need to provide their own values for all risk 

components. 
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The proposed new framework also allows partial use for non-material exposure classes and 
business lines, i.e. capital requirements for these exposures can be calculated permanently 
according to the rules of the revised ‘Standardised’ Approach even if an institution uses the 
IRB Approach for calculating minimum capital requirements for other exposure classes.  

Furthermore, and significantly, the proposed EU framework recognises specifically that for 
small institutions with a limited number of sovereigns or institutions as counterparties, the 
requirement to develop a rating system for this kind of counterparty is potentially very 
burdensome. Therefore a permanent partial use for these exposure classes is proposed even in 
cases where institutions exposures to such counterparts are material. 

To facilitate the commencement of the new IRB framework it is proposed, in line with the 
Basel rules, to include transitional provisions which will allow for a limited period the 
relaxation of a number of proposed requirements that institutions will need to comply with to 
use the IRB Approach. Especially important in this context is the initial proposed relaxation in 
the data requirements for the estimation of probability of default from five years data to two 
years (increasing by one year during each of the first three years of the new regime). 

All of these provisions in the new rules will encourage institutions to apply for greater risk 
sensitivity in their business. 

5.1.2. Achieving Sub-objective 2: reduction in capital arbitrage and introduction of a new 
approach on securitisation 

The introduction of significantly enhanced risk-sensitivity as described in the previous 
paragraphs together with the closer alignment of the methodologies for calculating capital 
requirements with the methodologies of institutions for the measurement of their risks and the 
allocation of economic capital means that both the incentives and opportunities for capital 
arbitrage are significantly reduced. 

In particular, for the first time a harmonised set of rules for capital requirements in relation to 
institutions’ securitisation activities and investments has been introduced. This framework is 
designed to incorporate high-levels of risk-sensitivity. This will provide a very significantly 
improved capital requirements framework for such transactions – allowing institutions to take 
advantage of the funding, balance-sheet management and other advantages that such 
transactions can deliver. It will also result in a reduction in the extent to which securitisation 
might have been perceived as a tool for capital arbitrage purposes. 

5.1.3. Achieving Sub-Objective 3: significantly enhanced recognition of credit risk 
mitigation  

There is general agreement among supervisors that there is at present an insufficient 
recognition of sound risk management practices in the area of credit risk mitigation. The new 
framework seeks to identify the issues which are common to mitigation techniques and design 
an approach that would treat common underlying risks or economic effects in a consistent 
manner. While individual products or techniques might require some further specific tailoring, 
an advantage of this strategy is its perceived ability to adapt to continued innovation in this 
field.  

Within a framework of prudential soundness, institutions stand to gain from the significant 
advances in the recognition of techniques of credit risk mitigation which are incorporated into 
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the proposed new capital adequacy framework. These include the recognition of a 
significantly wider range of collateral and guarantee / credit derivative providers than is the 
case under the existing regime. Under the IRB Approach, it is proposed also to give a 
prudentially appropriate level of recognition to financial receivables and physical collateral. 

Alternative methodologies are made available so that institutions have the opportunity to 
choose methods of different levels of complexity. For example, in relation to the recognition 
of the risk-reducing effects of financial collateral, institutions may choose the Simple Method 
– which is based on an easy-to-use ‘risk weight substitution’ approach; or they may opt for 
the Comprehensive Method – which involves the application of volatility adjustments to the 
value of the collateral received. Similarly, in the calculation of volatility adjustments more 
and less complex approaches are made available – a straightforward ‘Supervisory’ approach 
where the amounts of the benchmark volatility adjustments are set out in a table in the draft 
proposed legislation; and a more risk-sensitive ‘Own Estimates’ approach. 

These methodologies and approaches will greatly assist in achieving the sub-objective of 
enhanced recognition of credit risk mitigation. 

5.1.4. Achieving Sub-objective 4: introduction of a requirement on Operational Risk 

Three different methodologies will be available for use by institutions in calculating their 
operational risk capital charge. 

A simple approach based on a single aggregate income indicator will be the Basic Indicator 
Approach (BIA). This approach will provide a capital buffer against operational risk, without 
requiring institutions to develop sophisticated and costly information systems about their 
operational risk exposure. Institutions using the BIA will nevertheless be required to comply 
with a set of basic risk management standards applicable to every institution. 

A more precise approach based on business lines will be the Standardised Approach (STA). 
This approach aims to be more risk-sensitive, as the capital requirement for operational risk 
will be differentiated to reflect the relative riskiness of different business lines. The use of the 
STA will be conditional upon compliance with more developed risk management standards. 
In particular, institutions will be able to map their activities into different business lines, and 
will have a process to identify their exposure to operational risk. This approach is likely to be 
attractive to a large number of smaller / less complex institutions. 

More sophisticated methodologies will be available under the Advanced Measurement 
Approach (AMA). Under this type of approach, institutions will have to be able to generate 
their own measure of operational risk, subject to more demanding risk management standards. 
AMA is expected to be gradually adopted mainly by the large internationally active 
institutions; but could also prove well suited for smaller specialised institutions which have 
developed advanced risk monitoring systems for their main activities. 

An Alternative Standardised Approach will be available to institutions that are predominantly 
active in traditional banking activities (retail and commercial banking), and which can 
demonstrate a double counting between the operational risk charge and the capital 
requirement for credit risk. This variant of the Standardised Approach was developed in the 
light of the impact analysis referred to as QIS3 (see section 6.1.1). 
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Further impact analysis (see section 6.1.4) on investment firms has also identified, under the 
STA, possible double counting between the Trading and Sales business line and the capital 
charge for market risk. A transitional provision is proposed to address this potential double 
counting. This will allow, for firms where Trading and Sales is a large part of their business, a 
reduction in the charge applied to that business line to a level that eliminates the double 
counting. This transitional provision will continue until such time as the detail of the STA can 
be reviewed based on real life experience of the operation of this framework. 

5.1.5. Achieving Sub-objective 5: reinforcement of risk assessment and management 

Capital requirements are not a substitute for sound risk assessment and management. Every 
credit institution and investment firm has to have full awareness and control over its risks 
including, but not limited to, those treated under the minimum capital requirements. 

To support smooth operating conditions at credit institutions and investment firms, the 
existing obligations on organisation have been expanded and enhanced to ensure that robust 
governance arrangements are implemented, effective processes to manage and report risks are 
operated, and adequate internal controls are in place. The board of directors of credit 
institutions and investment firms will have to ensure that duties are effectively segregated in 
the organisation and conflicts of interest are the prevented. It will also be required to approve 
and review the strategies and policies followed by the credit institution or investment firm to 
take up, manage, monitor and mitigate risks, including those related to the macroeconomic 
environment in which the institution operates in relation to the status of the business cycle. 
Further technical provisions will be laid down in relation to the major categories of risk credit 
institutions and investment firms are typically exposed to. 

In order to maximise effectiveness of these requisites, they will apply to credit institutions and 
investment firms individually, and effective interconnections will have to exist within groups. 
However, given the diversity of the institutions covered by provisions, these requirements will 
have to be met on a proportionate basis. 

This organisational infrastructure will permit institutions to maintain an ongoing balance 
between the risks they are exposed to and the capital they hold. This balance, and the 
strategies and processes implemented to continue it, will constitute a key element of the 
constant dialogue which has to exist between every institution and its supervisor concerning 
compliance with requirements on organisation and capitalisation. 

5.1.6. Achieving Sub-objective 6: supervisors to review and evaluate institutions 

To meet this sub-objective, competent authorities will be required to review the compliance 
by the credit institutions and investment firms with the various legal obligations in terms of 
organisation and risk control, and to evaluate the risks actually taken by the institutions. This 
assessment of the situation will have to be used by supervisors to determine whether 
weaknesses exist in the internal controls and capital held to meet risks. 

Supervisors will be provided with a minimum harmonised range of robust legal powers to 
require institutions to address the inadequacies identified. This range will include the 
possibility to oblige credit institutions and investment firms to hold own funds in excess of the 
minimum requirements, to apply a specific provisioning policy, to reinforce the arrangements 
and strategies concerning the take up, management, monitoring and mitigation of risks, and to 
restrict or limit the business, operations or network of the supervised institutions. 
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In line with the principle according to which capital requirements are not a substitute for 
sound risk assessment and management, increased capital requirements will be just one of the 
alternative means available to rectify weaknesses or inadequacies of supervised institutions, to 
be exploited only if alternative measures concerning organisation cannot produce positive 
results in an appropriate timeframe. 

5.1.7. Achieving Sub-objective 7: establishment of increased coordination among national 
supervisors 

The new capital framework introduces approaches which firms will want to apply, and which 
can be applied most effectively, right across a financial group. In addition, the degree of 
cross-border business in the EU is increasing, and there is a trend towards centralisation of 
risk management within cross-border groups. This last trend will only be encouraged by the 
new directive. 

All of these items lead to a need for improved coordination and cooperation amongst national 
supervisory authorities in the EU. Therefore the existing role of the consolidating supervisor, 
which is well established in the banking sector, has been developed further. Every cross-
border group will have a consolidating supervisor, as at present. Certain additional tasks will 
be allocated to this supervisor, on a EU-wide basis. And relevant supervisors will need to 
work together to consider, and decide on, applications from cross-border groups for approval 
of sophisticated models and methodologies under the IRB and AMA approaches mentioned 
earlier. 

5.1.8. Achieving Sub-objective 8: introduction of disclosure to markets 

The disclosure of information by financial institutions to market participants contributes to 
greater financial soundness and stability while at the same time maintaining a level 
competitive playing field and respecting the sensitivity of certain information. 

While the proposed new Basel II Accord will require a minimum semi-annual disclosure 
frequency for banks other than ‘small banks with stable risk profiles’, the Commission 
services propose to require disclosure on a minimum annual basis for the generality of 
institutions - while requiring them to assess whether more frequent disclosure is necessary in 
light of specific criteria. This, in the view of the Commission services, appropriately reflects 
the specific features of the EU context and is conceptually coherent with the approach of the 
Basel Committee. 

5.1.9. Achieving Sub-objective 9: introduction of flexibility in the regulatory framework 

The capital adequacy framework needs to keep pace with market developments, financial 
innovation, and progress in the techniques for the measurement and management of risks. The 
calibration of capital requirements may also need some revision to reflect developments in the 
actual exposure to risks. 

The necessary degree of flexibility is brought by making a distinction between core stable 
elements of principle (in the articles of the directive) and technical rules (in the annexes to the 
directive) that will need adaptations in the short to medium run. 

Whereas any future change to the core principles in the articles will require a co-decision 
procedure, the updates and adaptations to the technical rules will be subject to a comitology 
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procedure. This will be supported by the new committee architecture in banking (see section 
7.2). 

5.2. Achieving objective 2 (providing a proportionate capital treatment) 

Key to EU interests is the need to have MCR which are usefully applicable in a EU economic 
context in which SME-financing plays a crucial role. 

The Commission services believe that the Basel framework provides a prudentially sound 
treatment of SME lending which is nevertheless suitable to the situation of such borrowers. 

Under the ‘Standardised’ Approach, as mentioned previously, a 75% risk weight for retail 
loans is being introduced. Loans to small businesses may be included in this category, subject 
to an aggregate exposure limit per borrower of €1 million. For unrated borrowers not falling 
within the retail asset class, the risk weight remains the same as under the current regime – i.e. 
100%. 

In relation to the IRB Approach, exposures to SMEs falling within the corporate asset class 
will receive a reduction in capital requirements as compared with loans to larger corporates 
based on a firm size-related adjustment to the risk weights. This incremental discount factor 
will start when borrowers have total annual sales of less than €50 million and will increase in 
inverse proportion to the size of the firm. The largest discount - 20% - will be available for 
lending to borrowers with annual sales of €5 million or less. And the average discount will be 
approximately 10%. 

Furthermore, SME loans below an exposure size of €1 million can be treated in the retail 
portfolio. The capital requirement in the retail portfolio is generally lower than in the 
corporate portfolio because empirical evidence suggests that for any given combination of 
risk parameters the contribution to portfolio credit risk for retail and small SME exposures is 
lower than for other exposures.  

Finally, loans to corporates situated in the EU with a turnover as well as total assets for the 
consolidated group below €500 million can be excluded from the explicit maturity adjustment 
(to be replaced by an implicit maturity assumption of 2.5 years) under the IRB ‘Advanced’ 
Approach where the competent authorities opt for such an approach for all institutions 
authorised by them. 

5.3. Achieving objective 3 (appropriate treatment of investment firms) 

With specific regard to investment firms the main issues at stake are: the impact of a new 
capital charge to cover operational risk, the new rules on consolidation, the new rules 
concerning the trading book 

5.3.1. An appropriate capital charge for operational risk 

Investment services are subject to harmonised regulation based on the Investment Services 
Directive (ISD)8 and the CAD. Both credit institutions and investment firms have to comply 
with rules covering not only capital requirements but also conduct of business, segregation of 
clients’ assets, administrative and accounting procedures, internal controls, and so on. 

                                                 
8 Council Directive 93/22/EEC of 10 May 1993 on investment services in the securities field. 
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The Commission services consider that in respect of some specific investment firms / 
investment services business lines a lower calibration of the operational risk charge - as 
compared with the charges currently being proposed in the new Basel II Accord – are justified 
in the EU legislation. This is because the calibration in Basel of these business lines was 
based on data for credit institutions, and not for investment firms. 

In reaching this view the Commission services have had regard to an informal study carried 
out in 2001 in relation to the likely impact of the new operational risk charges on investment 
firms and to the fact that within the EU such services are covered by the customer protection 
requirements and risk management standards of the Investment Services Directive (whether 
they are carried out by credit institutions or investment firms).  

In order to benefit from the alternative operational risk charge, investment firms need to 
comply with a number of specific risk management standards and operational arrangements 
for investment services, as these can play a role in reducing the frequency and severity of 
operational risk losses. 

The proposal consists of the following:  

• a separate treatment for investment firms with a ‘limited licence’, which are perceived to 
be lower risk firms. This will apply to firms that do not carry out trading on their own 
account or underwriting of securities issues on a firm commitment basis. The treatment 
will allow these firms to continue to base their capital requirements on the Expenditure 
Based Requirement (EBR), as at present; 

• a treatment for investment firms which take trading positions only to fulfil client orders or 
because the rules of exchanges or clearing houses require the position to be in their names. 
These firms will face market and credit risk only when problems arise with these 
transactions. Therefore the treatment will require firms to hold capital equal to the EBR 
plus any market and credit risk charges they face. 

5.3.2. A more sound scope of consolidation for investment firms groups 

It is proposed to amend the existing alternative to consolidated capital requirements for 
investment firms groups. It is proposed that this alternative be available only to groups that 
meet a number of stringent specified conditions. It will be required, inter alia, that (i) no credit 
institution is included in the group; (ii) the group engages in a limited range of activities 
which does not include own account dealing or underwriting of issues with firm commitment; 
and (iii) the group is adequately capitalised. In such very limited cases the Commission 
services have considered that the objectives of prudential supervision on a consolidated basis 
can be achieved without imposing consolidation. 

5.3.3. A planned future solution to trading book issues 

Trading business has an important role to play in ensuring the efficiency of financial markets 
and the effective allocation of resources within the EU economy. Appropriate capital charges 
for trading book business contribute to financial stability while not discouraging firms from 
playing this important economic role. 
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The new Basel II Accord will not include a fundamental review of all trading issues, or of all 
issues concerning the management of market risk. But important advances have been made in 
a number of areas. 

A number of changes will be made to the specific risk charges for different types of financial 
instruments, to make these charges more risk sensitive. A specific treatment will also be 
introduced for trading positions in collective investment undertakings. And changes will be 
made to reflect the development of credit derivatives as a separate asset class. 

As part of a ‘next phase’ of work the Basel Committee will undertake further consideration of 
the treatment of counterparty risk for trading transactions. The Commission will participate in 
this important work reflecting the dynamic nature of the new capital requirements framework. 

6. EXPECTED IMPACTS FROM THE IDENTIFIED SOLUTIONS 

6.1. Impact studies 

In section 5, a number of solutions to the major issues presented by the existing situation have 
been presented. This section addresses in short the main thrust of the impacts of the solutions 
described in section 5 from an economic and social point of view.9  

6.1.1. The impact on capital requirements 

Table 1 shows the changes in capital requirements deriving from the new capital adequacy 
framework. 

The new rules will in general reduce capital requirements for EU credit institutions by around 
7% compared to present levels. 

The outcomes for the different approaches are generally in line with objectives – in particular 
that of combining capital neutrality with appropriate incentives for institutions to move 
towards more sophisticated approaches. This is an important achievement of the framework to 
which the Commission attached significant importance. 

Smaller domestic ‘group 2’ banks10 adopting the SA approach will face slightly reduced 
capital charges (-1.07%). 

Larger internationally active ‘group 1’ banks adopting the IRB approach will face 
substantially unchanged capital charges (1.68% if FIRB and -3.85% if AIRB). 

EU ‘group 2’ banks adopting the FIRB approach will face substantially lower capital 
requirements than under the current framework (-25.29% if FIRB and -23.12% if AIRB). 

The results show an incentive to adopt the AIRB approach for large ‘group 1’ banks, with an 
overall decrease of around 5-6% compared to the FIRB approach.11 

                                                 
9 The major impact studies that have been performed are listed in Annex I and are available on the 

Commission’s website at: http://europa.eu.int/comm/internal_market/regcapital/index_en.htm. 
10 Banks have been divided into two groups. 'Group 1' (G1) banks are larger internationally active banks, 

with Tier 1 capital in excess of 3 billion EUR. 'Group 2' (G2) banks are smaller (and generally less-
complex) not internationally active banks. 
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Table 1: Average change in minimum capital requirements - Values In %12 

 SA FIRB AIRB 

1 - EU G1 Institutions 

8.54 

5.65 

1.68 

-3.44 

-3.85 

-5.07 

2 - EU G2 Institutions 

-1.07 

0.82 

-25.29 

-20.93 

-23.12 

-27.12 

4 - All EU Institutions -6.70 

5 – All EU Institutions likely 
to adopt approach in question 

1.92 -8.86 -10.06 

These impact figures are the result a calibration process of the new Accord made of three 
main steps. In fact, after the publication with QIS3 of the impact of a set of rules published in 
the Third Consultation paper and referred to as ‘CP3’ (see section 8.2.5) which constitutes the 
backbone of the final proposals, a specific amendment on the calculation of expected losses 
(EL) and unexpected losses (UL) was introduced by the Basel Committee. This technical 
amendment modified the impact of the proposal (as indicated further in section 6.1.3) in a 
way that was no longer consistent with the main calibration objectives of the new framework. 
For this reason, a recalibration by means of a 1.06 multiplier of IRB formulas has been 
necessary, leading to the final impact figures shown above. 

6.1.2. QIS3 

The Commission services assisted the Basel Committee in its Third Quantitative Impact 
Study (QIS3) exercise for the production of impacts for the European Union (EU) area, and 
for an enlarged area comprising banks from the EU as well as from six additional countries 
(EU+6) including certain new Member States or countries belonging to the European 
Economic Area.13 The results of the QIS3 were published by the Commission on 01.07.2003, 
contemporaneously to the publication of CP3. 

                                                                                                                                                         
11 It is important to recall, however, that differences in results between FIRB and AIRB are partly driven 

by the different samples of banks providing the data and that they should be considered with caution. 
12 Figures in bold represent weighted averages. Figures in italics represent simple averages. Lines 1 and 2 

only reflect the differences in national banking system sizes. Lines 4 and 5 reflect both the differences 
in sizes in national banking systems and a best estimate agreed with national supervisors of which 
approaches institutions will actually choose in each country at the date of implementation. For more 
detailed background on the methodology adopted in producing the weighted average results, a 
Methodological Annex is available on the Commission's website at: 
http://europa.eu.int/comm/internal_market/en/finances/capitaladequacy/index.htm. 

13 The QIS3 exercise is based on consolidated data. As most of the new Member States banking system is 
consolidated in the EU results, they can be considered as generally relevant not only for the EU-15 but 
also for the EU-25 area. The EU+6 results include the minor part of the banking system not already 
consolidated in the EU figures and they should be considered as a confirmation of the EU results. 
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The following key conclusions can be drawn from Table 2, which illustrates the expected 
impacts on European banks of CP3 rules as of 01.07.2003. 

CP3 rules did in general reduce capital requirements for EU banks by around 5% compared to 
present levels, which is around 2% less than in the final proposal. 

While results are in general fully comparable to the impact results of the final proposals, QIS3 
indicated also that the change in capital charges for EU+6 ‘group 2’ banks in the SA was not 
particularly higher than in the EU.14 A moderate increase in capital charges could however be 
registered in new Member States. 

Table 2: Average change in minimum capital requirements according to CP3 rules – Values in 
% 

 SA FIRB AIRB 

1 - EU G1 Institutions 

8.54 

5.65 

1.99 

-3.69 

-3.67 

-5.74 

2 - EU G2 Institutions 

-1.07 

0.82 

-23.75 

-20.18 

-17.00 

-22.45 

3 - EU+6 G2 Institutions 3.09   

4 - All EU Institutions -5.31 

5 – All EU Institutions likely 
to adopt approach in question 

1.92 -6.86 -8.74 

Importantly (see Table 3), QIS3 also showed that the main source of reduction in capital 
requirements is the retail portfolio, which is mostly composed of loans to Small and Medium 
Enterprises (SMEs) below EUR 1 million and residential mortgage loans. This reduction 
reflects the new risk weight functions and compares favourably with the present rules which 
carry retail exposure charges that are felt to be higher than their actual risk. 

                                                 
14 EU+6 impacts are presented only limited to ‘group 2’ banks for the SA. The results for the EU+6 area 

did not show in fact any significant differences from EU results for ‘group 1’ banks in all approaches 
and for ‘group 2’ banks in the FIRB and AIRB approaches. 
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Table 3: Contributions to overall likely change in minimum capital requirements according to 
CP3 rules – Values in % 

4 - All EU Institutions 

Sovereign 1.00 Trading Book 0.12 

Bank 1.20 Specialised Lending 0.74 

Retail (incl. SMEs) -10.99 Equity 1.06 

Corporate non SMEs -3.02 Receivables -0.02 

Corporate SMEs -3.75 Investments Related 
Entities 0.94 

Operational Risk 8.83 General Provisions -1.75 

Securitisation 0.24   

QIS3 also showed that other important sources of decrease in the capital requirements are the 
exposures to corporate non-SME customers and to corporate-SME customers. This means that 
capital requirements for loans to large enterprises and SMEs will be generally no higher - and 
in many cases lower - than at present. 

QIS3 finally showed that Operational risk was the main source of increase in capital 
requirements, even though the capital charge would tend to be lower than the initially targeted 
figure of 12%. 

6.1.3. The Madrid EL-UL decision 

On 10-11 October 2003, the members of the Basel Committee met in Madrid to decide on 
responses to public comments received on the new Basel II Accord. With respect to the 
internal ratings-based IRB treatment of credit losses, the existing proposals called for banks to 
hold enough capital to absorb expected and unexpected credit losses (EL and UL) with a 
particular treatment for provisions. However, in the light of the public comments received on 
CP3, the Committee decided to revisit the issue and to adopt an approach based on 
unexpected losses only (UL). 

Under this modified approach, the measurement of risk-weighted assets (that is, the IRB 
capital requirement) is based solely on the unexpected loss portion of the IRB calculations. 
Additionally, banks compare the IRB measurement of expected losses with the total amount 
of provisions that they have made, including both general and specific provisions. For any 
individual bank, this comparison produces a "shortfall" if the expected loss amount exceeds 
its total amount of provisions or an "excess" if the total provisions exceed the expected loss 
amount. Finally, shortfalls have to be deducted from capital, and excesses have to be added to 
capital with a limit set at 0.60% of Risk Weighted Assets. 

As shown in Table 4, after the EL-UL Madrid decision the new rules would have in general 
reduced capital requirements for EU banks by around 9% compared to present levels. It meant 
a further reduction of around 4% compared to CP3. 



 

EN 27   EN 

Table 4: Average change in minimum capital requirements after the EL-UL Madrid Decision 
- Values In % 

 SA FIRB AIRB 

1 - EU G1 Institutions 

8.54 

5.65 

-2.28 

-7.07 

-7.49 

-8.6) 

2 - EU G2 Institutions 

-1.07 

0.82 

-28.36 

--24.00 

-26.50 

-30.11 

4 - All EU Institutions -9.43 

5 – All EU Institutions likely 
to adopt approach in question 

1.92 -12.39 -13.55 

Larger internationally active ‘group 1’ banks adopting the IRB approach would have faced 
moderately reduced and not any more substantially unchanged capital charges (-2.28% if 
FIRB and -7.49% if AIRB).  

EU ‘group 2’ banks adopting the AIRB approach faced lower capital requirements than under 
CP3. The further reduction of requirements for these institutions was around 8-10%. 

EU ‘group 2’ banks adopting the FIRB approach faced substantially lower capital 
requirements than under the current Accord, and around 4-5% less than under CP3. 

6.1.4. The 1.06 multiplier recalibration 

On the basis of the impact results stemming from the EL-UL Madrid Decision, and in 
particular of the consideration that the calibration of the new framework would no longer 
meet its calibration objectives, a recalibration by means of a simple multiplier of 1.06 to be 
inserted in IRB formulas was considered in order to move the impact back broadly to CP3 
levels. This recalibration has led to the final impact figures commented above in section 6.1.1. 

6.1.5. PricewaterhouseCoopers’ Report 

The European Council at its meeting in Barcelona of 15 and 16 March 2002 requested the 
Commission ‘to present a report on the consequences of the Basel deliberations for all sectors 
of the European economy with particular attention to SMEs’. The definitive version of the 
study was delivered by PricewaterhouseCoopers (PWC), the selected contractor, on 13 April 
2004 in line with the timetable set in the contract. 

In the context of a general assessment that, on balance, Basel II will be positive for the EU 
economy and prudential structures, the key conclusions of the study are as follows: 

– EU banks’ capital requirements will decrease up to ± 5% (€ 80-100 billion) and translate 
into an annual increase in profits of up to ±€ 10-12 billion; 
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– Although Basel II is expected to only have a limited effect on pricing of most bank 
lending, there will be extensive behavioural effects: banks will evaluate risk better and take 
more informed lending decisions; 

– The more risk-sensitive behaviour of banks that Basel II will entail is likely to produce in 
the long run to a more efficient allocation of capital in the economy; 

– There will be no negative impact on the availability and cost of finance for SME’s in most 
EU Member States. Fears of negative effects of Basel II on SMEs tend to derive from lack 
of adequate information, and not from the contents of the new capital adequacy regime; 

– There isn’t any automatic disadvantage for smaller banks and any indication that Basel II 
will force M&A’s and consolidation in the banking sector; 

– The decision to cover all banks in the directive will not put EU firms at a competitive 
disadvantage, nor is the US decision to apply on advanced approaches to some 20 big 
banks a significant competitive factor; 

– It is important to monitor that the various areas of national discretion embedded in the new 
framework do not become a source of competitive disadvantages in the EU single market 
for financial services; 

– Implementation costs for EU-banks are not solely driven by Basel and many of these 
investments would have happened anyway, although over a longer period; 

– Basel II procyclicality effects may be less — and less damaging — than the procyclicality 
of the present Basel I Accord. 

PWC notes two areas of concern that merit the Commission’s attention: 

– the treatment of investment firms and in particular the trading book and operational risk 
requirements. PWC concludes that the Commission’s proposals for small firms are 
adequate, but that more work needs to be done on the large firms. After the delivery of the 
study the Commission services have worked closely with the industry and have resolved 
most of the trading book problems and proposed modifications to the operational risk rules 
(see sections 5.3.1 and 5.3.3).; 

– venture capital investments by banks need further consideration. The Commission services 
have worked closely together with the venture capital industry and proposed appropriate 
amendments in the rules to take account of industry concerns as far as they can be justified. 
In particular, analysis provided by the venture capital industry showed that the originally 
proposed capital requirements are correct for single equity investments, but that for 
diversified portfolios risk decreases significantly and therefore the capital requirements 
should be lower. As a consequence, the Commission services have made available 
preferential treatments for venture capital financing, such as a reduction of the LGDs from 
90% to 65% in the IRB Approach. Venture capital industry has shown broad agreement 
and satisfaction with the proposed preferential treatments. 

The study finally looks at the very costly consequences from an economic and social point of 
view of banking crises. As the causes of banking distress and bank failures are numerous, no 
regulatory regime, irrespective of how well founded, is able to eliminate completely the 
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possibility of such events. The new framework, however, should nevertheless help reduce the 
frequency and the costs of such incidents. 

PWC’s study and conclusions confirm the Commission’s own consistent policy messages and 
reflect the enormous efforts that have been made to present sensible and responsible capital 
adequacy rules. 

6.1.6. Investment Firms QIS 

Given the lack of investment firm data included in the Basel exercises, and the intention to 
apply the capital framework to both credit institutions and investment firms in the EU, the 
Commission has carried out a number of separate impact studies on investment firms. 

During early 2003 the Commission coordinated a data-sharing exercise amongst national 
supervisors. This is discussed in the Explanatory Document to the Commission’s CP3, 
published in July 2003.15 The main output from this exercise was the finding that for the large 
majority of ‘limited licence’ firms, the Expenditure Based Requirement (‘EBR’) remained the 
most important element of the MCR, so it was appropriate to move forward with a treatment 
based on EBR. 

Further analysis of this data later in 2003 highlighted that the policy conclusion reached with 
regard to ‘limited licence’ firms was correct,16 but that further work was needed in relation to 
other investment firms.17 A further impact study was carried out early in 2004, specifically to 
look at the expected impact of the new capital framework on other investment firms. This 
impact study led to two separate conclusions: 

• that for firms whose business includes a significant proportion of trading and sales, there is 
the possibility of double counting between the capital requirements for operational risk and 
market risk, if the firm were to use the Standardised Approach for operational risk;18 

• that the introduction of an explicit operational risk charge for investment firms carrying out 
limited activities would lead to substantial capital increases that are not justified by any 
change in the risk profile of the firms. A treatment based on EBR, but extended to reflect 
the fact that these firms can face market exposures, is considered to be appropriate.19 

6.2. Special topics 

6.2.1. Impact on smaller and less complex institutions 

PWC’s study reaches the conclusion that there is no automatic disadvantage for smaller banks 
and no indication that Basel II will force M&A’s and consolidation in the banking sector. 

                                                 
15 See paragraph 351 of http://europa.eu.int/comm/internal_market/regcapital/docs/cp3/200307-

workingdoc/explanatory-doc_en.pdf 
16 See the penultimate bullet point in section 5.3.1. 
17 See paragraph 178 of http://europa.eu.int/comm/internal_market/regcapital/docs/cp3/200403-

feedback/feedback-doc_en.pdf. 
18 This conclusion applies to both investment firms and to credit institutions. It is the activity – trading and 

sales – that can produce the double counting, not the nature of the firm. See section 5.1.4. 
19 See the last bullet point of section 5.3.1. 
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6.2.2. Impact on investment firms and investment services 

The PWC’s study concludes that the Commission’s proposals for small firms are adequate, 
but that more work needs to be done for large firms. As set out in sections 5.3.1 and 6.1.6, the 
Commission has carried out further analysis of the likely impact of the capital framework on 
these larger firms, and has put forward policy proposals to ensure that the impact is not 
excessive. 

6.2.3. Impact on new Member States 

QIS3 has been conducted on the basis of credit institutions’ consolidated financial situations. 
Given that a large part of the banking system of new Member States is mainly controlled by 
EU credit institutions and consolidated in their financial accounts, the QIS3 impact results 
cover also new Member States to a very considerable extent. 

For sake of completion, a further analysis has been conducted in a selected number of new 
Member States on the independent part of the banking system. The results have proven to be 
comparable to the results already obtained for the EU (see the ‘EU+6’ QIS3 results in section 
6.1.2). 

6.2.4. Impact on SMEs 

QIS3 results suggest that credit risk capital requirements will generally decrease in the EU. 
Clearly, the variation in capital requirements will differ between different parts of the SME 
population, based on the credit quality of individual borrowers, the average credit quality in 
an industry or a region and the level of collateralisation. 

PWC’s study indicates that the new capital regime should not have a negative impact on the 
availability and cost of finance for SMEs in most European countries. As credit risk capital 
requirements relating to SMEs are likely to decrease under the new framework, there should 
be no negative impact on the availability and cost of finance for SME’s in most EU Member 
States. Fears of negative effects of Basel II on SMEs tend to derive from lack of adequate 
information, and not from the contents of the new capital adequacy regime; 

6.2.5. Impact on the macroeconomy 

The PWC’s study concludes that the implementation of the new capital requirements 
framework is unlikely to have a major impact on the large macroeconomic aggregates such as 
GDP, employment, investment and prices at the European level. In particular, if the lower 
capital requirements will translate into a reduction of the cost of borrowing to corporates, then 
the new framework might give a modest benign supply-side stimulus to the EU economy, 
generating an investment-led expansion of around 0.07% of GDP. 

6.2.6. Impact on financial stability 

PWC’s study indicates that although the new framework is expected to only have a limited 
effect on pricing of most bank lending, there will be extensive behavioural effects: banks will 
evaluate risk better and take more informed lending decisions. 

In view of this, PWC’s study observes that even if no regulatory regime is able to completely 
eliminate the possibility for banking crisis, the new framework should nevertheless help 
reduce the frequency of such incidents. 
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6.2.7. Procyclicality of the new framework 

There is no general or simple answer to the question of cyclicality. A closer alignment of 
minimum capital requirements with actual risks while beneficial and desirable also means that 
minimum capital requirements are likely to increase in times of economic difficulty. 

The Commission services consider that the draft new framework – and in particular its 
emphasis on improved risk management and measurement and its requirement for ‘changed 
conditions’ stress testing – strikes an appropriate balance in this regard. 

The Commission services also agree with consultation respondents that this is an important 
issue which must be kept under continuing review. For this reason the directive will propose a 
clause to monitor its effects through the economic cycle. The Commission and the ECB will 
report regularly to the European Council and the European Parliament on this (and the 
Commission will propose any necessary changes). 

7. HOW THE RESULTS AND IMPACTS OF THE PROPOSAL AFTER IMPLEMENTATION ARE 
MONITORED AND EVALUATED 

The proposal is expected to follow normal implementation procedures, i.e. transposition in 
Member States within 18-24 months. 

7.1. Harmonisation of provisions 

Under the existing framework, rules concerning the role and action of supervisory authorities 
are relatively limited. Member States are required to have established authorities empowered 
to supervise credit institutions and investment firms. These authorities must confirm 
compliance by institutions with the minimum requirements prescribed by the legislation and 
take appropriate steps to ensure compliance in the event of a breach of those requirements by 
institutions. 

The proposed new capital adequacy framework is more complex than the existing framework. 
Supervisory judgement and discretion will play a central role in its implementation and 
success. Not only is supervisory approval necessary for institutions wishing to adopt the more 
advanced approaches under Title II, but as described in section 5.1.6, the requirement that 
institutions are adequately capitalised in relation to their risk profile as a whole is a 
fundamental aspect of the framework.  

This means in short that under the new regime there is scope for potential divergence in the 
application of the new framework in different jurisdictions. 

For the Commission services, ensuring that the new framework is implemented consistently 
across the EU and does not give rise to inter-jurisdictional competitive distortions is a key 
aspect. One way in which this question is addressed is through appropriate harmonisation of 
the principles and requirements applying to supervisory authorities in carrying out their 
responsibilities under the new regime. In developing proposals in this regard, as described in 
section 5.1.6, the Commission services are seeking to strike the right balance between 
harmonised implementation on the one hand and the need for an appropriate scope for 
supervisory discretion and judgement on the other. 
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7.2. ‘Lamfalussy’ in banking 

In addition to normal monitoring by Commission services, the application to the banking 
sector of the Lamfalussy committee structure20 has led to the situation in which a further 
revision of the CBD and CAD will be supported by two Committes: the regulatory committee 
with comitology powers -European Banking Committee (EBC)- and an advisory committee of 
supervisors -the Committee of European Banking Supervisors (CEBS) 

The EBC will be consulted by the Commission on policy issues, and will provide a formal 
opinion on draft implementing measures (e.g. amendments to the technical rules of the 
directive) proposed by the Commission. The CEBS will be asked to provide a technical 
advice on the draft implementing measures. Close coordination between the policy level 
(Commission/EBC) and the technical level (CEBS) has already been organised. In addition to 
its advisory role, the CEBS will also contribute to the consistent application of day-to-day 
supervisory practices in the EU. 

8. STAKEHOLDER CONSULTATIONS 

8.1. Stakeholders in a capital requirements directive 

During the preparation of the draft directive the following stakeholders were identified: 

• Credit institutions and Investment Firms: It is evident that credit institutions are the most 
directly concerned by amendments in the supervisory framework. They will be subject to a 
new set of rules that may require some entities to change their procedures or raise more 
capital. However, the system will also give a quality mark to EU financial institutions 
which will be a distinct advantage on the international market (see sections 3.1, 3.3, 5.1 
and 5.3). 

• Corporates and SMEs: Corporates and SMEs represent the very engine of the European 
economy. They play a crucial role in promoting the innovation, growth and employment 
which is essential to the economic success of the Union and to the welfare of its citizens. It 
has therefore been a central objective that the new capital adequacy framework does not 
result in disproportionate capital requirements in relation to financing of such entities (see 
sections 3.2 and 5.2). 

• Banking supervisors: Member States’ competent authorities will be deeply involved in the 
implementation of the new framework and will be responsible for its enforcement. They 
are interested to the overall structure of the regulation, its suitability for the EU financial 
institutions, the correspondence between the supervisory controls required under the new 
regime and the sufficiency of legal powers it grants, the planning of their infrastructure and 
human resources (see in particular section 5.1.6). 

• Governments, Taxpayers and Consumers: Governments and taxpayers are interested in the 
reduction of the costs that financial institutions failures impose directly and indirectly on 
society: directly in the form of bail-out and work-out costs; indirectly in the form of less 

                                                 
20 For further information, see: 

http://europa.eu.int/comm/internal_market/en/finances/mobil/lamfalussy_en.htm 
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employment, credit, investment and re-allocation of resources. Consumers are sensitive to 
the protection of depositors and investors. (see in particular sections 1.1 and 6.2.6) 

8.2. Public consultations 

A large number of public consultations have taken place between 1999 and 2004 with all 
stakeholders. Each consultation was followed by a comprehensive feedback paper from the 
Commission’s services. This section gives a brief description of the main characteristics of 
each consultation21.  

8.2.1. ‘CP1’ – 22.11.1999 

The first consultations on a new capital adequacy framework for banks and investment firms 
were launched on 22 November 1999 by the European Commission's services. Financial 
services practitioners, market analysts, consumer groups, Member States and other interested 
parties were asked to comment by the end of March 2000 on a consultative paper prepared by 
the Commission's services. The paper identified a number of areas where the most significant 
issues were identified, notably credit risk (including credit risk mitigation techniques), so-
called "other risks", supervisory review and market discipline. The consultation exercise 
complemented the consultation undertaken by the Basel Committee on Banking Supervision 
which was launched on 3 June 1999. 

8.2.2. ‘CP2’ – 05.02.2001 

On 5 February 2001 the European Commission’s services launched a second round of 
consultations on a new capital adequacy framework for banks and investment firms. Financial 
service practitioners, market analysts, consumer groups, Member States and other interested 
parties were again invited to comment by the end of May 2001 on a consultative paper. 

The consultation document was designed to be read in conjunction with a similar consultation 
on the new Basel Capital Accord launched by the Basel Committee on 16 January 2001, but 
concentrated on issues where particular EU concerns needed to be taken into account. 

8.2.3. Structured Dialogue – 18.11.2002 

The European Commission’s services published on 18 November 2002 an advanced and 
detailed Working Document setting out their thinking at the time on a new capital 
requirements framework for banks and investment firms. 

The Working Document, which was accompanied by a Cover Document designed to act as an 
explanation and guide, formed the basis of a period of enhanced dialogue (the 'Structured 
Dialogue') with representative bodies and trade associations from the financial services and 
other sectors. At the EU level, this dialogue was carried out directly by the Commission 
services. At the national level, it was co-ordinated by the relevant supervisory authorities. 

                                                 
21 A complete list of the consultation documents can be found in Annex II. The consultation documents 

mentioned below are available on the Commission’s website at: 
http://europa.eu.int/comm/internal_market/en/finances/capitaladequacy/index.htm 
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The consultation period ran from 18 November 2002 to 21 February 2003 and primarily 
involved representative bodies and trade associations from the financial services and other 
sectors. Over 100 written comments were received. 

8.2.4. ‘Real Estate and Covered Bonds’ – 07.04.2003 

On 7 April 2003, the Commission services published two specific pre-consultative working 
papers on the treatment of real estate lending and the treatment of covered bonds. The 
Commission services received 20 comments before the deadline of 30 April and based on 
these comment new proposals before the start of the third consultation process. 

8.2.5. ‘CP3’ – 01.07.2003 

On 1 July 2003 the European Commission’s services published a third consultation paper 
(CP3) on a new capital requirements framework for banks and investment firms. The 
consultation exercise aimed to help ensure that the future revised EU Directive on capital 
requirements, due to come into force at the end of 2006 in parallel with the new international 
Basel II Accord, is of the highest quality. The consultation period ran until 22nd October 
2003. Approximately 130 responses were received to the Commission services third 
consultation paper. 

8.2.6. ‘EL-UL’ – 26.11.2003 

On 26 November 2003, a consultation note on the revised proposals of the Basel Committee 
on Banking Supervision concerning the treatment of expected and unexpected losses in the 
proposed new capital requirements framework was published. The Commission sought 
comments from interested parties on the proposed new rules on the treatment of expected 
losses and the recognition of provisions by 31 December 2003. 

8.2.7. ‘CIUs’ – 03.02.2004 

On 03 February 2004, a working document was published setting out revised proposals for the 
treatment of investments in collective investment undertakings (CIU) in both the trading and 
banking books. The proposals were intended to bring the banking and trading book treatments 
closer together, and to address issues raised by respondents to CP3. Eleven responses were 
received before the deadline for this consultation which was set for 29 February. 

8.2.8. ‘CP3’ - Feedback Document - 15.03.2004 

Responses to CP3 have been significant and made an important contribution to the finalisation 
of the new capital requirements framework. A Feedback Document was published on 15 
March 2004 to summarise a range of important issues in relation to which comments were 
made and to set out the Commission services’ position on these issues having taken into 
account respondents’ comments. 

8.3. Comments received 

It is not possible to provide in this document a detailed analysis of all the comments on the 
various specific issues of the proposals received during the many consultations described 
above. It is however useful , and it is the objective of this section, to briefly summarize the 
main tenor of the comments received throughout the consultation process on the most relevant 
topics. 
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8.3.1. On the objectives of the capital review project  

Commentators have generally been very supportive over time of all the three major objectives 
of the project. The goal of enhanced risk-sensitivity leading to greater financial stability has 
been particularly supported. Respondents to consultations have greatly agreed that there is a 
need for new capital requirements to replace the existing rules. 

There has also been strong support for the Commission’s approach to the relationship between 
the proposed EU rules and the new international framework which is being completed by the 
Basel Committee, in particular for the Commission’s central working principle that the EU 
capital framework should be revised in a manner that is consistent with the new international 
framework but differentiated where necessary to take account of EU specificities. 
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8.3.2. On the major policy issues  

Less complex institutions 

There has been broad and significant support for the general application of the proposed new 
rules in Europe – to all credit institutions and investment services providers whatever the 
precise legal nature and level of complexity of the institution in question. This reflects the 
perception that the proposed new framework – and in particular its incorporation of a number 
of approaches of different levels of sophistication – has been well designed for the purposes 
of broad application. Respondents have indicated that this approach supports and enhances the 
objectives of the single market level playing field. Moreover respondents have regarded it as 
strongly desirable that all institutions be included in the new framework so as to avoid the 
perception of ‘second class’ institutions that would be likely to result if some were excluded. 

Flexibility of the new directive 

There has been continued wide and strong support for the approach proposed to ensure that 
the new framework is responsive to market and supervisory innovation. This has been 
regarded as essential to maintain an optimally efficient and competitive EU financial services 
sector. Stakeholders have supported the approach where enduring principles and objectives 
are set out in the articles and provide the mandate for the more detailed and technical 
provisions contained in the annexes. Respondents have stated that the procedure for amending 
the annexes must ensure full and effective consultation with interested parties. 

Investment firms 

Concerns have been expressed by some from the investment firm sector about being subject 
to capital requirements which they perceived to be more appropriate for credit institutions and 
not suitable for the specific risk profile of investment firms. Significant modifications have 
been introduced to address these concerns within the constraints of prudential soundness. 
Some respondents have mentioned that it is very important that the EU process is capable of 
adopting developments in relation to trading book aspects important for investment firms, 
which may be agreed in Basel after agreement on the new Accord. 

Complexity 

Some respondents have commented on the perceived complexity of the proposed new rules. 
They asked for simplification and a reduced degree of prescription. On the whole, the 
Commission has increased the clarity and user-friendliness of the draft text. The proposed 
new framework itself does not represent an unduly complex framework. The design will be 
attractive to those institutions seeking simple rules to apply or wishing to progress gradually 
to more complex capital rules. So the proposed new framework contains a range of options 
and approaches of different degrees of sophistication. Institutions are able to choose their 
approach based on the degree of complexity with which they are comfortable. In relation to 
the more sophisticated approaches, for the first time institutions will be permitted to use their 
own estimates of risks to calculate their capital charges. 

8.3.3. On detailed legal issues. 

Since 1999 there have also been several consultations on detailed legal issues. The current 
proposal has been prepared taking account of comments from interested parties, in particular 
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the banking and investment firm industry. Many of the submissions were very detailed and 
provided very useful input to the work of the Commission services.  

9. COMMISSION DRAFT PROPOSAL AND JUSTIFICATION 

9.1. ‘Re-casting’ legislative technique 

A simplified legislative methodology for the incorporation of the proposed amendments in the 
existing legislation has been identified. This methodology – the so-called ‘re-casting 
technique’ (see Interinstitutional Agreement 2002/C 77/01) – enables substantive amendments 
to existing legislation to be proposed and approved without the introduction of a self-standing 
amending directive. Rather, the means of amendment is the introduction of the proposed 
amendments directly into the existing legislative text in a distinct presentational format.  

These proposed amendments are subject to the same legislative co-decision procedure as 
would be adopted in the context of a self-standing amending directive. The key difference is 
one of reduced complexity of text – with the discussions being focused directly on the 
amendments as they are proposed to appear in the existing legislation and not on a separate 
amending directive. The re-casting technique is designed to make Community legislation 
more accessible and comprehensible. 

The Commission considers that there are very major benefits in terms of presentation and 
clarity associated with the ‘re-cast’ approach and proposes to adopt this approach for the 
introduction of the new capital requirements framework. 

9.2. Outline of amended Directive 2000/12/EC 

The existing solvency ratio requirements for credit risk have been replaced by two new 
methods available to credit institutions to calculate their credit risk requirements. In 
particular, the ‘Standardised’ Approach (Art. 47 – 53) is modelled quite closely on the 
existing framework, with risk weights determined by the allocation of assets and off-balance 
sheet items to a limited number of risk buckets. The risk sensitivity of this approach has been 
enhanced by an increase in the number of exposure classes and risk buckets The Internal 
Ratings Based (IRB) approach (Art 54 – 58), permits (subject to a key framework of 
requirements ensuring the soundness of estimates) instead credit institutions to use their own 
estimates of the risk parameters inherent in their different credit risk exposures. Within the 
IRB approach, the ‘Foundation’ Approach allows credit institutions to use their own estimates 
of probability of default, while using regulatory prescribed values for other risk components. 
Under the ‘Advanced’ Approach, credit institutions may use their own estimates for losses 
given default and their exposure at default. To facilitate movement to the new IRB framework 
it is proposed, in line with the Basel rules, to include transitional provisions which will allow 
for a limited period the relaxation of a number of requirements that credit institutions will 
need to comply with to use the IRB Approach. 

Credit institutions will be required to have in place internal processes to measure and manage 
the risk they are exposed to and the amount of capital they deem adequate to support these 
risks. And Competent authorities will be required to review compliance by credit institutions 
with the various legal obligations in terms of organisation and risk control, and to evaluate the 
risks actually taken by credit institutions. 
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Credit institutions will be further required to disclose information to market participants in 
order to contribute to greater financial soundness and stability. 

In order to allow the capital adequacy framework to keep pace with market developments, 
financial innovation, and progress in the techniques for the measurement and management of 
risks, a distinction is introduced between core and technical rules that will need adaptations in 
the short to medium term. Technical rules, mainly grouped into technical Annexes will be 
able to be modified by means of a rapid comitology procedure. 

9.3. Outline of amended Directive 93/6/EEC 

The CAD directive extends the new rules on capital requirements for credit risk and 
operational risk present in the CBD to investment firms. 

The new provisions on the adequacy of internal processes and market disclosure are extended 
to investment firms as well. And as for credit institutions, competent authorities will be 
required to review compliance by the institutions with the various legal obligations in terms of 
organisation and risk control. 

The distinction between core and technical rules that will need adaptations in the short to 
medium run is also being introduced for investment firms. 
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ANNEX I: IMPACT ANALYSIS DOCUMENTS PREPARED DURING THE PROJECT 

See website: http://europa.eu.int/comm/internal_market/regcapital/index_en.htm and Annexes 

 Review of the Capital Requirements for EU 
Investment Firms - 2004 Quantitative Impact Study: 
Main results 

Annex  

 Review of the Capital Requirements for EU 
Investment Firms - 2004 Quantitative Impact Study: 
Statistical Analysis Annex  

Annex  

08.04.2004 Study on financial and macroeconomic consequences 
of the draft proposed new capital requirements for 
banks and investment firms in the EU 

Website  

01.07.2003 Review of the Capital Requirements for Credit 
Institutions and Investment Firms - Third Quantitative 
Impact Study: EU Results 

Website  

01.07.2003 Review of the Capital Requirements for Credit 
Institutions and Investment Firms - Third Quantitative 
Impact Study: Methodological Annex 

Website  



 

EN 40   EN 

ANNEX II: CONSULTATIVE DOCUMENTS PREPARED DURING THE PROJECT 

See website: http://europa.eu.int/comm/internal_market/regcapital/index_en.htm 

15.3.2004 REVIEW OF CAPITAL 
REQUIREMENTS FOR BANKS AND 
INVESTMENT FIRMS COMMISSION 
SERVICES’ THIRD CONSULTATION 
PAPER: FEEDBACK ON RESPONSES 
RECEIVED 

Website  

03.02.2004 REVIEW OF CAPITAL 
REQUIREMENTS FOR BANKS AND 
INVESTMENT FIRMS THE 
TREATMENT OF CIUS IN THE 
TRADING BOOK AND BANKING 
BOOK – WORKING DOCUMENT 

Website  

26.11.2003 REVIEW OF CAPITAL 
REQUIREMENTS FOR BANKS AND 
INVESTMENT FIRMS THE 
TREATMENT OF EXPECTED AND 
UNEXPECTED LOSSES – 
CONSULTATION NOTE 

Website  

 REVIEW OF CAPITAL 
REQUIREMENTS FOR BANKS AND 
INVESTMENT FIRMS COMMISSION 
SERVICES THIRD CONSULTATION 
PAPER: COMMENTS RECEIVED 

Website  

01.07.2003 REVIEW OF CAPITAL 
REQUIREMENTS FOR BANKS AND 
INVESTMENT FIRMS COMMISSION 
SERVICES THIRD CONSULTATION 
PAPER: WORKING DOCUMENT 

Website  

01.07.2003 REVIEW OF CAPITAL 
REQUIREMENTS FOR BANKS AND 
INVESTMENT FIRMS COMMISSION 
SERVICES THIRD CONSULTATION 
PAPER: EXPLANATORY DOCUMENT 

Website  

07.2003 WORKING PAPER OF THE 
COMMISSION SERVICES ON THE 
TREATMENT OF COVERED BONDS : 

Website  
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Comments Received 

07.2003 WORKING PAPER OF THE 
COMMISSION SERVICES ON THE 
TREATMENT OF REAL ESTATE 
LENDING : Comments Received 

Website  

07.04.2003 WORKING PAPER OF THE 
COMMISSION SERVICES ON THE 
TREATMENT OF COVERED BONDS  

Website  

07.04.2003 WORKING PAPER OF THE 
COMMISSION SERVICES ON THE 
TREATMENT OF REAL ESTATE 
LENDING 

Website  

04.2003 WORKING DOCUMENT OF THE 
COMMISSION SERVICES ON 
CAPITAL REQUIREMENTS FOR 
CREDIT INSTITUTIONS AND 
INVESTMENT FIRMS: Comments 
Received 

Website  

18.11.2002 WORKING DOCUMENT OF THE 
COMMISSION SERVICES ON 
CAPITAL REQUIREMENTS FOR 
CREDIT INSTITUTIONS AND 
INVESTMENT FIRMS: Explanatory 
Document 

Website  

18.11.2002 WORKING DOCUMENT OF THE 
COMMISSION SERVICES ON 
CAPITAL REQUIREMENTS FOR 
CREDIT INSTITUTIONS AND 
INVESTMENT FIRMS: Commission 
Services Working Document 

Website  

05.02.2001 COMMISSION SERVICES’ SECOND 
CONSULTATIVE DOCUMENT ON 
REVIEW OF REGULATORY CAPITAL 
FOR CREDIT INSTITUTIONS AND 
INVESTMENT FIRMS 

Website  

22.11.1999 A REVIEW OF REGULATORY 
CAPITAL REQUIREMENTS FOR EU 
CREDIT INSTITUTIONS AND 
INVESTMENT FIRMS: Consultation 
Document 

Website 
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1.1 This document summarises the responses to HM Treasury’s consultation: 
Transposition of the Capital Requirements Directive: Consultation and Partial 
Regulatory Impact Assessment. This consultation was launched on 28th February 2006, 
with a deadline for response by 23rd May 2006. 

1.2 HM Treasury received responses from the British Bankers Association (BBA), 
London Investment Bankers Association (LIBA) and the Investment Management 
Association (IMA). The BBA and LIBA together represent more than 300 banks and 
investment firms doing business in London and elsewhere in the UK, while the IMA is 
the trade body for the UK’s £2 trillion asset management industry. Reponses were also 
received from Moody’s Investor Services, Fitch Ratings and the Dominion Bond Rating 
Service.  

1.3 HM Treasury is very grateful to all those who responded to the consultation 
document and partial regulatory impact assessment (RIA). 

1.4 The Capital Requirements Directive (CRD) implements Basel 2 in Europe. Basel 
2 is a revision of the existing capital adequacy framework, Basel 1, and is intended to 
further reduce the probability of consumer loss or market disruption as a result of 
prudential failure. It will do so by seeking to ensure that the financial resources held by 
a firm are commensurate with the risks associated with the business profile and the 
control environment within the firm. 

1.5 European Community law requires that full effect be given to the CRD in 
national law through transposition. This task is split between HM Treasury and the UK’s 
Financial Services Authority (FSA). The FSA is transposing the bulk of the CRD by 
making rules using its powers under the Financial Services and Markets Act 2000. The 
FSA issued it’s second consultation paper CP06/3 ‘Strengthening Capital Standards 2’ 
on the same day as HM Treasury and will issue a feedback statement to the consultation 
in July. 

1.6 HM Treasury’s role is to transpose into domestic legislation those provisions 
that place new duties on the FSA. The consultation document was therefore concerned 
with the following two areas: 

• Group model recognition for the advanced approaches to measuring Pillar 1 
capital requirements (see points 1.22 – 1.29 of the consultation document 
and 2.28-2.47 of partial RIA); and 

• Recognition of external credit assessment institutions (ECAIs) for the 
purposes of credit institutions measuring their Pillar 1 capital requirements 
using the standardised approach (see points 1.30 – 1.39 of the consultation 
documents and points 2.48 – 2.73 of partial RIA) 
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QUESTIONS ASKED BY CONSULTATION AND PARTIAL RIA 

1.7 The consultation document and partial RIA outlined HM Treasury’s initial view, 
based on early discussions with the FSA and industry, and put forward a series of 
questions in relation to both areas of transposition: 

Consultation document 

• Is there sufficient legal clarity provided for in the Directive text? 

• If not, is further detail required in UK law, if so what would this be? 

Partial RIA 

• Do you agree with the analysis of the costs and benefits for the different 
implementation options, as well as the impact on competition and small 
firms? 

• Are there any alternative options, or indeed alternative combinations of the 
proposed options, that should also be considered? 

• Do you agree with HM Treasury’s initial view? If not, please specify your 
reasons. 

1.8 The next chapter will summarise the responses HM Treasury received to these 
questions in the consultation period.  
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GROUP MODEL RECOGNITION – ARTICLE 129 (2) 

Is there sufficient legal clarity provided for in the 
directive text? 

2.1 All respondents agreed with HM Treasury that although the procedure for group 
model recognition is clear in the directive text, there is a need for the FSA to have 
flexibility where there has been a major structural change to a group and to request a 
further application i.e. provision allowing for the variation and revocation of group 
model recognition. 

If not, is further detail required in UK law, if so what 
would this be? 

2.2 There were no further suggestions for extra detail to be included in UK law. 

Do you agree with the analysis of the costs and benefits 
for the different implementation options, as well as the 
impact on competition and small firms? 

2.3 Respondents felt that the Partial RIA helpfully benchmarked the likely costs of 
the alternative options.  

Are there any alternative options, or combinations of 
the proposed options, that should also be considered? 

2.4 No alternative options were suggested. 

Do you agree with HM Treasury’s initial view? 

2.5 All respondents supported HM Treasury’s proposal that Option 3 be used to 
transpose the provision in Article 129(2) of the CRD – a copy-out approach with 
provision allowing for the variation and revocation of a group application. 

RECOGNITION OF EXTERNAL CREDIT ASSESSMENT 
INSTITUTIONS – ARTICLES 81, 82, 97 AND 98 

Is there sufficient legal clarity provided for in the 
directive text? 

2.6 All respondents agreed that there is sufficient legal clarity in the directive text.  

2.7 A majority of respondents also wished to stress that the additional guidance 
provided by the Committee of European Banking Supervisors (CEBS) would be vital at 
the FSA operational level. 
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If not, is further detail required in UK law, if so what 
would this be? 

2.8 No further detail was suggested. 

Do you agree with the analysis of the costs and benefits 
for the different implementation options, as well as the 
impact on competition and small firms? 

2.9 The majority of respondents agreed with the analysis of costs and benefits for 
the different implementation options. All recognised that a full quantative cost benefit 
analysis was not feasible in the case of ECAI recognition and therefore agreed with the 
more qualitative approach taken. 

2.10 All agreed that CEBS would play a role in facilitating a more harmonised pan-
European approach to ECAI recognition. 

Are there any alternative options, or combinations of 
the proposed options, that should also be considered? 

2.11 One respondent suggested an alternative option to copy-out where the material 
contained within the CRD Annexes relating to ECAI recognition is not put into UK 
legislation, but is laid out in the FSA handbook. This would then act as a peg on which 
to hang the CEBS guidance. 

2.12 HMT has sought legal advice on this alternative option. The Annexes in question 
impose functions on the supervisory authority relating to the recognition of ECAIs and 
the mapping assessments for credit quality steps. As these requirements are an integral 
part of the functions imposed on the supervisory authority under Articles 81, 82, 97 and 
98, it is appropriate for the detail to be set out in UK law in order to ensure the clarity of 
the FSA’s statutory responsibilities. However, this does not prevent the FSA also setting 
out these details in their Handbook as part of their rules and guidelines. HM Treasury 
have referred this suggestion to the FSA. 

Do you agree with HM Treasury’s initial view? 

2.13 All respondents supported HM Treasury’s proposal that Option 2 be used to 
transpose the Articles on ECAI recognition into UK law. One respondent suggested the 
alternative option above, however, they were also content with the HMT proposal. 
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CONCLUSIONS 

3.1 All of the respondents were content with HM Treasury’s proposals for the 
transposition of CRD provisions for group model recognition and ECAI recognition.   

3.2 On the transposition of Article 129 (2) – group model recognition, all were of the 
view that the directive text requires further clarity to deal with situations where there is 
a major structural change to a group. Respondents were therefore content with HM 
Treasury’s proposal to use Option 3. 

3.3 On the transposition of Articles 81, 82, 97 and 98 and related annexes for ECAI 
recognition, all respondents were content that the directive provides sufficient clarity to 
allow for a direct ‘copy-out’ approach into UK law. One respondent suggested an 
alternative to Option 2, which entailed the material contained in the annexes relating to 
these articles being implemented directly into the FSA Handbook, instead of into UK 
law. Legal advisors have said that this option would not be feasible because the Annexes 
impose obligations on the FSA that must be transposed into UK law along with the 
respective articles. HM Treasury therefore intends to transpose the provisions relating 
to ECAI recognition according to Option 2, direct ‘copy-out’. 

NEXT STEPS 

3.4 Legislation to the above effect will be made in autumn 2006, supported by a full 
Regulatory Impact Assessment. This will be made public via the HM Treasury website: 
www.hm-treasury.gov.uk 

3.5 The CRD will come into force from 1st January 2007 for the standardised 
approaches to measuring capital requirements and 1st January 2008 for the more 
advanced approaches. 

3.6 Please direct any enquiries to: 

Gillian Hood 
Financial Stability and Risk Team 
Room 4.22 
HM Treasury 
1 Horse Guards Road 
London 
SW1A 2HQ 
 
Tel: (+44) (0) 207 270 5219 
Fax: (+44) (0) 207 451 7524 
 
Email: Gillian.Hood@hm-treasury.x.gsi.gov.uk 
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Day 2: Strengthening RIA skills - Case Studies 

 
SESSION I 

 
GENERAL STRUCTURE 

 
Mr. Velimir Sonĵe 

 
 
09:10 – 09:50  Introduction 
   
  Structure of the seminar, choice of the working groups 

Introduction to Basle II 
 
09:50 – 10:45 Group discussion 
 

Participants will be divided in two groups, preferably balanced in a sense 
that each group should consist of individuals who are specialists in the 
field of banking regulation and of those who are not. 
 
One group will be playing a role of the operational team/division in charge 
of producing RIA on Basle II. The other group will be playing a role of 
industry representatives. Program facilitator will be playing a role of a 
specialized unit in charge for RIA methodology, helping both groups to 
articulate their positions and meet standards of the RIA process. 
 
The aim is twofold: 
i) to fill in the Extended Impact Assessment document as per 

facilitator's instructions; 
ii to outline an agreed RIA document.  

 
10:45 – 11:00 Coffee Break 
 
11:00 – 12:00 Completion of group discussions, presentations and plenary discussion 
 

 

 

Romania RIA Knowledge Transfer and Capacity Building Program

 

Romania RIA Knowledge Transfer and Capacity Building Program



Groups will select spokesmen who will be presenting final views. 
Discussion and summary. 
 
Besides summarizing the excerscise, the purpose of the plenary discussion 
is to go through the annex of the seminar document which contains a 
template for building RIA. 

 
 
 
Working documents: 
 

1. Extended Impact Assessment on the Proposal for a EU Directive on 
the capital adequacy of investment and credit institutions (in Word 
format for simulation purpose); 

2. Regualtory Impact Assessment Template. 
 
 
Background documents: 
 

a. EC, Extended Impact Assessment on the Proposal for a EU Directive 
on the capital adequacy of investment and credit institutions (the 
original pdf version); 

b. UK Treasury, Summary of responses: Transposition of the Capital 
Requirements Directive: Consultation and partial regulatory Impact 
Assessment. 

 
 
 



Introduction to case-studies and
Basle II

Capital Requirements Directive

May 17th morning session
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Romania RIA Knowledge Transfer and Capacity Building Program



Two views on RIA and
two types of RIA

• Domestically “originated” RIA 
(domestic regulatory problem, 
domestically produced RIA)

• EU legislation transposition
related “imported” RIA 
(emphasis on consultations to 
reflect local views on EU 
legislation and regulation
given Impact Assessment
provided by EC)

In the remainder of the
morning session we will
“pretend” that we are 
building CRD RIA from
scratch as if we were EC

In the afternoon the task
will be to organize
consultation process to 
collect and reflect
Romanian views on 
legislation and impact
assessment provided by
the EC



In both cases two groups

A: Responsible agency (organizes
consultations, drafts documents)

B: Stakeholders’ perspective
Groups should be equaly sized with

balanced share of people who are 
knowledgable about the particular topic.

Morning membership can change in the
afternoon.



What are the steps during our
morning work

• I will first act as a consultancy company
which informs authorities on some results

• Then I will act as your RIA advisor while
group A will be asked to develop a few key
elements of RIA and group B will be asked
to reflect stakeholders’ positions



What do we deal with?

• Directives 2006/48/EC and 2006/49/EC
• Taking up and pursuit of the business of

credit institutions
• Capital adequacy of investment firms and

credit institutions
• Extended Impact Assessment (2004)



Why do we deal with it
(why transition from Basle I to Basle II)?

Basle I (crude rules)

(1988/89)

Basle II (thinking)

(2007/08)

Factors affecting the transition above:

Liberalization / globalization; enhanced competition (risk management as a factor of
competition); concentration and growth of international banks; larger and more complex
financial risks (including market and operational risks); financial innovations; single european
market for financial services (single licence introduced as of 1989)

Market risk amendments
1993, 1996

Standardized
(similar to left)

Foundation
IRB

Minimum capital requirements

Advanced
IRB

P1
K = 10

D = 90

Excess reserve = 5

Required reserve = 9

Gvt’ bonds = 10

Mortgage loans = 31

Other loans to h’hlds = 25

Corporate loans = 20

BANK 

CAR = 10/(0*24 + 0,5*31 + 1*45) = 10/60,5 = 16,5%

Probability of
default

Expected loss Unexpected loss Catastrophic loss
Reserves Economic capital Takeover



Shortcomings of existing
framework

• No possibilities to differentiate between
borrowers default risks

• Capital arbitrage (e.g. securitization)
• Recognition of collateral is very limited
• No operational risk capital charges



 
 
 
 
 
 
 
 
 
 
 
 

Phase I 
Introduction to Financial Sector Regulatory Impact Assessment  

- Methodological and Practical Approach - 
 
 
 
 
 
 

Case Study: 
 

Proposal for an EU Directive on the capital adequacy of 
investment firms and credit institutions 

 
 
 
 
 
 

Working document for Group discussion 
 
 

This document is drawn from the following paper: 
European Commission Staff, Extended Impact Assessment on Capital Adequacy 

 
http://ec.europa.eu/governance/impact/docs/ia_2004/sec_2004_0921_en.pdf 

 
Misssing content has been introduced only for the purpose of running a simulation with course 

participants so as to actively involve them in the approach used in the current Impact 
Assessment 

Whenever it occurs, missing content is highlighted with boxes and colors.  
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  Venue: National Bank of Romania, Bucharest, May 17th, 2007 
Phase I –Day 2: “Strengthening RIA Skills – Case Studies” 
Present Case Study discussed: Extended Impact Assessment of the Proposal for a EU Directive on the 
capital adequacy of investment firms and credit institutions. 
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Assignment: 
 
 
 

Your team is the Unit or Division that shares the responsibility of ensuring top quality 
impact assessment..  
 
In this case, you have to participate in preparation of an Extended Impact Assessment 
(EIA) on the draft Directive on Capital Requirements for Credit Institutions.  
 
Your team realizes that there is a draft document which is only partially filled and which 
has to be completed. 
 
With regard to parts and sections still incomplete, the task of your team is to draft the 
content of missing sections. If this can help your brainstorming, in thinking about the 
missing sections you can take Romanian perspective.  
 
Throughout the main document  two types of boxes will be found:  

o Yellow boxes: they refer to sections that the team is expected to fill in; 
o Grey boxes: they refer to text that has been omitted in order to make the 

document shorter and since it is not strictly pertaining to the background 
information that is needed to run the whole simulation 

 
 
Finally, your team will also fill in the “RIA standard template”.  
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COMMISSION OF THE EUROPEAN COMMUNITIES 
 
 
 
 
 
 

COMMISSION STAFF WORKING PAPER 
 

Proposal for a Directive of the European Parliament and of the Council relating to 
the 

taking up and pursuit of the business of credit institutions 
(recast) 

Proposal for a Directive of the European Parliament and of the Council on the 
capital 

adequacy of investment firms and credit institutions 
(recast) 

 
 
 
 

Extended Impact Assessment 
 
 

Draft version – for simulation purpose 
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1. INTRODUCTION TO THE INTERNATIONAL REGULATION OF FINANCIAL INSTITUTIONS 
BY MEANS OF MINIMUM CAPITAL REQUIREMENTS AND THE SINGLE MARKET FOR 
FINANCIAL INSTITUTIONS IN THE EU 
 
1.1. The international regulation of financial institutions by means of minimum 
capital requirements 
 
Credit institutions and investment firms (collectively ‘financial institutions’) play a 
crucial role in the efficient functioning of the economy and their activities support the 
material and social wellbeing of citizens. They are risk-focused entities and subject to the 
risk of failure. Such failures can result in significant negative impact – both on the 
economy and on the wellbeing of large numbers of individual citizens. The costs of 
failure are, from the perspective of financial institutions, an external cost. A key purpose 
of the regulation of financial institutions is to achieve the internalisation of such costs and 
to ensure that financial institutions operate at a level of soundness which, while not 
excluding the risk of failure, represents an appropriate standard having regard to its social 
costs. 
 
In the course of the last 25 years regulation of financial institutions has seen a progressive 
reduction in structural regulation1

 and a progressive adoption of tools of prudential 
regulation2. The main reason for this is that the costs for society implied by a lack of 
competition due to structural regulation have induced policymakers to introduce new 
(prudential) regulatory tools which are compatible with a higher degree of competition 
between banks. 
 
The prudential regulatory tool which has gradually come to dominate in the international 
scenario to limit the risks taken by financial institutions when they select and monitor 
investments and more generally engage in risk-taking activities are minimum capital 
requirements (MCR), which are minimum levels of capital a financial institution must 
satisfy having regard to the risks to which it is exposed. Minimum capital requirements 
are designed to ensure that financial institutions have sufficient resources of their own to 
absorb the losses which it can reasonably be envisaged may arise as a result of their risk-
taking activities and, in a worst case scenario, that they have sufficient resources for an 
orderly wind-down of the institution in case of failure. They form part of a broader policy 
mix in which other key aspects are the development of appropriate risk monitoring and 
evaluation functions in financial institutions and the supervision by competent authorities 
of financial institutions on an ongoing basis. 
 

                                                 
1 Structural regulation tools are those by which regulators model directly the structure and the behavior of 
supervised entities. Examples of structural regulation are the central planning of branches and the 
imposition of limits on the remuneration of deposits. 
2 Examples of prudential regulation are minimum capital requirements, limits to large exposures, quality 
controls and processes. 
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MCR have become a central tool of financial institutions prudential regulation with the 
agreement by the Basel Committee on Banking Supervision3

 of the so-called Basel 
Accord in 1988, also referred to as Basel I. This accord led to the adoption of minimum 
capital requirements across over 100 countries4. 
 
 
The agreement of the Basel I Accord was broadly contemporaneous to the adoption of 
key EU directives in the field of prudential regulation of credit institutions. The Council 
Directive 89/299/EEC of 17 April 1989 on the own funds of credit institutions (Own 
Funds Directive) harmonized the definitions of own funds for all credit institutions in the 
EU to ensure the comparability of capital needed to comply with minimum capital 
requirements of EU credit institutions. The Council Directive 89/647/EEC of 18 
December 1989 on a solvency ratio for credit institutions (Solvency Ratio Directive) 
implemented by means of law the contents of the Basel I Accord to the banking system of 
the European Union, harmonizing minimum capital requirements for credit institutions in 
the EU given the definitions laid down in the Own Funds Directive. These directives 
have, with others, been consolidated in the Directive 2000/12/EC of the European 
Parliament and of the Council of 20 March 2000 relating to the taking up and pursuit of 
the business of credit institutions (Consolidated Banking Directive - CBD). 
 
The directives mentioned above addressed credit institutions’ risks arising from their 
credit-granting activities. The Council Directive 93/6/EEC of 15 March 1993 on the 
capital adequacy of investments firms and credit institutions (Capital Adequacy Directive 
- CAD) extended the framework to a further key set of risks – those arising from 
institutions trading activities (known as ‘market risks’). The CAD also extended both the 
credit risk and market risk rules to investment firms. 
 
 
 
1.2. The single market for financial institutions in the EU and the FSAP 
The European Institutions have since the beginning of the 80s favored an increase in 
competition in financial services by means of the creation of an integrated internal and 
single market for financial institutions. An important spur for this policy came from the 
Cecchini Report, a study commissioned by the European Commission from Price 
Waterhouse, which was asked to estimate the advantages coming from completion of the 
single market in 1992. The Report indicated that about one third of the advantages which 
could be expected from the completion of the Single Market could come from the 
integration of the European financial and banking system. 
 

                                                 
3 The Basel Committee on Banking Supervision was established by the central bank Governors of the 
Group of Ten (G-10) countries. For further information, see further section 4.1. 
4 While formally agreed by the authorities of the G-10 group of industrialized countries for application to 
internationally active banks, the 1988 Basel I Accord has been applied throughout the world to banks of all 
sizes and levels of complexity. 
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The Second Council Directive 89/646/EEC of 15 December 1989 on the coordination of 
laws, regulations and administrative provisions relating to the taking up and pursuit of the 
business of credit institutions introduced the principle of the single license for credit 
institutions in the EU. This principle was the cornerstone of the strategy for liberalizing 
banking services in the EU, as it allowed the free provision of banking services 
eliminating the need to obtain a local banking charter from host country supervisors for 
branches and products permitted in the home country. 
 
In the attempt to finalize the process leading to a single market for financial services 
started during the 80s, the European Council instructed the Commission to prepare a 
policy framework for financial services at its meeting in Cardiff in 1998. A series of 
policy objectives and specific measures to improve the Single Market for financial 
services over the following five years was outlined in an Action Plan adopted by the 
European Commission on 11 May 19995. The Action Plan suggested indicative priorities 
and time-scales for legislative and other measures to tackle three strategic objectives, 
namely ensuring a Single Market for wholesale financial services, open and secure retail 
markets and state-of-the-art prudential rules and supervision. 
 
 
Under strategic objective 3, state-of-the-art prudential rules and supervision, it is 
indicated that urgent headway had to be made in particular in order to: 

• Eliminate any lacunae in the EU prudential framework, arising from new forms of 
financial business or globalisation, as a matter of utmost urgency. 
• Set rigorous and appropriate standards so that the EU banking sector can 
successfully manage intensification of competitive pressures. 
• Contribute to the development of EU supervisory structures which can sustain 
stability and confidence in an era of changing market structures and globalisation. 
• Develop a regulatory and supervisory approach which will serve as the basis for 
successful enlargement. 
• Enable the EU to assume a key role in setting high global standards for regulation 
and supervision, including financial conglomerates. 
 

Within these objectives, one of the actions of the Financial Services Action Plan (FSAP) 
was identified as amending the directives governing the capital framework for banks and 
investment firms. 
 
 
 
 
 
 
 
 

                                                 
5 The Financial Services: Implementing the framework for financial markets: Action Plan, COM(1999) 
232 can be found on http://europa.eu.int/comm/internal_market/en/finances/actionplan/index.htm. 
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2. THE NEED FOR REVISED PRUDENTIAL STANDARDS IN THE EU 
2.1. The main shortcomings of the existing framework 
 
One essential aspect of financial regulation are prudent capital adequacy provisions 
which aim to ensure that credit institutions and investment firms hold capital that is 
proportionate to the nature and scale of the risks that they undertake. It has been 
mentioned in the previous section that the existing EU capital framework is mainly based 
on the CBD and the CAD. These directives have made a significant contribution to the 
establishment of the single market and to high prudential standards6. However, a number 
of shortcomings with respect to the present capital regime have been identified. 
 
• 1. Crude estimates of banks’ credit risks: Capital rules are based on a technique known 
as ‘risk weighting’. This means that an exposure is assigned a risk weight – e.g. 10%, 
20%, 50%, 100% - depending upon the perceived level of risk. This percentage is then 
applied to the amount of the exposure to produce a ‘risk weighted exposure amount’. The 
ultimate capital charge is 8% of this risk weighted exposure amount. However, the 
current risk weighting of assets results in an extremely crude measure of economic risk, 
primarily because degrees of credit risk exposure are not sufficiently calibrated as to 
adequately differentiate between borrowers' different default risks. There are for example 
only six different ‘risk weight buckets’. For this reason, the actual structure of MCR 
impose on credit institutions a suboptimal financial structure and is in danger of falling 
into disrepute. 
 
• 2. Scope for capital arbitrage: The crude risk weight buckets in the current rules create 
a significant mismatch between financial institutions’ own mode of allocation of capital 
to risks and the minimum capital they have to hold in virtue of regulation. Increasingly, 
innovations in the market have enabled financial institutions from a variety of countries 
to make use of techniques to effectively arbitrage between these differences, with a 
resulting increase in levels of risk relative to minimum capital requirements levels. One 
technique considered to be a potential vehicle for this is securitisation, although it should 
be emphasised that other factors different from capital arbitrage are very important 
drivers behind securitisation. 
 
• 3. Lack of recognition of effective risk mitigation: The present framework does not 
provide appropriate levels of recognition for risk mitigation techniques. This means that 
the recognition of collateral, guarantees and credit derivatives is at the moment unduly 
limited. 
 
• 4. Incompleteness of the risks covered by current MCR: The present prudential 
framework is focused largely on credit risks and market risks. However, there is a range 
of other risks, including in particular operational risk, which currently are not subject to 
                                                 
6 Present EU MCR for credit risk is closely modeled on the Basel I Accord of 1988. Thorough research by 
the Basel Committee pointed out how data on the capital ratios of G-10 banks indicate that the introduction 
of the Basel Accord was followed by an increase in risk-weighted capital ratios in a number of countries. 
The average ratio of capital to risk-weighted assets of major banks in the G-10 rose from 9.3% in 1988 to 
11.2% in 1996. 
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any explicit capital charge. Operational risk is a significant risk faced by financial 
institutions the explicit inclusion of which in capital requirements rules is necessary to 
reinforce the stability and soundness of the financial system. 
 
• 5. Lack of incentives for banks to develop improved internal risk management 
functions: The capital requirements rules of the existing framework, being based on crude 
risk indicators, do not encourage financial institutions to develop and improve their 
processes and techniques for the measurement and management of risks. 
 
• 6. Absence of a harmonised supervision requirement: The current rules omit entirely a 
key aspect necessary to achieve adequate levels of capitalisation. That is the requirement 
that supervisory authorities evaluate the actual risk profile of credit institutions to satisfy 
themselves that adequate capital is held having regard to that risk profile. 
 
• 7. Absence of an adequate supervisory cooperation requirement: In an increasingly 
crossborder EU market it is necessary for both the proportionality of regulatory and 
supervisory burdens on institutions and for the competitiveness of the EU financial 
services sector that Member State supervisory authorities cooperate effectively with each 
other in the supervision of cross-border groups. The current rules need to be improved to 
produce the levels of cooperation in this regard necessary to the effective functioning of 
the EU internal market in financial services. 
 
• 8. Absence of proper market disclosures: The CBD and the CAD do not facilitate 
effective market discipline as a lever to strengthen the safety and soundness of the 
financial system. Effective market discipline requires reliable and timely information that 
enables market participants to make well-founded risk assessments. 
 
• 9. Lack of flexibility in the regulatory framework: The current capital adequacy 
regulatory system in the EU lacks the flexibility needed to keep pace with rapid 
developments in financial markets and risk management practices, and with 
improvements in regulatory and supervisory tools. 
 
 
 
2.2. What would happen under a “no policy change” scenario? 
 
 
 
 
 
 
 
 
 
 
 

 
Your team should provide some ideas of what would happen under the 
no action option  
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3. THE MAIN POLICY OBJECTIVES 
 

Having considered the current shortcomings affecting the EU regulatory capital 
regime (see section 2) and after wide-ranging consultations with Member States and 
interested parties (see section 8), the Commission services formulated the following 
guiding objectives for the work on capital adequacy. 

 
 
3.1. Objective 1: Provide the EU with a state-of-the-art prudential standards 
framework to increase the soundness and the stability of the EU financial system 
 
EU regulatory safeguards need to keep pace with new sources of financial risk and state-
of the-art supervisory practice in order to contain systemic or institutional risk. The 
highest standards of prudential regulation of capital adequacy are essential for both 
financial stability and the smooth functioning of the internal market for financial services. 
The European Union has to make sure that these standards: 
 

• are kept up to date with market developments; 
 

• accurately reflect the risks run by banks and investment firms operating within the 
EU; 
• ensure no deterioration in the overall levels of capital; 
• achieve appropriate consistency with the international framework on capital 
requirements; 
• take account of the specific features of the EU context. 

 
Such overall objective has been, on the basis of the shortcomings existing in the present 
framework, been specified more in detail in the following: 
 
Sub-objective 1: ensure that the economic risk of financial transactions is better captured 
by capital charges and address the first shortcoming of the existing situation which allows 
only crude estimates of institutions’ risks; 
 
Sub-objective 2: prevent capital arbitrage practices by financial institutions addressing the 
second shortcoming of the existing situation which gives scope for circumventing capital 
adequacy rules; 
 
Sub-objective 3: introduce in capital regulation an adequate recognition of risk mitigation 
techniques and address the third shortcoming of the existing situation where such 
recognition lacks almost completely; 
Sub-objective 4: ensure that the full range of risks of banks are captured by the capital 
adequacy framework and address the fourth shortcoming of the existing situation which 
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presents an important incompleteness in the risks covered by minimum capital 
requirements; 
 
Sub-objective 5: provide incentives for the development of internal risk management 
functions and address the fifth shortcoming of the existing situation where such 
incentives lack almost completely; 
 
Sub-objective 6: ensure that supervisory authorities evaluate the actual risk profile of 
credit institutions to satisfy themselves that adequate capital is held having regard to that 
risk profile; 
 
Sub-objective 7: ensure that Member State supervisory authorities cooperate effectively 
with each other in the supervision of cross-border groups; 
 
Sub-objective 8: leverage on market forces to strengthen the safety and soundness of the 
banking system and address the shortcoming of the present situation where proper market 
disclosures are almost absent; 
 
Sub-objective 9: allow European credit institutions and investment firms to respond 
quickly to market change by introducing elements of flexibility in the EU capital 
adequacy regulatory framework. 
 
 
3.2. Objective 2: Provide a proportionate capital treatment 
The new capital requirements framework should be proportionate and recognise the 
variations in risks arising from the context in which exposures to different types of 
borrowers are incurred. In particular, recognition should be given to the reduction in risks 
stemming from situations where the credit institution has a large number of relatively 
small exposures to separate counterparties. This occurs particularly in the context of 
lending to consumers and to small- or medium-sized entities. Recognition of this effect in 
the capital requirements rules will provide a proportionate and prudentially sound 
treatment of exposures to such counterparties. 
 
 
3.3. Objective 3: Provide an appropriate treatment for investment firms and 
investment services 
In order to maintain and enhance a level playing field in the single market, the new 
capital requirements regime must apply in the EU to both credit institutions and 
investment firms, as ensuring an equal treatment of these institutions is a major policy 
concern. At the same time, the Commission believe that EU rules need to be 
proportionate and to take fully into account the ‘biodiversity’ of different financial 
institutions. This requires appropriate adaptation of the general rules. 
 
 
 
4. THE MAIN POLICY OPTION TO REACH THE OBJECTIVES 



 

  Venue: National Bank of Romania, Bucharest, May 17th, 2007 
Phase I –Day 2: “Strengthening RIA Skills – Case Studies” 
Present Case Study discussed: Extended Impact Assessment of the Proposal for a EU Directive on the 
capital adequacy of investment firms and credit institutions. 

13

4.1. The importance of the Basel process 
The Basel Committee on Banking Supervision was established by the central bank 
Governors of the Group of Ten (G-10) countries. It consists of representatives of the 
central bank, and of the authority responsible for prudential supervision of banks where 
this is not the central bank, from the following countries: Belgium, Canada, France, 
Germany, Italy, Japan, Luxembourg, the Netherlands, Spain, Sweden, Switzerland, the 
United Kingdom and the United States. The European Commission, along with the 
European Central Bank, is an observer at the Committee and participates in the task 
forces and working groups focused on the capital review.  
 
The importance of the Basel Committee rises in the context of how the globalisation of 
financial activity makes it essential that there is a global approach to prudential standards.  
 
Without such a global approach there would be in fact the twin dangers of competition in 
laxity and regulatory arbitrage. Competition in laxity occurs when jurisdictions 
consciously lower regulatory prudential requirements to attract business. And regulatory 
arbitrage is the other side of this coin - the search by financial institutions for 
jurisdictions in which the burden of prudential regulation is lightest.  
 
In the absence of a single world financial authority, with powers to set and enforce 
prudential regulations worldwide, the Basel Committee on Banking Supervision has 
emerged as the standard-setting body in which prudential standards are agreed by 
supervisors in the most advanced jurisdictions, while broader adoption is encouraged by 
peer pressure and market forces. 
 
The existence of an international framework governing regulatory capital requirements 
has brought and will continue to bring significant benefits to the global economy as a 
whole. In particular, the new Basel II Accord will be a central contribution to a sound and 
stable global financial system, enhancing the resilience of the banking system in the face 
of adverse events. It will facilitate an international level playing field which will help 
prevent the benefits of competition from being undermined by regulatory arbitrage. And 
it will promote the efficiencies that result from having similar prudential standards in 
force throughout the world. 
 
 
4.2. The three main options available to the EU 
Having the context of the Basel process described above in the background, there are 
three main options available to the Commission in order to achieve the three 
aforementioned policy objectives. 
 
 
4.2.1. The “Basel only” option 
In the “Basel only” option, no action is taken at the EU level to revise the existing 
prudential standards framework and banks apply voluntarily the new Basel II accord on 
the basis of indications by their regulator and / or supervisor. At the same time banks 
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would continue to apply the EU framework derived from Basel I as prescribed in the 
CBD and in the CAD. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
4.2.2. The “EU only” option 
In the “EU only” option, action is taken at the EU level without a close link with the 
work done by the Basel Committee. The results of the discussions at the EU level would 
be translated into a new EU prudential framework. 
 
 
 

 
Your team should provide suggestions/examples of reasons that make this option 
not a good one to be implemented. As a help for your exercise, you should know 
that « the “Basel only” option has not been retained by the Commission services as 
a possible working method in developing the new prudential standards framework. 

 
Your team should provide suggestions/examples of reasons that make this option 
not a good one to be implemented. As help for your exercise, you should know that 
«For the above reasons the “EU only” option has not been retained by the 
Commission services as a possible working method in developing the new capital 
requirements framework». 
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4.2.3. The “Basel and EU” option 
In the “Basel and EU” option, action is taken at the EU level in parallel with the Basel 
process. Discussions are held at the same time in Basel and in the EU. While the new 
rules on capital adequacy are agreed by supervisors in Basel, at the same time the 
development of the discussions is presented in the EU to all Member States so that EU 
interests and points of convergence can be identified on specific issues and agreed if 
possible in Basel. If however the EU presents the need to pursue a line which can not be 
agreed in Basel on selected topics, such a line can still be pursued in the EU. 
 
 
 
 
 
 

 
Your team should think about a couple of disadvantages coming from this approach 
and as well as some (at least 3) of very important advantages that make this option 
the preferred one.  
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4.3. The chosen approach: a EU legislative approach applicable to all EU credit 
institutions and investment firms parallel to the Basel process with specific 
departures where needed 
 
4.3.1. Parallelism with Basel and specific departures 
In view of the above considerations regarding the three main working options available to 
the EU, the Commission services have - with the support of industry and the competent 
authorities (finance ministers and supervisors) in the Member States - adopted the 
working principle that the EU capital adequacy framework should be revised in a manner 
that is consistent with the new Basel II Accord, but appropriately differentiated where 
necessary to take account of specificities of the EU context.  
 
In addition to the prudential implications, failure to reflect the new Basel II Accord in the 
legislative framework within the EU would have the potential to undermine the 
competitive position of EU financial institutions in the global market place, with 
significant implications for EU economy and society. 
 
At the same time, there are a number of highly significant specificities of the European 
context which had to be fully taken into account and reflected in the design of the new 
framework. Among those, the most evident ones are the need to adopt a legislative 
approach and to apply the new capital adequacy rules across all types of EU financial 
institutions. 
 
4.3.2. A legislative approach at the EU level 
The Basel Committee does not possess any formal supranational supervisory authority, 
and its conclusions do not, and were never intended to, have legal force. Rather, it 
formulates broad prudential standards and guidelines and recommends statements of best 
practice in the expectation that individual authorities will take steps to implement them 
through detailed arrangements - statutory or otherwise - which are best suited to their 
own national systems. 
 
An ordered and effective functioning of the EU internal market for financial services 
requires however that, from a prudential standards point of view, there are no 
impediments to the freedom of establishment of banks and investment firms in other 
Member States, and to the provision of financial services on a cross-border basis. This 
has been achieved (see sections 1.1 and 1.2) by means of a minimum harmonization of 
prudential standards at EU level obtained by means of directives (integrated in the CBD 
and the CAD) which allow the necessary flexibility at country level for adaptation to the 
specificities of the various national financial sectors. 
 
 
This situation has implied the need to amend the existing CBD and CAD in order to 
reflect the new rules on capital adequacy. Alternative solutions would not have been 
compatible with an ordered and effective functioning of the EU internal market for 
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financial services, and with the chosen working principle of parallelism with Basel with 
specific departures to reflect EU-interests. 
 
 
4.3.3. An application to all credit institutions and investment firms 
The application of the same prudential standards to all entities engaging in financial 
activities allows an effective functioning of the internal market as it creates a level 
playing field among different types of competing financial institutions. 
 
Credit institutions and investment firms compete on the same markets when they provide 
investment services to consumers and engage in trading activities. For this reason, both 
types of institutions are subject to the same prudential requirements related to investment 
services, and in particular to the same requirements for market risk as specified in 
Directive 93/6/EC. 
 
In order to maintain a proper and effective functioning of the EU internal market, the 
Commission proposal maintains this basic principle, except where appropriate 
differentiation in treatment is needed due to the specific differences that exist between the 
various types of institutions (see section 5.3) 
 
5. MAIN POLICY TOOLS TO REACH THE OBJECTIVES 
The purpose of this section is to present in appropriate detail the general policy tools 
which have been chosen in order to achieve the policy objective presented above (see 
section 3). 
 
Given the vast complexity and the deep technical level of the solutions, it is here 
impracticable to go into the full detail of all the technical choices which have been 
discussed and refined with the contribution of competent supervisory authorities during 
more than five years of work. 
 
It is instead possible to provide a broad outline of the retained solutions in view of the 
policy objectives presented earlier, and to stress the specific areas in which the 
Commission supports the outcome of the Basel discussion or has instead decided, after 
consultation with the Member States, to develop alternative solutions tailored to the EU 
specificities. 
 
 
5.1. Achieving objective 1 (state of the art of prudential standards) 
In very general terms and in view of the first objective, the Commission services are 
supportive of the overall design of the proposed new Basel II Accord, and in particular of 
the fact that it is conceived to be suitable to financial institutions of all sizes and levels of 
complexity by means of the offer it provides of a entire range of methods for the 
calculation of capital requirements of different levels of precision and complexity. This, 
in the Commission services view, represents a design which makes the new Basel II 
Accord a highly suitable basis for the new capital adequacy framework in the EU. 
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The calibration of the new Basel II Accord is the second key aspect of the support that 
the Commission services have for the new Basel II Accord. In particular, Commission 
services strongly support the objective of the Basel Committee to calibrate the new 
regime so that minimum capital requirements for ‘Standardised’ Approach banks remain 
on average, after taking into account the new operational risk charge, the same as under 
the 1988 Accord. As proposed by the Basel Committee, in terms of capital requirements 
there should be appropriate incentives for institutions moving to the more advanced 
approaches. 
 
5.1.1. Achieving sub-objective 1: enhance risk sensitivity in capital requirements 
introducing the SA and IRB approaches 
Given the diversity of institutions to which the framework will apply and the desirability 
of providing appropriate incentives for institutions to improve their risk measurement and 
management, two possible strategies have been considered, in parallel with the Basel 
process, to ensure that the economic risk of financial transactions is better captured by 
capital charges. These are an approach based on institutions' internal credit assessment 
systems and a revision of the standardized credit risk weighting scheme. 
 
The revised ‘Standardised’ Approach 
The revised ‘Standardised’ Approach is modelled quite closely on the existing credit risk 
framework, with risk weights determined by the allocation of assets and off-balance sheet 
items to a limited number of risk buckets. The risk sensitivity of this approach has 
however been enhanced by an increase in the number of exposure classes and risk 
buckets, and the use of credit rating agencies’ ratings to assign risk weights where these 
are available (‘external ratings’). 
 
A new risk weight is proposed for non-mortgage retail items. This will be 75% as 
compared with 100% currently. Similarly it is proposed that the risk weight for 
residential mortgage loans be reduced from 50% to 35%. The Commission services 
consider that these risk weights represent the appropriate ones for lending of this kind.  
 
It is proposed to introduce a 150% risk weight for assets which are 90 days past due 
(100% for residential mortgage loans 90 days past due). 
 
The approach represents a highly appropriate approach for those institutions in the EU 
which do not seek approval for the use of the more sophisticated internal ratings based 
approach (see below). On the one hand, the proposals do not represent a significant 
increase in levels of complexity as compared with the current framework. On the other, 
they introduce a degree of risk sensitivity which represents a welcome improvement as 
compared with the existing rules. 
 
 
The IRB approach 
The proposed Internal Ratings Based (IRB) framework represents an appropriate balance 
between soundness and prudence on the one hand and a level of complexity which 
ensures applicability to a wide range of EU institutions on the other. It represents a 
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significant development in the calculation of credit risk capital requirements. Subject to a 
key framework of requirements ensuring the soundness of estimates, institutions are 
permitted to provide their own estimates of the risk parameters inherent in their different 
credit risk exposures. 
 
A key component of the IRB framework is the availability of a ‘Foundation’ Approach 
(FIRB). This allows institutions to make use of their own estimates of probability of 
default, while using regulatorily prescribed values for other risk components7. The 
Commission services consider that this ‘middle’ approach will be attractive to and 
suitable for a large number of institutions within the EU. 
 
Regarding the IRB rules for retail exposures, it is proposed to have only one IRB 
modality: the ‘Advanced’ Approach. Given the significantly greater levels of data which 
are available to institutions for the retail portfolio as compared with other exposure 
classes, the Commission services consider that this represents an appropriate approach 
which should be achievable by institutions which are able to comply with the 
requirements of the ‘Foundation’ Approach for other exposure classes.  
 
The proposal contains specific EU provisions providing for the use by institutions of 
pooled data in the estimation of risk parameter values. This is subject to requirements as 
to the comparability and consistency of the rating systems and criteria used by other 
institutions in the pool. This will allow many smaller institutions to apply a more risk 
sensitive approach to calculating regulatory capital requirements where the size of the 
institution’s own portfolios would in themselves provide insufficient data to comply with 
the minimum requirements for the estimation of risk parameters. The Commission 
services consider these provisions very important in the EU context. 
 
The proposed ‘roll-out’ rules provide flexibility for institutions to move different 
business lines and exposure classes during a reasonable timeframe to the ‘Foundation’ or 
the ‘Advanced’ IRB Approach. 
 
The proposed new framework also allows partial use for non-material exposure classes 
and business lines, i.e. capital requirements for these exposures can be calculated 
permanently according to the rules of the revised ‘Standardised’ Approach even if an 
institution uses the IRB Approach for calculating minimum capital requirements for other 
exposure classes. 
 
Furthermore, and significantly, the proposed EU framework recognises specifically that 
for small institutions with a limited number of sovereigns or institutions as 
counterparties, the requirement to develop a rating system for this kind of counterparty is 
potentially very burdensome. Therefore a permanent partial use for these exposure 
classes is proposed even in cases where institutions exposures to such counterparts are 
material. 

                                                 
7 Institutions using the ‘Advanced’ Approach (AIRB) will need to provide their own values for all risk 
components. 
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To facilitate the commencement of the new IRB framework it is proposed, in line with 
the Basel rules, to include transitional provisions which will allow for a limited period the 
relaxation of a number of proposed requirements that institutions will need to comply 
with to use the IRB Approach. Especially important in this context is the initial proposed 
relaxation in the data requirements for the estimation of probability of default from five 
years data to two years (increasing by one year during each of the first three years of the 
new regime).  
 
All of these provisions in the new rules will encourage institutions to apply for greater 
risk sensitivity in their business. 
 
 
5.1.2. Achieving Sub-objective 2: reduction in capital arbitrage and introduction of a 
new approach on securitisation 
 
The introduction of significantly enhanced risk-sensitivity as described in the previous 
paragraphs together with the closer alignment of the methodologies for calculating capital 
requirements with the methodologies of institutions for the measurement of their risks 
and the allocation of economic capital means that both the incentives and opportunities 
for capital arbitrage are significantly reduced. 
 
In particular, for the first time a harmonised set of rules for capital requirements in 
relation to institutions’ securitisation activities and investments has been introduced. This 
framework is designed to incorporate high-levels of risk-sensitivity. This will provide a 
very significantly improved capital requirements framework for such transactions – 
allowing institutions to take advantage of the funding, balance-sheet management and 
other advantages that such transactions can deliver. It will also result in a reduction in the 
extent to which securitization might have been perceived as a tool for capital arbitrage 
purposes. 
 
 
5.1.3. Achieving Sub-Objective 3: significantly enhanced recognition of credit risk 
mitigation 
 
There is general agreement among supervisors that there is at present an insufficient 
recognition of sound risk management practices in the area of credit risk mitigation. The 
new framework seeks to identify the issues which are common to mitigation techniques 
and design an approach that would treat common underlying risks or economic effects in 
a consistent manner. While individual products or techniques might require some further 
specific tailoring, an advantage of this strategy is its perceived ability to adapt to 
continued innovation in this field. 
 
Within a framework of prudential soundness, institutions stand to gain from the 
significant advances in the recognition of techniques of credit risk mitigation which are 
incorporated into the proposed new capital adequacy framework. These include the 
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recognition of a significantly wider range of collateral and guarantee / credit derivative 
providers than is the case under the existing regime. Under the IRB Approach, it is 
proposed also to give a prudentially appropriate level of recognition to financial 
receivables and physical collateral. 
 
 
Alternative methodologies are made available so that institutions have the opportunity to 
choose methods of different levels of complexity. For example, in relation to the 
recognition of the risk-reducing effects of financial collateral, institutions may choose the 
Simple Method – which is based on an easy-to-use ‘risk weight substitution’ approach; or 
they may opt for the Comprehensive Method – which involves the application of 
volatility adjustments to the value of the collateral received. Similarly, in the calculation 
of volatility adjustments more and less complex approaches are made available – a 
straightforward ‘Supervisory’ approach where the amounts of the benchmark volatility 
adjustments are set out in a table in the draft proposed legislation; and a more risk-
sensitive ‘Own Estimates’ approach. 
 
These methodologies and approaches will greatly assist in achieving the sub-objective of 
enhanced recognition of credit risk mitigation. 
 
 
5.1.4. Achieving Sub-objective 4: introduction of a requirement on Operational Risk 
Three different methodologies will be available for use by institutions in calculating their 
operational risk capital charge. 
 
A simple approach based on a single aggregate income indicator will be the Basic 
Indicator Approach (BIA). This approach will provide a capital buffer against operational 
risk, without requiring institutions to develop sophisticated and costly information 
systems about their operational risk exposure. Institutions using the BIA will nevertheless 
be required to comply with a set of basic risk management standards applicable to every 
institution. 
 
A more precise approach based on business lines will be the Standardised Approach 
(STA). This approach aims to be more risk-sensitive, as the capital requirement for 
operational risk will be differentiated to reflect the relative riskiness of different business 
lines. The use of the STA will be conditional upon compliance with more developed risk 
management standards. In particular, institutions will be able to map their activities into 
different business lines, and will have a process to identify their exposure to operational 
risk. This approach is likely to be attractive to a large number of smaller / less complex 
institutions. 
 
More sophisticated methodologies will be available under the Advanced Measurement 
Approach (AMA). Under this type of approach, institutions will have to be able to 
generate their own measure of operational risk, subject to more demanding risk 
management standards. AMA is expected to be gradually adopted mainly by the large 
internationally active institutions; but could also prove well suited for smaller specialised 
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institutions which have developed advanced risk monitoring systems for their main 
activities.  
 
An Alternative Standardised Approach will be available to institutions that are 
predominantly active in traditional banking activities (retail and commercial banking), 
and which can demonstrate a double counting between the operational risk charge and the 
capital requirement for credit risk. This variant of the Standardised Approach was 
developed in the light of the impact analysis referred to as QIS3 (see section 6.1.1). 
 
Further impact analysis (see section 6.1.4) on investment firms has also identified, under 
the STA, possible double counting between the Trading and Sales business line and the 
capital charge for market risk. A transitional provision is proposed to address this 
potential double counting. This will allow, for firms where Trading and Sales is a large 
part of their business, a reduction in the charge applied to that business line to a level that 
eliminates the double counting. This transitional provision will continue until such time 
as the detail of the STA can be reviewed based on real life experience of the operation of 
this framework. 
 
 
5.1.5. Achieving Sub-objective 5: reinforcement of risk assessment and management 
Capital requirements are not a substitute for sound risk assessment and management. 
Every credit institution and investment firm has to have full awareness and control over 
its risks including, but not limited to, those treated under the minimum capital 
requirements. 
 
To support smooth operating conditions at credit institutions and investment firms, the 
existing obligations on organisation have been expanded and enhanced to ensure that 
robust governance arrangements are implemented, effective processes to manage and 
report risks are operated, and adequate internal controls are in place. The board of 
directors of credit institutions and investment firms will have to ensure that duties are 
effectively segregated in the organisation and conflicts of interest are the prevented. It 
will also be required to approve and review the strategies and policies followed by the 
credit institution or investment firm to take up, manage, monitor and mitigate risks, 
including those related to the macroeconomic environment in which the institution 
operates in relation to the status of the business cycle. Further technical provisions will be 
laid down in relation to the major categories of risk credit institutions and investment 
firms are typically exposed to. 
 
In order to maximise effectiveness of these requisites, they will apply to credit 
institutions and investment firms individually, and effective interconnections will have to 
exist within groups. However, given the diversity of the institutions covered by 
provisions, these requirements will have to be met on a proportionate basis. 
 
This organisational infrastructure will permit institutions to maintain an ongoing balance 
between the risks they are exposed to and the capital they hold. This balance, and the 
strategies and processes implemented to continue it, will constitute a key element of the 
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constant dialogue which has to exist between every institution and its supervisor 
concerning compliance with requirements on organisation and capitalisation. 
 
 
5.1.6. Achieving Sub-objective 6: supervisors to review and evaluate institutions 
To meet this sub-objective, competent authorities will be required to review the 
compliance by the credit institutions and investment firms with the various legal 
obligations in terms of organisation and risk control, and to evaluate the risks actually 
taken by the institutions. This assessment of the situation will have to be used by 
supervisors to determine whether weaknesses exist in the internal controls and capital 
held to meet risks. 
 
Supervisors will be provided with a minimum harmonised range of robust legal powers to 
require institutions to address the inadequacies identified. This range will include the 
possibility to oblige credit institutions and investment firms to hold own funds in excess 
of the minimum requirements, to apply a specific provisioning policy, to reinforce the 
arrangements and strategies concerning the take up, management, monitoring and 
mitigation of risks, and to restrict or limit the business, operations or network of the 
supervised institutions. 
 
In line with the principle according to which capital requirements are not a substitute for 
sound risk assessment and management, increased capital requirements will be just one 
of the alternative means available to rectify weaknesses or inadequacies of supervised 
institutions, to be exploited only if alternative measures concerning organisation cannot 
produce positive results in an appropriate timeframe. 
 
 
5.1.7. Achieving Sub-objective 7: establishment of increased coordination among 
national supervisors 
 
The new capital framework introduces approaches which firms will want to apply, and 
which can be applied most effectively, right across a financial group. In addition, the 
degree of cross-border business in the EU is increasing, and there is a trend towards 
centralisation of risk management within cross-border groups. This last trend will only be 
encouraged by the new directive. 
 
All of these items lead to a need for improved coordination and cooperation amongst 
national supervisory authorities in the EU. Therefore the existing role of the 
consolidating supervisor, which is well established in the banking sector, has been 
developed further. Every crossborder group will have a consolidating supervisor, as at 
present. Certain additional tasks will be allocated to this supervisor, on a EU-wide basis. 
And relevant supervisors will need to work together to consider, and decide on, 
applications from cross-border groups for approval of sophisticated models and 
methodologies under the IRB and AMA approaches mentioned earlier. 
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5.1.8. Achieving Sub-objective 8: introduction of disclosure to markets 
The disclosure of information by financial institutions to market participants contributes 
to greater financial soundness and stability while at the same time maintaining a level 
competitive playing field and respecting the sensitivity of certain information.  
 
While the proposed new Basel II Accord will require a minimum semi-annual disclosure 
frequency for banks other than ‘small banks with stable risk profiles’, the Commission 
services propose to require disclosure on a minimum annual basis for the generality of 
institutions - while requiring them to assess whether more frequent disclosure is 
necessary in light of specific criteria. This, in the view of the Commission services, 
appropriately reflects the specific features of the EU context and is conceptually coherent 
with the approach of the Basel Committee. 
 
 
5.1.9. Achieving Sub-objective 9: introduction of flexibility in the regulatory framework 
The capital adequacy framework needs to keep pace with market developments, financial 
innovation, and progress in the techniques for the measurement and management of risks. 
The calibration of capital requirements may also need some revision to reflect 
developments in the actual exposure to risks. 
 
The necessary degree of flexibility is brought by making a distinction between core stable 
elements of principle (in the articles of the directive) and technical rules (in the annexes 
to the directive) that will need adaptations in the short to medium run. 
Whereas any future change to the core principles in the articles will require a co-decision 
procedure, the updates and adaptations to the technical rules will be subject to a 
comitology procedure. This will be supported by the new committee architecture in 
banking (see section 7.2). 
 
 
 
5.2. Achieving objective 2 (providing a proportionate capital treatment) 
 
Key to EU interests is the need to have MCR which are usefully applicable in a EU 
economic context in which SME-financing plays a crucial role.  
 
The Commission services believe that the Basel framework provides a prudentially sound 
treatment of SME lending which is nevertheless suitable to the situation of such 
borrowers. 
 
Under the ‘Standardised’ Approach, as mentioned previously, a 75% risk weight for retail 
loans is being introduced. Loans to small businesses may be included in this category, 
subject to an aggregate exposure limit per borrower of €1 million. For unrated borrowers 
not falling within the retail asset class, the risk weight remains the same as under the 
current regime – i.e. 100%. 
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In relation to the IRB Approach, exposures to SMEs falling within the corporate asset 
class will receive a reduction in capital requirements as compared with loans to larger 
corporates based on a firm size-related adjustment to the risk weights. This incremental 
discount factor will start when borrowers have total annual sales of less than €50 million 
and will increase in inverse proportion to the size of the firm. The largest discount - 20% 
- will be available for lending to borrowers with annual sales of €5 million or less. And 
the average discount will be approximately 10%. 
Furthermore, SME loans below an exposure size of €1 million can be treated in the retail 
portfolio. The capital requirement in the retail portfolio is generally lower than in the 
corporate portfolio because empirical evidence suggests that for any given combination 
of risk parameters the contribution to portfolio credit risk for retail and small SME 
exposures is lower than for other exposures. 
 
Finally, loans to corporates situated in the EU with a turnover as well as total assets for 
the consolidated group below €500 million can be excluded from the explicit maturity 
adjustment (to be replaced by an implicit maturity assumption of 2.5 years) under the 
IRB ‘Advanced’Approach where the competent authorities opt for such an approach for 
all institutions authorised by them. 
 
 
5.3. Achieving objective 3 (appropriate treatment of investment firms) 
With specific regard to investment firms the main issues at stake are: the impact of a new 
capital charge to cover operational risk, the new rules on consolidation, the new rules 
concerning the trading book  
 
5.3.1. An appropriate capital charge for operational risk 
Investment services are subject to harmonised regulation based on the Investment 
Services 
Directive (ISD)8 and the CAD. Both credit institutions and investment firms have to 
comply with rules covering not only capital requirements but also conduct of business, 
segregation of clients’ assets, administrative and accounting procedures, internal controls, 
and so on. 
 
The Commission services consider that in respect of some specific investment 
firms/investment services business lines a lower calibration of the operational risk charge 
– as compared with the charges currently being proposed in the new Basel II Accord – 
are justified in the EU legislation. This is because the calibration in Basel of these 
business lines was based on data for credit institutions, and not for investment firms. 
 
In reaching this view the Commission services have had regard to an informal study 
carried out in 2001 in relation to the likely impact of the new operational risk charges on 
investment firms and to the fact that within the EU such services are covered by the 
customer protection requirements and risk management standards of the Investment 
Services Directive (whether they are carried out by credit institutions or investment 
firms). 
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In order to benefit from the alternative operational risk charge, investment firms need to 
comply with a number of specific risk management standards and operational 
arrangements for investment services, as these can play a role in reducing the frequency 
and severity of operational risk losses. 
 
The proposal consists of the following: 
• a separate treatment for investment firms with a ‘limited licence’, which are perceived 
to be lower risk firms. This will apply to firms that do not carry out trading on their own 
account or underwriting of securities issues on a firm commitment basis. The treatment 
will allow these firms to continue to base their capital requirements on the Expenditure 
Based Requirement (EBR), as at present; 
• a treatment for investment firms which take trading positions only to fulfil client orders 
or because the rules of exchanges or clearing houses require the position to be in their 
names. These firms will face market and credit risk only when problems arise with these 
transactions. Therefore the treatment will require firms to hold capital equal to the EBR 
plus any market and credit risk charges they face. 
 
 
5.3.2. A more sound scope of consolidation for investment firms groups 
It is proposed to amend the existing alternative to consolidated capital requirements for 
investment firms groups. It is proposed that this alternative be available only to groups 
that meet a number of stringent specified conditions. It will be required, inter alia, that (i) 
no credit institution is included in the group; (ii) the group engages in a limited range of 
activities which does not include own account dealing or underwriting of issues with firm 
commitment; and (iii) the group is adequately capitalised. In such very limited cases the 
Commission services have considered that the objectives of prudential supervision on a 
consolidated basis can be achieved without imposing consolidation. 
 
5.3.3. A planned future solution to trading book issues 
Trading business has an important role to play in ensuring the efficiency of financial 
markets and the effective allocation of resources within the EU economy. Appropriate 
capital charges for trading book business contribute to financial stability while not 
discouraging firms from playing this important economic role. 
 
The new Basel II Accord will not include a fundamental review of all trading issues, or of 
all issues concerning the management of market risk. But important advances have been 
made in a number of areas. 
 
A number of changes will be made to the specific risk charges for different types of 
financial instruments, to make these charges more risk sensitive. A specific treatment will 
also be introduced for trading positions in collective investment undertakings. And 
changes will be made to reflect the development of credit derivatives as a separate asset 
class. 
 
As part of a ‘next phase’ of work the Basel Committee will undertake further 
consideration of the treatment of counterparty risk for trading transactions. The 
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Commission will participate in this important work reflecting the dynamic nature of the 
new capital requirements framework. 
 
 
6. EXPECTED IMPACTS FROM THE IDENTIFIED SOLUTIONS 
6.1. Impact studies 
 
In section 5, a number of solutions to the major issues presented by the existing situation 
have been presented. This section addresses in short the main thrust of the impacts of the 
solutions described in section 5 from an economic and social point of view. 
 
6.1.1. The impact on capital requirements 
Table 1 shows the changes in capital requirements deriving from the new capital 
adequacy framework. 
 
The new rules will in general reduce capital requirements for EU credit institutions by 
around 7% compared to present levels. 
 
The outcomes for the different approaches are generally in line with objectives – in 
particular that of combining capital neutrality with appropriate incentives for institutions 
to move towards more sophisticated approaches. This is an important achievement of the 
framework to which the Commission attached significant importance. 
 
Smaller domestic ‘group 2’ banks8

 adopting the SA approach will face slightly reduced 
capital charges (-1.07%). 
 
Larger internationally active ‘group 1’ banks adopting the IRB approach will face 
substantially unchanged capital charges (1.68% if FIRB and -3.85% if AIRB). 
 
EU ‘group 2’ banks adopting the FIRB approach will face substantially lower capital 
requirements than under the current framework (-25.29% if FIRB and -23.12% if AIRB). 
 
The results show an incentive to adopt the AIRB approach for large ‘group 1’ banks, with 
an overall decrease of around 5-6% compared to the FIRB approach. 
 

                                                 
8 Banks have been divided into two groups. 'Group 1' (G1) banks are larger internationally active banks, 
with Tier 1 capital in excess of 3 billion EUR. 'Group 2' (G2) banks are smaller (and generally less 
complex) not internationally active banks. 
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These impact figures are the result a calibration process of the new Accord made of three 
main steps. In fact, after the publication with QIS3 of the impact of a set of rules 
published in the Third Consultation paper and referred to as ‘CP3’ (see section 8.2.5) 
which constitutes the backbone of the final proposals, a specific amendment on the 
calculation of expected losses (EL) and unexpected losses (UL) was introduced by the 
Basel Committee. This technical amendment modified the impact of the proposal (as 
indicated further in section 6.1.3) in a way that was no longer consistent with the main 
calibration objectives of the new framework. For this reason, a recalibration by means of 
a 1.06 multiplier of IRB formulas has been 
necessary, leading to the final impact figures shown above.  
 
6.1.2. QIS3 
The Commission services assisted the Basel Committee in its Third Quantitative Impact 
Study (QIS3) exercise for the production of impacts for the European Union (EU) area, 
and for an enlarged area comprising banks from the EU as well as from six additional 
countries (EU+6) including certain new Member States or countries belonging to the 
European Economic Area. The results of the QIS3 were published by the Commission on 
01.07.2003, contemporaneously to the publication of CP3. 
 
The following key conclusions can be drawn from Table 2, which illustrates the expected 
impacts on European banks of CP3 rules as of 01.07.2003. 
 
CP3 rules did in general reduce capital requirements for EU banks by around 5% 
compared to present levels, which is around 2% less than in the final proposal. 
 
While results are in general fully comparable to the impact results of the final proposals, 
QIS3 indicated also that the change in capital charges for EU+6 ‘group 2’ banks in the 
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SA was not particularly higher than in the EU. A moderate increase in capital charges 
could however be  registered in new Member States. 
 

 
 
 
 
Importantly (see Table 3), QIS3 also showed that the main source of reduction in capital 
requirements is the retail portfolio, which is mostly composed of loans to Small and 
Medium Enterprises (SMEs) below EUR 1 million and residential mortgage loans. This 
reduction reflects the new risk weight functions and compares favourably with the 
present rules which carry retail exposure charges that are felt to be higher than their 
actual risk.  
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QIS3 also showed that other important sources of decrease in the capital requirements are 
the exposures to corporate non-SME customers and to corporate-SME customers. This 
means that capital requirements for loans to large enterprises and SMEs will be generally 
no higher – and in many cases lower - than at present. 
 
QIS3 finally showed that Operational risk was the main source of increase in capital 
requirements, even though the capital charge would tend to be lower than the initially 
targeted figure of 12%. 
 
 
6.1.3. The Madrid EL-UL decision 
On 10-11 October 2003, the members of the Basel Committee met in Madrid to decide on 
responses to public comments received on the new Basel II Accord. With respect to the 
internal ratings-based IRB treatment of credit losses, the existing proposals called for 
banks to hold enough capital to absorb expected and unexpected credit losses (EL and 
UL) with a particular treatment for provisions. However, in the light of the public 
comments received on CP3, the Committee decided to revisit the issue and to adopt an 
approach based on unexpected losses only (UL).  
 
Under this modified approach, the measurement of risk-weighted assets (that is, the IRB 
capital requirement) is based solely on the unexpected loss portion of the IRB 
calculations. Additionally, banks compare the IRB measurement of expected losses with 
the total amount of provisions that they have made, including both general and specific 
provisions. For any individual bank, this comparison produces a "shortfall" if the 
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expected loss amount exceeds its total amount of provisions or an "excess" if the total 
provisions exceed the expected loss amount. Finally, shortfalls have to be deducted from 
capital, and excesses have to be added to capital with a limit set at 0.60% of Risk 
Weighted Assets. 
 
As shown in Table 4, after the EL-UL Madrid decision the new rules would have in 
general reduced capital requirements for EU banks by around 9% compared to present 
levels. It meant a further reduction of around 4% compared to CP3. 
 
 
 
 
 
 
 
 
 

 
 
 
 
 
Larger internationally active ‘group 1’ banks adopting the IRB approach would have 
faced moderately reduced and not any more substantially unchanged capital charges (-
2.28% if FIRB and -7.49% if AIRB). 
 
EU ‘group 2’ banks adopting the AIRB approach faced lower capital requirements than 
under CP3. The further reduction of requirements for these institutions was around 8-
10%. 
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EU ‘group 2’ banks adopting the FIRB approach faced substantially lower capital 
requirements than under the current Accord, and around 4-5% less than under CP3.  
 
6.1.4. The 1.06 multiplier recalibration 
On the basis of the impact results stemming from the EL-UL Madrid Decision, and in 
particular of the consideration that the calibration of the new framework would no longer 
meet its calibration objectives, a recalibration by means of a simple multiplier of 1.06 to 
be inserted in IRB formulas was considered in order to move the impact back broadly to 
CP3 levels. This recalibration has led to the final impact figures commented above in 
section 6.1.1. 
 
 
6.1.5. PricewaterhouseCoopers’ Report 
The European Council at its meeting in Barcelona of 15 and 16 March 2002 requested the 
Commission ‘to present a report on the consequences of the Basel deliberations for all 
sectors of the European economy with particular attention to SMEs’. The definitive 
version of the study was delivered by PricewaterhouseCoopers (PWC), the selected 
contractor, on 13 April 2004 in line with the timetable set in the contract. 
 
In the context of a general assessment that, on balance, Basel II will be positive for the 
EU economy and prudential structures, the key conclusions of the study are as follows: 
– EU banks’ capital requirements will decrease up to ± 5% (€ 80-100 billion) and 
translate into an annual increase in profits of up to ±€ 10-12 billion; 
– Although Basel II is expected to only have a limited effect on pricing of most bank 
lending, there will be extensive behavioural effects: banks will evaluate risk better and 
take more informed lending decisions; 
– The more risk-sensitive behaviour of banks that Basel II will entail is likely to produce 
in the long run to a more efficient allocation of capital in the economy; 
– There will be no negative impact on the availability and cost of finance for SME’s in 
most EU Member States. Fears of negative effects of Basel II on SMEs tend to derive 
from lack of adequate information, and not from the contents of the new capital adequacy 
regime; 
– There isn’t any automatic disadvantage for smaller banks and any indication that Basel 
II will force M&A’s and consolidation in the banking sector; 
– The decision to cover all banks in the directive will not put EU firms at a competitive 
disadvantage, nor is the US decision to apply on advanced approaches to some 20 big 
banks a significant competitive factor; 
– It is important to monitor that the various areas of national discretion embedded in the 
new framework do not become a source of competitive disadvantages in the EU single 
market for financial services; 
– Implementation costs for EU-banks are not solely driven by Basel and many of these 
investments would have happened anyway, although over a longer period; 
– Basel II procyclicality effects may be less — and less damaging — than the 
procyclicality of the present Basel I Accord. 
 
PWC notes two areas of concern that merit the Commission’s attention: 
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– the treatment of investment firms and in particular the trading book and operational risk 
requirements. PWC concludes that the Commission’s proposals for small firms are 
adequate, but that more work needs to be done on the large firms. After the delivery of 
the study the Commission services have worked closely with the industry and have 
resolved most of the trading book problems and proposed modifications to the 
operational risk rules (see sections 5.3.1 and 5.3.3).; 
– venture capital investments by banks need further consideration. The Commission 
services have worked closely together with the venture capital industry and proposed 
appropriate amendments in the rules to take account of industry concerns as far as they 
can be justified. In particular, analysis provided by the venture capital industry showed 
that the originally proposed capital requirements are correct for single equity investments, 
but that for diversified portfolios risk decreases significantly and therefore the capital 
requirements should be lower. As a consequence, the Commission services have made 
available preferential treatments for venture capital financing, such as a reduction of the 
LGDs from 90% to 65% in the IRB Approach. Venture capital industry has shown broad 
agreement and satisfaction with the proposed preferential treatments. 
 
The study finally looks at the very costly consequences from an economic and social 
point of view of banking crises. As the causes of banking distress and bank failures are 
numerous, no regulatory regime, irrespective of how well founded, is able to eliminate 
completely the possibility of such events. The new framework, however, should 
nevertheless help reduce the frequency and the costs of such incidents. 
PWC’s study and conclusions confirm the Commission’s own consistent policy messages 
and reflect the enormous efforts that have been made to present sensible and responsible 
capital adequacy rules. 
 
 
 
 
 
6.1.6. Investment Firms QIS 
Given the lack of investment firm data included in the Basel exercises, and the intention 
to apply the capital framework to both credit institutions and investment firms in the EU, 
the Commission has carried out a number of separate impact studies on investment firms. 
 
During early 2003 the Commission coordinated a data-sharing exercise amongst national 
supervisors. This is discussed in the Explanatory Document to the Commission’s CP3, 
published in July 2003.15 The main output from this exercise was the finding that for the 
large majority of ‘limited licence’ firms, the Expenditure Based Requirement (‘EBR’) 
remained the most important element of the MCR, so it was appropriate to move forward 
with a treatment based on EBR. 
Further analysis of this data later in 2003 highlighted that the policy conclusion reached 
with regard to ‘limited licence’ firms was correct,16 but that further work was needed in 
relation to other investment firms.17 A further impact study was carried out early in 2004, 
specifically to look at the expected impact of the new capital framework on other 
investment firms. This impact study led to two separate conclusions: 
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• that for firms whose business includes a significant proportion of trading and sales, 
there is the possibility of double counting between the capital requirements for 
operational risk and market risk, if the firm were to use the Standardised Approach for 
operational risk; 

• that the introduction of an explicit operational risk charge for investment firms carrying 
out limited activities would lead to substantial capital increases that are not justified by 
any change in the risk profile of the firms. A treatment based on EBR, but extended to 
reflect the fact that these firms can face market exposures, is considered to be 
appropriate. 
 
 
6.2. Special topics 
6.2.1. Impact on smaller and less complex institutions 
 
 
 
 
 
6.2.2. Impact on investment firms and investment services 
 
 
 
 
 
 
6.2.3. Impact on new Member States 
 
 
 
 
 
6.2.4. Impact on SMEs 
 
 
 
 
 
6.2.5. Impact on the macroeconomy 
 
 
 
 
 
6.2.6. Impact on financial stability 
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PWC’s study indicates that although the new framework is expected to only have a 
limited effect on pricing of most bank lending, there will be extensive behavioural 
effects: banks will evaluate risk better and take more informed lending decisions. 
In view of this, PWC’s study observes that even if no regulatory regime is able to 
completely eliminate the possibility for banking crisis, the new framework should 
nevertheless help reduce the frequency of such incidents. 

 
6.2.7. Procyclicality of the new framework 
 
 
 
 
 
 
7. HOW THE RESULTS AND IMPACTS OF THE PROPOSAL AFTER IMPLEMENTATION ARE 
MONITORED AND EVALUATED 
 
The proposal is expected to follow normal implementation procedures, i.e. transposition 
in Member States within 18-24 months. 
 
7.1. Harmonisation of provisions 
 
 
 
 
 
7.2. ‘Lamfalussy’ in banking 
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8. STAKEHOLDER CONSULTATIONS 
8.1. Stakeholders in a capital requirements directive 
During the preparation of the draft directive the following stakeholders were identified: 
• Credit institutions and Investment Firms: It is evident that credit institutions are the 
most directly concerned by amendments in the supervisory framework. They will be 
subject to a new set of rules that may require some entities to change their procedures or 
raise more capital. However, the system will also give a quality mark to EU financial 
institutions which will be a distinct advantage on the international market (see sections 
3.1, 3.3, 5.1 and 5.3). 
• Corporates and SMEs: Corporates and SMEs represent the very engine of the European 
economy. They play a crucial role in promoting the innovation, growth and employment 
which is essential to the economic success of the Union and to the welfare of its citizens. 
It has therefore been a central objective that the new capital adequacy framework does 
not result in disproportionate capital requirements in relation to financing of such entities 
(see sections 3.2 and 5.2). 
• Banking supervisors: Member States’ competent authorities will be deeply involved in 
the implementation of the new framework and will be responsible for its enforcement. 
They are interested to the overall structure of the regulation, its suitability for the EU 
financial institutions, the correspondence between the supervisory controls required under 
the new regime and the sufficiency of legal powers it grants, the planning of their 
infrastructure and human resources (see in particular section 5.1.6). 
• Governments, Taxpayers and Consumers: Governments and taxpayers are interested in 
the reduction of the costs that financial institutions failures impose directly and indirectly 
on society: directly in the form of bail-out and work-out costs; indirectly in the form of 
less employment, credit, investment and re-allocation of resources. Consumers are 
sensitive to the protection of depositors and investors. (see in particular sections 1.1 and 
6.2.6) 
 
 
8.2. Public consultations 
 
A large number of public consultations have taken place between 1999 and 2004 with all 
stakeholders. Each consultation was followed by a comprehensive feedback paper from 
the Commission’s services. This section gives a brief description of the main 
characteristics of each consultation. 
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8.3. Comments received 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
9. COMMISSION DRAFT PROPOSAL AND JUSTIFICATION 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

PLEASE FILL IN THE CONSULTATIONS SUMMARY 
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IMPACT ASSESSMENT PAPER: 

 
GENERAL STRUCTURE (TEMPLATE) 

 
 
 

Assignment: 
 
 
 

Your team is the Unit or Division that shares the responsibility of ensuring top quality 
impact assessment..  
 
In this case, you have to participate in preparation of an Extended Impact Assessment 
(EIA) on the draft Directive on Capital Requirements for Credit Institutions.  
 
Your team realizes that there is a draft document which is only partially filled and 
which has to be completed. 
 
With regard to parts and sections still incomplete, the task of your team is to draft the 
content of missing sections. If this can help your brainstorming, in thinking about the 
missing sections you can take Romanian perspective.  
 
Throughout the main document  two types of boxes will be found:  

o Yellow boxes: they refer to sections that the team is expected to fill in; 
o Grey boxes: they refer to text that has been omitted in order to make the 

document shorter and since it is not strictly pertaining to the background 
information that is needed to run the whole simulation 

 
In this document you will find the “RIA standard template”: standard contents of RIA 
to be filled in. It should guide you through your final presentation.  
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each option 
6. Comparison of the options 
7. Outline policy monitoring and evaluation 
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1 See EU: European Commission, Annexes to Impact Assessment Guidelines. 



 
 
 

1. Identification of the problem 
 
 

1.1. What is the problem that may require action? 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
1.2. What are the underlying drivers (causes) of the problem? 
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1.3. Who is affected, in what ways, and to what extent 

(stakeholders’ analysis) 
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2. Definition of the objective and the intended effect 
 

 
 

2.1 What are the general and more specific objectives of 
regulation? 
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2.2 Rationale for regulatory action  
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3. Identification and definition of options 
 
 
 

3.1. Description of the likely outcomes under “do nothing” option; 
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3.2. What are the possible options for meeting the objectives an 
addressing the problem? 
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4. Impact analysis of options identified 
 
 

4.1. What are the likely economic impacts of each of the (shorted-
listed) options?  
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4.2. List positive and negative impacts 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

  Venue: National Bank of Romania, Bucharest, May 17th, 2007 
Phase I –Day 2: “Strengthening RIA Skills – Case Studies” 
Present Case Study discussed: Extended Impact Assessment of the Proposal for a EU Directive on the 
capital adequacy of investment firms and credit institutions. 

10



 
 
 
 
4.3. Specify which impacts are likely to change over time and how 
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4.4. Calculations 
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5. Identification of enforcement, sanctions and monitoring 
for each option 

 
 
 

5.1. How each option should be enforced in order to ensure 
compliance 
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5.2. Sanctions in case of non compliance 
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5.3. Procedures to be put in place to monitor the compliance  
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6. Comparison of the options 
 
 

6.1. Presentation of the results 
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6.2. Ranking of the options in terms of the evaluation criteria 
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6.3. Set out a preferred option   
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7. Outline policy monitoring and evaluation 
 
 
 

7.1. Set the core indicators of progress towards the meeting of the 
objectives 
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7.2. Set the broad outline for possible monitoring and evaluation 

arrangements 
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8. Consultation process 
 
 

8.1. Indicate how and at what stage(s) stakeholders have been 
consulted 
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8.2. Indicate the main results and how this input has been taken 

into account or why it has not been taken into account 
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The Irish Financial Regulator
Who are we?

Established 1 May 2003 as a distinct entity within the 
Central Bank and Financial Services Authority of Ireland

Single Regulator

Consumer at the heart of regulation

Cohesive approach - consumer protection, prudential 
supervision and financial stability all interlinked

CEO, Consumer Director, Registrar of Credit Unions are 
all statutory positions



Working closely with the 
Central Bank

Financial
Stability

Safety &
Solvency

Consumer
Issues

Central Bank Financial Regulator

Monetary 
Policy



Strategic Approach

.

Our Purpose
is to help consumers make

informed financial decisions in
a  safe and fair market and to foster 

sound dynamic financial institutions in Ireland.

1.We will set 
and monitor 
standards for 
financial service 
providers in 
dealing with 
their customers 

Our vision
to be a top tier financial regulator 

for consumer protection and prudential supervision

Values

1.We attach primacy to the public interest 2.We act in the best interests of consumers of financial services 
3. We foster an internationally competitive and successful financial services industry 4.We operate with integrity and 
transparency  5. We work efficiently and effectively 6. We respect and value each other as colleagues

2. We will set 
and monitor 
standards for 
the running of 
sound financial 
services 
providers  and 
fair markets

3. We will 
provide 
relevant 
information to 
consumers 

4. Our regulatory 
approach will 
facilitate  
innovation and 
competitiveness 

5. We will 
maximise our 
operational 
efficiency  and 
cost 
effectiveness

High Level Goals



Who Do We Regulate?

Banks and building societies
Insurance companies
Funds and fund service providers
Stockbrokers
Exchanges
Investment, insurance and mortgage intermediaries
Credit Unions
Money lenders

In total over 6,800 providers 



We have a strong mandate to 
protect and inform consumers.



Origins of the Consumer 
Protection Code

Financial Regulator’s first Strategy Paper was issued 
January 2004

It set out seven high level goals

High Level Goal No 1 :

“Helping Consumers to make informed choices through 
education and codes of practice in a fair financial 
services market”



We said that we would achieve 
that goal by:

1. Providing Information and Education

2. Ensuring that financial services providers 
act in a fair and transparent manner

3. Monitoring Competition



We said that we would:

Develop codes of practice covering transparency, the 
avoidance of mis-selling and disclosure issues;

Enforce these codes to ensure compliance.



Aims of the Code

Decision to develop a single unified code that would:

Seek to ensure a consumer focussed standard of 
protection for purchasers of financial products and 
services;

Seek to ensure the same level of protection for 
consumers regardless of the type of financial 
services provider they choose; and

facilitate competition by encouraging a level playing 
field



Background

Number of different codes in place

Working well and firms generally compliant

But:
Developed in an ad hoc way under different 
legislation
Applied by sector
Not always consistent



How?

Established Project team & steering committee

Issued interim codes to sectors not previously covered 
(December 2003)

Insurance companies
Moneylenders
Mortgage intermediaries

Public Consultation



Consultation

3 Consultation Papers
Principles or detailed rules
Products or regulated entity

Formal Consultation Process
Consultative Panels, consumer representatives, 
industry representative bodies, individual 
institutions, Ombudsman, Minister for Finance
Incorporated recommendations from Competition 
Authority, Parliamentary Committees, etc.

Final Consultation Paper issued in February 2005.



Meanwhile!!

Government White Paper: “Regulating Better” – January 
2004.

Contained a commitment to the introduction of RIA.

Report on the Introduction of RIA published by Prime 
Minister’s office in July 2005.

Guidelines on how to conduct an RIA published in 
October 2005. (www.betterregulation.ie)

Financial Regulator lobbied to conduct an RIA on the 
Code.



Report on the Introduction of 
RIA – July 2005

Formally applies only Government Departments and 
Offices.

An RIA must accompany all Government Memoranda to 
the Cabinet seeking approval for the General Scheme of 
a Bill that will result in regulation of a market/activity.

Two types of RIA
Screening RIA, and
Full RIA



Steps in the Government’s 
Model:

Statement of policy problem, 

Identification and description of options,

Identification and where possible quantification of costs 
and benefits and other impacts (e.g. competition, small 
firms) of each option, 

Public Consultation, 

Review of Enforcement and Compliance for each option,

Identify performance indicators for each option ,

Summary of the recommended option based on the 
RIA.



Back to the Code for a moment:

Applies to regulated entities when providing services to 
consumers in the State:

Banks, 

Building societies, 

Insurance companies, 

Insurance, investment and mortgage intermediaries



Structure:

Principles Based
Responsibility of board and senior management to 
develop processes to achieve regulatory outcomes 

General Principles
foundation stones of the code & how customers 
should be treated 

Common Rules
Applicable to all services

Specific Sectors

Advertising Rules



General Principles

Apply to provision of products/services to all customers

Best interests of its customers and integrity of the 
market

Not mislead a customer

Have adequate resources

Make full disclosure of relevant information

Avoid conflicts of interest

Must not prevent access to basic financial services

Retain responsibility for outsourced services



Common Rules

Terms of Business
Knowing the Consumer

Proportionality - obligation to gather and record 
sufficient information to provide a suitable product or 
service, except
o Established a basic banking product required
o Product & provider specified
o Money Transmission or Bureau de Change

Suitability/Reason Why
All products recommended, including a range, to be 
suitable based on KTC

Complaints handling
Framework for developing procedures for dealing 
with complaints
Response times



Common Rules (2)

Contingent Selling 
Cannot make sale of a product/service dependant on 
purchase of another product/service

Optional Extras
Consumer must opt in rather than opt out

Provision of Information
Clear, transparent & timely
Specifies minimum records to be maintained

Regulatory Disclosure Statement



Some Sector Specific Rules

Banking Products and Services
e.g. rules on notifications of changes in interest 
rates,

Insurance Products
e.g. rules in relation to issuing renewal notices,

Investment Products
e.g. Key Features Document 



Advertising

Definition of Advertising
Commercial communication addressed to consumer

General Requirement
Fair & not misleading

Warning Statements
Highlight risk factors attached to products and 
services
Only required where advertisement refers to the 
benefits of a particular product
Consumer research shows warning statements are 
valuable

Guarantees
May only be used when guarantee provided by a 
third party



Challenges in applying the Full 
RIA Model to the Code Project

1. The Code project was well advanced at the time that 
the RIA model and the guidance were published. 

2. As a result, a full analysis of the various possible policy 
responses was not appropriate – they are discussed, 
but the Code was accepted to be the only viable option. 

3. The Consultation process (CP2 and CP10) had been 
effectively completed before the RIA model was 
published.

4. Normally an RIA should assess the enforceability of the 
regulation. The Code was proofed by our lawyers, but 
the issue of enforcement had been progressed through 
a separate process resulting in the publication of an 
Administrative Sanctions Procedure   



Structure of Codes RIA

1. Objective and Rationale for the Consumer Protection 
Code

2. Evaluation of the Consultation Processes

3. Review of Policy Options

4. Costs and Benefits

5. Impact on small firms

6. Competition Assessment



Objective of the Consumer 
Protection Code

The objective of the Code is to promote high standards 
of behaviour on the part of regulated firms and to 
promote appropriate outcomes for consumers of 
relevant financial services.

The Code is not intended to displace competitive 
pressures or normal market mechanisms, but to correct 
for market imperfections and failures that produce sub-
optimal outcomes and distort consumer choice.



Rationale for the Consumer 
Protection Code

1. Asymmetric Information
Consumers are far less well informed about financial 
products than the providers of those products

2. Long-term nature of financial contracts
The consumption of the service/product is at a time 
other than the point of purchase

3. Financial Services susceptible to fraud, malpractice and 
misrepresentation.

Consumers are generally not able to evaluate the 
competence and probity of financial firms and their 
employees



Evaluation of the Consultation 
Processes

Two Major Public Consultations:

1. The first asked two key questions:
should the Code be principles based or rules based?
should the Code be structured by reference to products 
or regulated entities?

2. The second proposed a draft Code

Dialogue with Consultative Industry and Consumer Panels



Review of Policy Options

At a conceptual level there are three possible 
approaches to regulation:
1. Do nothing,
2. Self Regulation,
3. Statutory Regulation

The Do nothing option was not a viable option. The 
Financial Regulator had been established in part to 
regulate conduct of business.



Self Regulation

PRO
1. it capitalises on the 

expertise of market 
practioners;

2. it has a professional interest 
in ensuring that standards 
and public confidence are 
sustained; and

3. the consent of the regulated 
is more likely to be secured.

CON
1. it can prove to be anti-

competitive in nature;
2. it can be vulnerable to 

regulatory capture;
3. not every firm may 

subscribe to the self-
regulatory framework; 

4. it may lack credibility and 
public confidence; and

5. it may lack effective 
enforceability. 



Statutory Regulation

PRO
1. the regulator is independent 

of the industry that it 
regulates and is in a better 
position to balance the 
interests of consumers and 
firms appropriately;

2. an impartial regulator is 
more likely to be able to 
engender consumer 
confidence;

3. a statutory code, with an 
enforcement dimension, is 
more likely to be effective;

4. a statutory code enjoys legal 
clarity. 

CON
1. the regulator does not have 

market experience 
comparable to that of 
practitioners;

2. as with self-regulation, the 
regulator is vulnerable to 
regulatory capture;

3. a statutory regulator may 
be slower than a self 
regulatory body to react to 
market developments; 



Statutory Vs Self Regulation

The Consensus that came from the consultation process 
was that statutory regulation was more effective and 
appropriate.

Optimal regulatory matrix lies at neither end of the 
spectrum between exclusively self-regulation and 
exclusively statutory regulation.

Continuing role for self regulation, eg:
Banking code of ethics
Insurance codes on genetic testing, etc. 



Costs and Benefits



Costs and Benefits (2)
 COSTS BENEFITS 

C
O

N
SU

M
E

R
 

• Reduction in choice because of 
harmonisation of products, 

• Funding costs ultimately borne by the 
consumer 

 

• Assists in delivering to consumers 
what it is that they think they are 
buying. 

• Creates a greater number of close-
to-optimal outcomes 

• Fewer incidents of product mis-
selling,  

• More competition leading to better 
value for consumers 

IN
D

U
ST

R
Y

 

• Information technology costs 

• Staff costs, including training 

• Supervision fees 
 

• Market stability, facilitating long-
term planning 

• Greater consumer confidence, 
leading to greater business volumes 

• Internationally recognised 
regulatory standards 

 



Costs

The costs of the Consumer Protection Code can be 
considered in terms of four categories: 

1. direct costs to industry; 

2. compliance costs to industry;

3. implementation timeframe; and 

4. costs to consumers.



Direct costs to industry

These are the costs, borne in the first instance by the 
Financial Regulator, of designing, monitoring and 
enforcing the Code.

The Financial Regulator estimates of these costs are set 
out in its Accounts and and therefore these costs are 
relatively easily identified. 



Compliance costs to industry
These are the cost to regulated firms of performing activities 
required by the Code.
What to Measure?
The approach we took was to focus on the incremental costs 
that compliance attracts and the incremental benefits that the 
Code brings, over and above the costs and benefits that would 
be likely to obtain if there were no Code. 
How to measure?
Industry will provide estimates, however there may be 
question marks about methodology
Our approach?
Where a rule is, in our view, and having consulted with 
stakeholders, consistent with best market practice then the 
cost of complying with that rule is zero.
Where an individual rule imposed a higher cost then it had to 
be justified on the grounds the objectives were valid and that 
the costs were not disproportionate to the benefits. 



Implementation timeframe

A short implementation timeframe is likely to engender 
greater costs to industry (in terms of systems changes, 
staff retraining etc.) than a longer timeframe.

A new regulation should be introduced as soon as is 
necessary, but no sooner!



Costs to consumers

Not possible to quantify, but costs that could be 
identified include:

· The possibility that a Code will deter potential market 
participants from entering the market and/or cause 
current participants to leave the market, with follow-on 
consequences for the level of competition in the 
market, and

· The possibility that the Code will engender product 
harmonization across product providers, leading to a 
reduction in choice. 



Benefits to Consumers

Not possible to quantify, but benefits can be identified:
1. Addresses information asymmetries,

2. Raises levels of consumer confidence,

3. The risks of mis-selling within the financial 
services industry should be reduced.

4. Creates a level playing field between market 
participants and thus promotes competition    
between firms.



Benefits to Regulated Firms

Provides stability and facilitates long-term planning,

Coming from a well-regulated jurisdiction helps when 
competing for business abroad,

In a regulated environment there are fewer 
opportunities for rogue traders and consequently for the 
reputational damage they inflict on the whole industry,

The competitive advantage that sub-standard firms can 
have over responsible firms in an unregulated market is 
eliminated,



Impact on small firms

Objective is to consider if smaller firms would be 
disadvantaged by the regulation

Factors:
Small firms do not have a compliance function,
Regulations can be unnecessarily complex – need to use 
plain language.

The Code was considered not to impact 
disproportionately on small firms, however this is an 
issue that the Financial Regulator has agreed to keep 
under review.



Competition Assessment

Focus on:
The fact that the Code will apply to all regulated firms in 
the same way.

Competition Authority Recommendations.

Competition comments offered by firms.

Conclusion: Code is competition neutral.



Conclusion

We acknowledge that compliance with the Code will 
impose costs on firms however we believe that the 
measures contained in the Code are appropriate and 
proportionate and for the most part do not exceed 
standards that would be widely accepted as best 
practice. Where measures do go beyond best practice 
we believe that they will deliver desirable and 
appropriate benefits to consumers of financial services.

We believe that the Code will be neutral in its effect on 
competition between firms and on national 
competitiveness, and that an appropriate balance has 
been struck between the desirability of creating a level 
playing field, on the one hand, and concerns about the 
regulatory burden on smaller firms, on the other.



Post Implementation Review.

In a review of the efficacy of financial regulation in the 
United Kingdom one noted expert has expressed the 
view that “it is difficult to come to any other conclusion 
except that the achievement of the objectives which 
have been set for the FSA are non-operational in the 
sense that no measurement of success can be achieved”

Charles A.E. Goodhart, “Regulating the Regulator – An Economist’s Perspective on Accountability and Control, in 
The Challenges Facing Financial Regulation (2001) (Eilis Ferran & Charles A.E. Goodhart, eds).



Available on our website:

1. Consumer Protection Code
2. RIA on the Consumer Protection Code.
www.financialregulator.ie

Other publications:
Cost surveys
Guides to financial products
Information on how to complain

www.itsyourmoney.ie

http://www.financialregulator.ie/
http://www.itsyourmoney.ie/


Thank you – Any 
Questions?



Consumer Protection Code

REGULATORY IMPACT ANALYSIS

December 2005

This document does not form part, or provide an interpretation, of the Consumer Protection Code or any other code,
requirement or provision of law or regulatory practice the subject of the exercise by the Financial Regulator of its functions.

   



    

CONTENTS

1

Section Title Page

1 Preface 2

2 Introduction 3

3 Objective and Rationale for the Consumer Protection Code 6

3.1 Objective of the Code 6

3.2 Why is a Consumer Protection Code needed? 6

4 Consultation 8

4.1 Interim Code Consultation 8

4.2 Public consultations 8

4.3 Consultation with the Consultative Industry and Consumer   Panels 9

5 Policy Options 10

5.1 Rationale for Conduct of Business Rules 10

5.2 Self Regulation or Statutory Regulation 12

5.3 Principles Vs Rules 13

6 Costs and Benefits 15

6.1 Methodology 15

6.2 Summary of main costs and Benefits 17

6.2.1 Direct Costs to Industry 17

6.2.2 Compliance Costs to Industry 18

6.2.3 Implementation timeframe 28

6.2.4 Costs to Consumers 28

6.3       Benefits 28

6.3.1 Benefits to Consumers 28

6.3.2 Benefits to Industry 29

7 Impact on Small Firms 30

8 Competition Assessment 32

8.1       The Competition Authority. 32

8.2       Effect of the Code on competition between firms, sectors and internationally 33

9 Summary and conclusions. 34

Select bibliography 35



In July 2005 the Department of the Taoiseach published a Report on the Introduction of Regulatory Impact

Analysis (RIA). This was followed by more detailed guidelines in October 2005. The application of that report

and guidelines is specifically directed at Government Departments and Offices, and consequently the

guidance that it contains is of direct relevance only to those entities. Nevertheless the Financial Regulator,

cognisant of the value that an RIA exercise can bring to bear on decision-making, and in light of the

significance of the Consumer Protection Code (the Code) for both industry and consumers, decided to

conduct and publish an RIA. 

The Department of the Taoiseach’s report envisages that, in relation to any new regulatory initiative, an RIA

should be conducted as early as possible.  However, as the Financial Regulator commenced its review of the

current codes in 2003, many of the processes and consultations relevant to the development of the Code had

already been undertaken by the time the Department’s report was published. 

The approach that the Financial Regulator has adopted in relation to this RIA, and perhaps more particularly in

relation to looking at the costs and benefits of the Code, was influenced by a number of sources, principally:

< The Department of the Taoiseach’s report on the introduction of RIA in the Civil Service,

< Best international practice in relation to RIA and financial consumer protection and information regulations,

and

< A review of the academic research and papers published in this field.

The use of RIA as an analytical tool is only commencing in Ireland and the approach will no doubt evolve over time.

1 PREFACE

2



The introduction of the new Code has been the subject of a comprehensive consultation with all interests

affected (see Section 4). This meets a fundamental principle of the approach set out in the Government’s

"Better Regulation" initiative.

The Financial Regulator published a draft Consumer Protection Code (the Code) in February 2005. Following

a consultation process the Financial Regulator is now moving to finalise and implement the Code. It is intended

that the Code will come into effect in mid-2006 

The Code will replace the various sectoral codes that currently apply to regulated firms, most of which were

introduced prior to the establishment of the Financial Regulator, namely:

< credit institutions;

< insurance companies;

< insurance and investment intermediaries; 

< investment business firms; 

< deposit agents; 

< mortgage intermediaries; and 

< moneylenders.

The Code will apply to all financial services providers when operating in the State1. In line with the structure of

the European single market in financial services these firms fall into three main groups:

< those authorised by us, the Financial Regulator;

< those authorised in another European Union (EU) or European Economic Area (EEA) country that have at

least one branch in Ireland (‘establishment firms’);

< those authorised in another EU or EEA country that provide services into Ireland without setting up a

physical presence in the country (‘passporting firms’).

The types of financial services providers to whom the Code will apply are:

< Credit Institutions (Banks and Building Societies)

< Insurance Companies (both Life and non-Life)

< Stockbroking Firms2

< Investment Business Firms

< Insurance Intermediaries

< Moneylenders 

< Mortgage Intermediaries

< Credit Unions when providing financial services other than core savings and loans to members. 

2 INTRODUCTION

3

1 As noted in the Public Response document, the Markets in Financial Instruments Directive (MiFID) may have an, at this point
unquantifiable, impact upon the Code. 

2 The advertising section of the Code will apply to stockbrokers. Supervision of compliance with the conduct of business rules for
stockbrokers, other than advertising rules, is currently undertaken by the Irish Stock Exchange as provided for by the Stock Exchange Act,
1995. The rules are subject to the approval of the Financial Regulator. The Irish Stock Exchange is aware that the review of codes by the
Financial Regulator is underway and that the outcome of the review and public consultation will have implications for the provisions set
out in its rules. The Financial Regulator will, in conjunction with the Irish Stock Exchange, review the conduct of business rules applicable
to stockbrokers with a view to ensuring an approach and level of protection for investors consistent with this Code. 



Statutory Basis of the Code

The Code is issued in accordance with Section 33S(6) of the Central Bank Act, 1942 (as amended) and applies

to entities regulated by the Financial Regulator by virtue of powers derived from the following pieces of

legislation:

< Central Bank Acts 1942 – 1997

< Investment Intermediaries Act 1995

< Consumer Credit Act 1995

< Stock Exchange Act, 1995

< Insurance Acts 1909 – 2000

< Relevant Statutory Instruments

Background and Scope Of This Regulatory Impact Analysis (RIA)

As mentioned above the approach adopted by the Financial Regulator in the development of the Code, and

the structure of this RIA, is influenced by the model set out in the Department of the Taoiseach’s report. It

should be borne in mind however that the development of the Code was well advanced by the time the report

was published.

The Department of the Taoiseach’s report provides that an RIA should, inter alia, consider enforcement and

compliance issues. The Financial Regulator is aware that a code can only be effective when it is properly

enforced and if compliance with it is monitored regularly. The Code will require all regulated entities to have

adequate systems and controls in place to ensure compliance with the Code and other applicable consumer

protection legislation. Responsibility for compliance rests with the board and management of a regulated

entity. The Financial Regulator will monitor compliance by various means including a consumer focussed

inspection programme, mystery shopping, through information brought to its attention by customers and by

ensuring that directors and managers are fully responsible for compliance with the Code. A breach of the

Code will be liable to be the subject of an administrative sanction under Part IIIC of the Central Bank Act, 1942.

Prior to the publication of the Department of the Taoiseach’s report the Financial Regulator had decided that

the issues surrounding enforcement of and compliance with the Code were of sufficient significance and

complexity to warrant a separate consultation. 

4



In November 2004, the Financial Regulator published a consultation paper entitled "Financial Services

Regulation: Administrative Sanctions Procedure" (consultation paper CP8). This paper sought the views of the

financial services industry, their advisors, the Financial Services Consultative Industry and Consumer Panels

and all interested parties. The paper concentrated on the approach to be taken to the application and

implementation of the new administrative sanction powers and sought views on policies which the Financial

Regulator was considering applying. Draft guidelines were included in the consultation for comment. We

received 23 written submissions to that consultation: 12 from industry representative bodies, 4 from regulated

entities, 5 from advisors to the financial industry and 1 each from the Financial Services Consultative Industry

and Consumer Panels.

On 19 August 2005 the Financial Regulator published its response to the feedback received in relation to

consultation paper CP8 on Administrative Sanctions Procedures. In October 2005 the Financial Regulator

published the final version of An Outline of the Administrative Sanctions Procedure, which is a general

summary of the process that will be followed. The Financial Regulator also published an Administrative

Sanctions Guideline which governs the conduct of the Administrative Sanctions Procedure.

5



33..11 OObbjjeeccttiivvee ooff tthhee CCooddee

The objective of the Code is to promote high standards of behaviour on the part of regulated firms and to

promote appropriate outcomes for consumers of relevant financial services.

The Code is not intended to displace competitive pressures or normal market mechanisms, but to correct for

market imperfections and failures that produce sub-optimal outcomes and distort consumer choice.

While the Code is intended to protect consumers, it is not the purpose of the Code to protect consumers from

all possibility of losing money from, for example, adverse market movements, or from making mistakes. 

33..22 WWhhyy iiss aa CCoonnssuummeerr PPrrootteeccttiioonn CCooddee nneeeeddeedd?? 

The Financial Regulator’s Code will be part of the overall regulatory and supervisory regime applied to relevant

financial services in Ireland. The wider question of why it is necessary to regulate financial services should

include a consideration of issues such as the potential for systemic risk and fraud. We try to address these risks

through the Financial Regulator’s prudential supervision framework including the authorisation process and

competency and probity standards, and it is not considered necessary to address this wider question in the

context of this RIA. It is accepted however that the rationale for a consumer protection framework, expressed

in a formal code, needs to be justified on its own merits, separately from systemic risk and fraud concerns.  

The Financial Regulator considers that the principal factors that warrant a Consumer Protection Code are:

1. The process of delivering financial services is particularly prone to issues of asymmetric information.

Consumers are far less well informed about financial products than the providers of those products. In fact

many potential buyers of retail financial products may not even know what it is that they do not know. In

the absence of complete information necessary to make informed choices, competition alone will not

produce optimal outcomes for consumers;

2. Many financial contracts (e.g. insurance, pensions etc) are long term in nature, and the consumption of

the service is at a time other than the point of purchase. Consumers may have particular difficulty in

ascertaining the quality of financial products at the point of purchase. This gives rise to particular concerns

to ensure the suitability of sales, and that vendors act in the long-term best interests of their clients; and

3. Financial services, by their nature, may be more susceptible to fraud, malpractice and misrepresentation

than other services. Consumers generally release control of an asset (e.g. their cash) but do not take

control of the purchased asset, relying on the periodic statements issued by financial firms confirming

their purchase. Retail consumers are generally not in position to critically evaluate the competence and

probity of those working in the financial services sector3.

(These points are expanded upon in Chapter 5, Policy Options)

3. OBJECTIVE AND RATIONALE FOR THE
CONSUMER PROTECTION CODE

6 7

3 The Financial Regulator has issued a consultation paper (CP11) entitled: Comprehensive Framework of Standards for testing the probity
and competence of Directors and Managers of Financial Services Firms. This consultation paper focuses in greater detail on issues of
competence and probity, however this theme is also reflected throughout the Code.  

            



The Financial Regulator considers that a single Code, containing general principles that apply to all regulated

firms, and detailed rules for certain financial services where appropriate, is preferable to a series of codes for

each sector for a number of reasons:

1. A single Code is consistent with the Government’s "Better Regulation" initiative, particularly the principles

of transparency and consistency;

2. The Financial Regulator considers that whether a consumer buys, for example, an investment product

from a bank or an insurance broker, the duty of care to the consumer should be the same; and

3. By focussing on types of financial services rather than types of financial firms the Financial Regulator is

facilitating the creation of a level playing field among financial firms, and minimising the impact of the Code

on competition between different types of firms.   

7

 



The Financial Regulator has engaged in extensive consultation with industry and the public in general during

the Code development process. This process has comprised of a restricted consultation in relation to interim

codes, two full public consultations, and consultation with the statutory Consultative Industry and Consumer

Panels. In addition the Financial Regulator has held over thirty meetings with industry and consumer

representatives on the Code. 

44..11 IInntteerriimm CCooddeess CCoonnssuullttaattiioonn

Prior to the establishment of the Financial Regulator on 1 May 2003 the Central Bank of Ireland had put in place

Codes of Conduct for credit institutions, insurance and investment intermediaries, investment business firms,

stockbroking firms4 and deposit agents. In December 2003 the Financial Regulator introduced interim codes

for insurance companies, mortgage intermediaries and moneylenders. Because of the interim nature of these

Codes the Financial Regulator conducted a restricted consultation in relation to those interim Codes. The trade

bodies representing the affected sectors were the principal consultation partners.

44..22 PPuubblliicc CCoonnssuullttaattiioonnss

In March 2004 the Financial Regulator published a public Consultation Paper CP2 entitled "Review of Conduct

of Business Rules for Financial Services Providers". This paper sought the views of the financial services

industry, its customers and consumer representative groups on codes of practice that would help protect

consumers in their dealings with financial services providers. The paper concentrated on the structure,

application and general content of future consumer protection codes rather than on the detail of the individual

rules. The Financial Regulator received 42 submissions on that paper - 18 from regulated entities, 13 from trade

representative bodies and 5 from consumer groups. Six individuals also made submissions. The submissions

received are available on the Financial Regulator’s web-site www.financialregulator.ie. The Financial

Regulator’s response to the submissions made was set out in Consultation Paper CP10. 

Consultation Paper CP2 asked two key questions:

1. should the Code be principles based or rules based?

2. should the Code be structured by reference to products or regulated entities?

On the question of principles versus rules there was an almost unanimous preference for a principles based

approach but most respondents felt that the principles should be supplemented with more detailed rules that

would more clearly facilitate an understanding of the Code by both the practitioners and customers.

Most respondents favoured a Code structured under various product types rather than by regulated entity

type. The key arguments in favour of this approach were:

a) there has been a blurring of the distinction between providers of financial services;

b) our stated aim to provide the same level of protection for customers regardless of the type of financial

services provider they choose; and

c) customers are interested in the service provided rather than the legal classification of the provider or

seller.

4 CONSULTATION

8 9

4 The Irish Stock Exchange was, and continues to be, involved in the implementation and monitoring of the Code of Conduct for member
firms.

             



The third phase of consultation was the publication in February 2005 of a draft Consumer Protection Code

(Consultation Paper CP10). Consultation Paper CP10 developed the Financial Regulator’s proposals in relation

to the detailed content of the Code. It comprised a set of general principles and some rules common to all

regulated entities. It then addressed different types of financial services such as banking, lending, insurance

and investments. Rules relating to the advertising of financial services were also included.

Sixty one submissions have been received in relation to Consultation Paper CP10. The submissions, which have

been published on the Financial Regulator’s website, can be broken down as follows:

The Financial Regulator has published a document giving feedback on the most significant issues raised in the

consultation process at the same time as it has published this Regulatory Impact Analysis. We accept that the

detailed Code requires further technical work to avoid misinterpretation and to allow for it to be implemented

in the most efficient way. This work is continuing and the final Code will be published in the first half of 2006.

44..33 CCoonnssuullttaattiioonn wwiitthh tthhee CCoonnssuullttaattiivvee IInndduussttrryy aanndd CCoonnssuummeerr PPaanneellss..

The fourth element to the Financial Regulator’s consultation process has been its discussions with the statutory

Consultative Industry and Consumer Panels. These Panels were established with effect from 1 November 2004

under the Central Bank and Financial Services Authority of Ireland Act, 2004. 

Both the Consultative Consumer Panel and the Consultative Industry Panel made written submissions to the

Financial Regulator in relation to the Code. The Financial Regulator has met with each of the Consultative

Panels in order to discuss their inputs and to give them structured feedback.   Prior to the publication of the

final Code the Financial Regulator will respond formally to both panels, and these responses will also be

published on our website. 

9

Number of submissions

Bodies representing financial services firms 19

Individual firms 27

Consumer groups and groups representing social and community interests. 9

Members of the public. 3

Other statutory bodies5 3

Total 61

5 The Advertising Standards Authority of Ireland, The Pensions Board and The Competition Authority.

          



An important element of an RIA is an assessment of the various policy options available to the regulator and

an objective evaluation of the merits and demerits of each option. At a conceptual level there are three

possible approaches to regulation:

a) do nothing;

b) self regulation; and

c) statutory regulation.

For the purposes of this RIA it is suggested that the policy option of doing nothing does not warrant extensive

consideration. An Implementation Advisory Group appointed by the Ministers for Finance and Enterprise,

Trade and Employment considered the arguments for and against creating a single regulatory authority in

Ireland, and the roles and functions of such an authority. The report of that Group was published in May 1999

and the Government subsequently moved to establish the Financial Regulator. A significant factor in the

Governments decision was the desirability of providing better information and protection to consumers.

The rationale for conduct of business rules has already been discussed briefly and is expanded upon

hereunder. This chapter also considers the question of self-regulation versus statutory regulation.  The policy

options of principles versus rules-based regulation are also examined. 

The merits and demerits of various policy options discussed in this chapter are common to many markets and

are not specific to the financial services industry in Ireland.

55..11 RRaattiioonnaallee ffoorr CCoonndduucctt ooff BBuussiinneessss RRuulleess

The logic for the introduction of conduct of business rules is based on a number of arguments:

I The correction of market imperfections and failures.

Among the market imperfections observed in retail financial markets are:

< the inadequacy of information possessed by consumers; 

< the fact that consumers of financial services are less well informed than the suppliers of those

services; 

< the difficulties that consumers face in ascertaining quality at the point of purchase;

< imprecise definitions of products and contracts; and

< the difficulties faced by consumers in trying to assess the safety and soundness of financial

institutions.

It is the view of the Financial Regulator that these market imperfections cannot be addressed by consumer

information and education alone, and that conduct of business rules must of necessity form part of the

Financial Regulator’s approach to addressing these issues.

II Professional Standards

Aside from deliberate mis-selling6, consumers can be mis-sold a financial product because the person

selling the product does not fully understand the product in question, or because he/she does not fully

understand the consumer’s needs. 

5 POLICY OPTIONS

10 11

6  Deliberate mis-selling is addressed by the Financial Regulator’s requirements that regulated firms must know their clients and only sell
suitable products to those clients.

                      



The Financial Regulator is currently addressing this issue in a number of ways. A consultation paper (CP11)

was published in February 2005 seeking views on the development of a comprehensive framework of

standards for testing the probity and competence of directors and managers of financial services firms. 

The Financial Regulator has also co-operated with the financial services industry in the development of

minimum training standards within the industry. However these initiatives need to be complemented by

conduct of business rules that impose standards requiring firms to adequately know their clients and to

recommend suitable products for them.    

III Fraud or misrepresentation

The very nature of financial services, dealing in the financial assets of consumers who are sometimes

poorly informed about financial issues and processes, means that financial services offers greater

opportunities to those who would defraud or misrepresent themselves to consumers than many other

industries. One of the effects of conduct of business rules is to make it more difficult for the unscrupulous

to operate in the financial services industry.

IV Conflicts of interest

The process of delivering financial services to consumers gives rise to a number of potential conflicts of

interest. The interests of consumers are not necessarily the same as the interests of the financial service

providers. It is in the interests of financial services providers, in order to protect their reputations and in

order to promote repeat business, to ensure that consumers are satisfied with their products. However the

interests of other stakeholders must also be taken into account by each firm in determining its business

strategy and practices. 

There is also the scope for a mis-match in the time horizon of consumers and financial service providers,

especially in the area of pensions and investments, where the consumer’s desire for medium to long-term

benefits can conflict with the financial service provider’s needs to meet shorter term income and/or

profitability targets.

Further potential for conflicts of interest arises from the fact that many categories of retail financial

intermediaries who, though they act on behalf of the consumer in their dealings with product providers,

are in the main remunerated by the product providers by way of sales-linked commissions.  

The Code gives firms guidance on how to address conflicts of interest in a uniform manner.

V Consumer Confidence

In a market where consumers know that there are good products and bad products, and also know that

they do not possess the expertise to differentiate between the two, demand for these products can be

weak, and risk-averse consumers can fail to participate in or exit the market. The response on the part of

financial services providers can sometimes be to place a greater emphasis on selling than on improving the

quality of products offered. Regulation can give risk-averse consumers confidence about the quality of the

advice they receive and the quality of the products on offer (albeit that the Financial Regulator does not

approve or endorse particular financial services and products).

11

       



55..22 SSeellff--RReegguullaattiioonn oorr SSttaattuuttoorryy RReegguullaattiioonn

Section 33S(6) of the Central Bank Act 19427, provides that, with the approval of the other members of the

Regulatory Authority, the Consumer Director of the Financial Regulator may issue codes or impose

requirements under regulatory legislation.

The effect of this provision is to enable, but not to require, the Consumer Director to implement provisions

such as are contained in the Code. The Consumer Director could, in theory, hold back from exercising this

power, and in those circumstances self regulation could continue to play the pre-eminent role in guiding the

behavior of financial firms in their dealings with consumers.

The most significant positive attributes of self-regulation can be summarised as follows:

< it capitalises on the expertise of market practioners;

< it has a professional interest in ensuring that standards and public confidence are sustained; and

< the consent of the regulated is more likely to be secured. 

The more significant negative attributes of self-regulation are considered to be that:

< it can prove to be anti-competitive in nature8;

< it can be vulnerable to regulatory capture9;

< not every firm may subscribe to the self-regulatory framework; 

< it may lack credibility, accountability and public confidence; and

< it may lack effective enforceability. 

Turning to Statutory Regulation, the principal advantages of placing a code of conduct on a statutory footing

are;

< the regulator is independent of the industry that it regulates and is in a better position to balance the

interests of consumers and firms appropriately;

< an impartial regulator is more likely to be able to engender consumer confidence;

< a statutory code, with an enforcement dimension, is more likely to be effective;

< a statutory code is more likely to be designed to enhance competitive pressures;  and

< a statutory code enjoys legal clarity. 

The more significant negative attributes of statutory regulation are considered to be that:

< the regulator does not have market experience comparable to that of practitioners;

< as with self-regulation, the regulator is vulnerable to regulatory capture;

< a statutory regulator may be slower than a self regulatory body to react to market developments. 

The Financial Regulator addressed the question of the appropriate role of voluntary codes in consultation

paper CP2, published in March 2004. Many respondents felt that voluntary codes have a role in a regulatory

framework by complementing the statutory codes. There were concerns however, about the effectiveness of

the enforcement of voluntary codes. 

12 13

7 As inserted by The Central Bank and Financial Services Authority of Ireland Act, 2003 
8 For example, membership of a self-regulating body may constitute a barrier to entry to a market. 
9 ‘Regulatory capture’ is a phrase commonly used to describe a situation in which an industry that is regulated controls a regulatory agency’s

policies.

                                     



The Financial Regulator considers that, going forward, there will continue to be an important role to be played

by voluntary codes, and that the optimal regulatory matrix lies at neither end of the spectrum between

exclusively self-regulation and exclusively statutory regulation. The Financial Regulator considers that the Code

represents an appropriate degree of statutory regulation.

Following the introduction of the Financial Regulator’s Code there will most likely continue to be a number of

industry codes in operation. Examples include:

< the Irish Bankers Federation/Irish Mortgage Council’s code of ethics; and

< the many Codes of Practice of the Irish Insurance Federation in relation to issues such as genetic testing and

life insurance medical reports etc.

55..33 PPrriinncciipplleess VVss RRuulleess

A principles based approach sets out high level requirements within which financial services firms operate,

while a rules based approach is more prescriptive in relation to the requirements that should be implemented

in specific circumstances. The codes that were in force at the time that the Financial Regulator was established

were primarily principles based rather than comprising a set of detailed rules. They set out how each regulated

entity should behave in a particular set of circumstances, although certain requirements were presented in

more detail than others.

The Financial Regulator has expressed a preference to continue with this principles based approach and to

supplement those principles with specific rules where it is considered to be in the best interests of consumers

to do so. This issue was raised by the Financial Regulator in consultation paper CP2 published in March 2004.

In that consultation paper the arguments for and against principles and rules based regulation were

summarised as follows:

The arguments in favour of a principles based approach are that:

< it allows financial services firms a certain flexibility to develop their own compliance ethos within the context

of their own markets, legislative backgrounds and cultures;

< it encourages firms to embed the ethos of the Codes within the firm rather than develop a box-ticking

culture of compliance with detailed rules;

< it is more likely to encourage new entrants into the market, particularly from outside the State, and thus

foster competition.

The main arguments against a principles based approach are that it may create uncertainty:

< for firms that may be unsure if the approach adopted fully complies with the codes; and

< for consumers who are faced with different approaches to compliance from different firms.

The arguments in favour of the rules based approach are that:

< it makes it clear to financial services firms how they should comply with rules in specific cases; and

< it is more likely to lead to a consistent approach between different firms, so consumers are aware of the level

of compliance they can expect.

13

                        



The arguments against a code comprising detailed rules are that it:

< may lead to an unthinking mechanical compliance culture rather than a realisation that the purpose of the

codes is to promote the fair treatment of consumers;

< may prompt firms to seek ways around rules rather than complying with the principles of consumer

protection;

< can restrict innovation and impose additional costs on financial services firms and perhaps ultimately

consumers;

< might create uncertainty for companies that are faced with a situation for which no specific rule or

requirement has been decided, This will invariably happen as no set of rules could cover every conceivable

eventuality.

Consultation paper CP2 sought views on: 

< the merits of a principles based versus a detailed rules approach; and

< any areas in which more detailed rules would be more appropriate or could be used to supplement the high

level principles.

There was an almost unanimous preference for a principles based approach but most respondents felt that the

principles should be supplemented with more detailed rules that would more clearly facilitate an

understanding of the Code by both the practitioners and customers. Some industry respondents felt that with

the development of the administrative sanctions programme it was important that the Code be drafted in such

a way to enable them to develop compliance systems that would withstand regulatory scrutiny. 

The Financial Regulator continues to favour a principles-based code. A rules-based Code would impose

considerable costs on honest and reputable firms but would not adequately deal with firms that do not

subscribe fully to the spirit of the Code.

The final Code therefore sets out both general principles and some detailed rules, which are an elaboration of

those general principles, where this is considered necessary. 
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66..11 MMeetthhooddoollooggyy

The most compelling rationale for considering the costs and benefits of initiatives in the area of financial

regulation lies in the nature of regulation itself, in that because regulation is not provided through a normal

market mechanism consumers are unable to signal how much or what quality of regulation is required.

Consumers are also unable to signal how much they are prepared to pay for regulation. This represents a major

loss of information to the provider of any service, financial regulation included.

For the vast majority of financial firms providing services to retail consumers the opportunities to engage in

regulatory arbitrage are non-existent. The absence of meaningful arbitrage opportunities means that a second

possible source of information on pricing is also unavailable.  

In approaching this examination of the costs and benefit it is important to define the baseline relative to which

the costs and benefits of the Code are measured. The Financial Regulator considers that the most relevant

baseline is what would happen if there were no regulation of conduct of business, and therefore it is the same

as the "do nothing" policy option.

When we began to look at costs and benefits in the context of financial regulation generally it quickly became

apparent that while it can be relatively easy to quantify a small number of costs, the same does not hold true for

benefits, which at best can be assessed in qualitative terms. Without prejudice to the outcome of an examination

of costs and benefits the Financial Regulator recognised this limitation, which is also evident from the work of

other regulators and from relevant economic literature. The difficulty of quantifying costs and benefits is

acknowledged in the RIA Guidelines issued by the Department of the Taoiseach.

Our approach to the issue of identifying the costs and benefits of the Code is to focus on the incremental costs

that compliance attracts and the incremental benefits that the Code brings, over and above the costs and benefits

that would be likely to obtain if there were no Code. We believe that this approach is the most appropriate and

valid for considering the costs to industry of implementing a new and industry-wide consumer protection Code.

The Financial Regulator engaged with the Consultative Industry Panel, with industry representative bodies and

with individual firms to see if the incremental costs to industry of implementing the Code could be quantified

with an acceptable level of accuracy.

We have found that estimating these costs is not easy - one of the obvious difficulties with this approach is that

there may not be consistency of views within industry on the level of activities covered by the Code that would

still be undertaken absent a Code.

Estimates of set up and ongoing implementation costs in respect of a sample of provisions were put forward by

the industry. These estimates suggest a significant cost attaching to the implementation of CP10. 

Both the industry and the Financial Regulator acknowledge that the cost exercise was conducted in an

extremely tight timeframe, which only allowed a minimum of discussion on devising the cost template to be

completed, and which did not allow for validation of the data. It has not therefore been possible to verify the

robustness of the cost data provided. 

We accept that implementation of new provisions and the extension of existing provisions to new sectors or

business lines will have tangible cost impacts. We will seek to minimise these cost impacts where possible. 

6 COSTS AND BENEFITS
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Arising therefore from our communications with industry, and also cognisant of the similar difficulties

experienced in other jurisdictions in estimating the costs and benefits of financial consumer protection measures,

the Financial Regulator has accepted that, despite its efforts and the efforts of industry, it would not be possible

to offer precise, or even reliably approximate figures describing the incremental costs to the industry of the Code.

The Financial Regulator acknowledges that the application of RIA, and in particular costs and benefits analysis, to

consumer protection measures is at an early stage of evolution. We will continue to endeavour to keep abreast

of international best practice in this area, and we will also continue be open to suggestions from industry on how

appropriate analytical tools can be developed.  

The Financial Regulator considers that in the case of future Codes initiatives it would be appropriate to use the

costs and benefits analysis in this RIA as a baseline, and that accordingly the costs and benefits of future initiatives

will be measured against the standards imposed under the Code.

The reliable quantification of costs to consumers of financial products of having a Consumer Protection Code also

presents similar difficulties at the practical level as the quantification of industry costs. 

Turning to benefits, from the outset it appeared to the Financial Regulator that the possibility of quantifying the

benefits of the Code, both to consumers and to industry, was an even more remote prospect than quantifying

costs. For example, one of the purposes of the Code is to help ensure that consumers are only sold appropriate

products, but it would not seem possible to ascribe a monetary value to a mis-selling event that does not take

place. Similarly, a proportionate and effective code should benefit the regulated industry by enhancing consumer

confidence in the products and services offered. Offering a reliable measurement of this benefit is however

probably not feasible.

The only costs that could arguably be described accurately are the direct costs incurred by the Financial Regulator

in devising, monitoring and implementing the Code. These costs, which are borne in the first instance by the

industry and the Central Bank and Financial Services Authority of Ireland, and ultimately by consumers, could be

stripped out of the Financial Regulator’s budget and be presented in this RIA. The Financial Regulator considers

however that it would be invidious to do so as it would arguably deflect focus towards these definable costs and

away from the indefinable costs and benefits.

Given that the draft budget of the Financial Regulator is subject to scrutiny by the Consultative Industry Panel and

the Consultative Consumer Panel, and is subject to the approval of the Minister for Finance, and given that the

accounts of the Financial Regulator are reviewed by the Comptroller and Auditor General, and are published, it is

considered that no additional transparency or benefit would accrue from expressing these costs in this RIA. 

Taking all of these factors into account the Financial Regulator considers that approaching the question of the

costs and benefits of the Code from a purely accountancy perspective is not feasible. We note that this has also

been the conclusion arrived at in other jurisdictions. In a review of the efficacy of financial regulation in the United

Kingdom one noted expert has expressed the view that "it is difficult to come to any other conclusion except that

the achievement of the objectives which have been set for the FSA are non-operational in the sense that no

measurement of success can be achieved" 10. 

Notwithstanding this, we consider that it is best practice to try, in a structured way, to identify, and where

possible, to comment on the significance of the principal market impacts of the proposed Code. Not to do so

would run the risk of implementing a Code that might address the given policy objectives, but was not as efficient

as it could be.

16 17

10 Charles A.E. Goodhart, "Regulating the Regulator – An Economist’s Perspective on Accountability and Control, published in Regulating
Financial Services and Markets in the Twenty First Century (2001) (Eilis Ferran & Charles A.E. Goodhart, eds).

 



66..22 SSuummmmaarryy ooff mmaaiinn ccoossttss aanndd bbeenneeffiittss

Some of the principal costs and benefits of the Code are summarised in the following table, and then discussed

in more detail.

The costs of the Consumer Protection Code can be considered in terms of four categories: 

1. direct costs to industry; 

2. compliance costs to industry;

3. implementation timeframe; and 

4. costs to consumers.

66..22..11 DDiirreecctt CCoossttss ttoo IInndduussttrryy

These are the costs, borne in the first instance by the Financial Regulator, of designing, monitoring and

enforcing the Code. 

The Financial Regulator‘s estimates of these costs are set out in its draft budget and for the reasons already

cited it is not proposed to quantify these costs in this RIA.  
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COSTS BENEFITS

CONSUMER

< Reduction in choice because of

harmonisation of products;
< Funding costs ultimately borne by the

consumer.

< Assists in delivering to consumers

what it is that they think they are

buying;
< Creates a greater number of close-to-

optimal outcomes;
< Fewer incidents of product mis-

selling; 
< More competition leading to better

value for consumers.

INDUSTRY

< Information technology costs;

< Staff costs, including training;

< Supervision fees.

< Market stability, facilitating long-term

planning;

< Greater consumer confidence;

leading to greater business volumes; 

< Internationally recognised regulatory

standards.

                                  



At present the Financial Regulator is funded by levies raised on the financial services industry and by subvention

from the Central Bank and Financial Services Authority of Ireland (CBFSAI), (roughly 50% from each). 

Levies raised on financial institutions represent part of the costs structures of those firms and will therefore be

likely to be reflected in the prices of financial products and services. Ultimately, therefore, the consumer of

financial products and services pays the part of the direct costs met through levies. 

To the extent that the Financial Regulator is part funded by subventions received from the CBFSAI, those sums

are not available for the calculation of the CBFSAI’s annual profits, which in turn dictates the level of funds

transferred annually by the CBFSAI to the Exchequer. At the hypothetical level the Exchequer must either

replace these funds from another source or moderate spending. Ultimately, therefore, the taxpayer/citizen

bears the cost of the part of the Financial Regulator’s direct costs met through CBFSAI subvention. 

66..22..22 CCoommpplliiaannccee CCoossttss ttoo IInndduussttrryy 

These are the costs to regulated firms of performing activities required by the Code. These costs have been

borne in full by intermediaries for some time and will now also apply in full to all other regulated firms including

banks and insurance companies.

The Financial Regulator believes that there is a significant overlap between the obligations proposed under the

Code and the standards that responsible firms would adopt, for reasons of risk control, internal governance

and reputation management, if there were no statutory Code. 

We set out below a consideration of the cost implications for firms under each of the chapter headings used

in CP10. 
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CChhaapptteerr 11
GGeenneerraall PPrriinncciipplleess

The Financial Regulator considers that these General Principles reflect best

practice for the retail financial services industry. As discussed in more detail

in the accompanying public response document we have taken cognisance

of submissions made and therefore in a number of respects the final

wording of the General Principles may be refined. 

We consider that these General Principles do not, of themselves, attract

additional net costs to firms over and above the costs that would be incurred

by responsible firms absent a Code. 
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CChhaapptteerr 22
CCoommmmoonn RRuulleess ffoorr
aallll rreegguullaatteedd
eennttiittiieess

1. Access

The Financial Regulator’s rules in relation to access reflect the reality that

full participation in modern society cannot be achieved without fair and

reasonable access to financial services.

To the extent that the rules on access may impose additional net costs upon

firms these costs are considered to be outweighed by this public policy

imperative. 

2. Clients Best Advantage;

3. Information to be provided to Customers; and

4. Preservation of Customer’s Rights

The Financial Regulator is satisfied that the standards imposed under these

sections are appropriate and necessary, and are those that would be

observed by responsible firms were there no Code, and that accordingly

no additional net costs accrue.

5. Knowing the Customer

The Financial Regulator believes that the know your customer

requirements are a necessary corollary of the requirement to act in the best

interests of clients and of the requirement to ensure that products and

services are suitable for the customer.

The public response document makes it clear that these requirements can

be at the level appropriate to and proportionate to the product or service

to be provided.

By adopting this approach the Financial Regulator believes that this

provision is appropriate and does not of itself impose additional net costs

on firms.    

6. Suitability

This provision represents a significant initiative, one that requires regulated

firms to behave in a manner that many firms might not if there were no

regulation. The rule effectively means that the principle of caveat emptor

cannot be the central tenet of the approach of regulated firms to their

relationship with the consumers of the products and services they provide. 

The rule is a tangible expression of the principle that all firms must, within

the context of their authorisation, act in the best interests of their clients.

In the discussions and correspondence between the Financial Regulator

and industry representative bodies prior to the completion of this RIA this

provision was cited as one that would impose very high costs upon

regulated firms. 
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Those costs, which were defined in terms of information technology costs,

staff training costs and additional administrative costs were estimated to

amount to tens of millions of Euro per annum. The difficulties that

measuring these costs presents have already been referred to in this RIA,

nevertheless, without prejudice to the estimates offered, the Financial

Regulator accepts that, in the context of the Code, the suitability provision

represents a significant cost to the industry. 

The Financial Regulator believes that the suitability requirement is an

appropriate initiative, and one that reflects its statutory remit to promote

the best interests of users of financial services in a way that is consistent

with:

(a) the orderly and proper functioning of financial markets; and

(b) the orderly and prudent supervision of providers of those services.

The balancing benefits to the industry and the consumer of a suitability rule

are even more difficult to quantify than the potential costs to the industry.

The benefits would, however, also seem to be of significant magnitude in

terms of countering the risks of mis-selling and engendering confidence in

the financial services industry – which is a benefit to both the industry and

the consumer. 

In considering the merits of this suitability provision, the Financial

Regulator believes that it is appropriate to refer to our High Level Goal 111,

which is "Helping consumers to make informed choices through education

and codes of practice in a fair financial services market". We believe that

the suitability requirement gives expression to the policy stance inherent in

that High Level Goal.

It is our view that while the suitability requirement will impose costs on

industry, the objectives of the provision are valid and the costs are not

disproportionate relative to the benefits. 

7. Unsolicited Contact (Coldcalling)

The industry’s broad comments on the provisions dealing with unsolicited

contact are dealt with in public response document. On the specific issue

of costs the industry has not commented on the significance of this rule.

The rule is unlikely to give rise to direct costs nor to significant compliance

costs. However the restrictions imposed on coldcalling may give rise to

opportunity costs for firms that currently employ this marketing tool.

11 Building a New Regulatory Structure. Strategic Plan 2004-06.
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8. Disclosure Requirements

The Financial Regulator accepts that the disclosure requirements in general

will impose costs on firms in terms of IT systems and staff training. We also

accept that the disclosure of regulatory status in advertisements,

particularly on radio, will cost firms money.

Balanced against this are the benefits to firms of being recognised as

operating under a regulator, including enhanced consumer confidence.

We also believe that the disclosure by firms of tied agency status is

consistent with best practice.

While accepting that there are costs associated with this provision the

Financial Regulator believes that it is worthwhile and appropriate measure.  

9. Charges

The Financial Regulator accepts that this provision will give rise to once-off

costs to firms arising from changes to IT systems and staff training. We

believe that the ongoing costs are likely to be moderate.

The Financial Regulator considers that this rule is justified on the grounds

that it will foster greater transparency and allow consumers to make more

meaningful comparisons between products and services.

10. Charging/Pricing Errors, and

11. Terms and Conditions of Financial Products

The Financial Regulator is satisfied that the standards imposed under this

section are appropriate and are those that would be observed by

responsible firms were there no Code and that accordingly no additional

net costs accrue.

12. Handling Complaints

The Financial Regulator’s proposals in relation to complaints will be refined

as set out in the public response document, however, perhaps particularly

in relation to oral complaints, the provisions in the Code are likely to

represent a standard higher that that which would be adopted if there were

no Code.

It would seem fair to observe that complaints handling is an aspect of a

firm’s operations that responsible firms, for reasons of reputation

management, would allocate resources to if there were no Code.

The Financial Regulator considers that the complaints rules are justified on

the grounds that they will foster greater transparency and fairness for

consumers. 
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13. Customer Records

The accompanying public response document provides some clarification

in relation to concerns raised during the consultation process. The Financial

Regulator considers that the final rules in relation to maintaining customer

records are broadly consistent with best practice and that accordingly no

significant cost accrues. 

The provision to consumers of copies of their records is governed by the

Data Protection Acts which allow that a charge be levied for this service. 

14. Timely Execution/Allocation;

15. Fees Commissions and Other Rewards;

16. Conflicts of Interest; and

17. Chinese Walls

The Financial Regulator is satisfied that the standards imposed under these

sections are appropriate, and are those that would be observed by

responsible firms were there no Code, and that accordingly no additional

net costs accrue.

18. Compliance with the Code

The Financial Regulator believes that this provision does not impose any

costs on firms over and above the net costs of complying with the Code

and best practice. 
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CChhaapptteerr 33
BBaannkkiinngg PPrroodduuccttss
aanndd SSeerrvviicceess

1. Statements;

2. Branch Restructuring/Withdrawal of Services; and

3. Changes in Interest Rates

The Financial Regulator is satisfied that the standards imposed under these

sections are appropriate, and are those that would be observed by

responsible firms were there no Code, and that accordingly no additional

net costs accrue.

4. Accounts

The Financial Regulator is satisfied that in the main the standards imposed

under this section are appropriate, and are those that would be observed

by responsible firms were there no Code, and that accordingly no

additional net costs accrue.

We recognise that the obligations imposed under Rules 6 and 712 are not

currently observed by many banks and may result in a net increase in the

cost of banks’ books of deposit business. We believe however that these

requirements are appropriate and are consistent with the General Principle

requiring firms to act in the best interests of their customers

5. Deposit Agents

The Financial Regulator is satisfied that the standards imposed under this

section are appropriate, and are those that would be observed by

responsible firms were there no Code, and that accordingly no additional

net costs accrue.

12 Rule 6 requires that a credit institution must, at least once a year, advise existing deposit holding customers, of the different interest rates
that are being applied to its deposit accounts, together with details of the rates applied to their savings account during the previous year. 
Rule 7 requires that where a customer has a variable rate savings account and the credit institution has reduced interest rates, the credit
institution must contact the customer within a reasonable period of time to:

(a) advise the customer of the change in the interest rate,
(b) inform the customer about other savings accounts operated by the credit institution, offering to help the customer switch to one of

these accounts, if the customer so requires,
(c) inform the customer that he/she can withdraw all the money in their account.
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CChhaapptteerr 44
LLooaannss

11. Unsolicited Credit Facilities

The Financial Regulator considers that opportunity costs represent the
most significant element of the costs to industry of this provision. We are
however satisfied that unsolicited credit is a contributing factor to over-
indebtedness and that it is in the best interests of consumers to prohibit
these practices. We believe that the public good aspect of this requirement
is of sufficient merit to outweigh the potential costs to the industry.

2. Non-Mortgage Personal Lending;

3. Mortgages;

4. Mortgage Re-Financing/Equity Release; and

5. Moneylending

The Financial Regulator is satisfied that the standards imposed under these
sections are appropriate, and are those that would be observed by
responsible firms were there no Code, and that accordingly no additional
net costs accrue.

CChhaapptteerr 55
IInnssuurraannccee PPrroodduuccttss
aanndd SSeerrvviicceess

1. Collateral Business;

2. Quotations and Proposals; and

3. Premium Rebates

The Financial Regulator is satisfied that the standards imposed under these
sections are appropriate, and are those that would be observed by responsible
firms were there no Code, and that accordingly no additional net costs accrue.

4. Renewal Notices

The Financial Regulator accepts that the requirement to ensure that customers
receive renewal notices 15 or 20 business days (as appropriate) in advance of
the policy renewal date is more onerous, and therefore more costly, than the
standards currently considered to be best practice. We believe that most of
these costs will relate to recalibrating IT systems when the Code is introduced
and that the ongoing costs, if any, will be relatively modest. 

We believe that enabling customers to shop around more effectively is an
appropriate objective for the Code and we believe that the benefits of this
provision, in terms of fostering competition and assisting customers to
obtain better value, outweigh the costs to the industry.

The Financial Regulator considers that the disclosure requirements specified
in relation to motor insurance renewal notices are appropriate and, apart from
initial IT set-up costs, that the costs on an ongoing basis will be negligible.
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5. Insurance Policies

The Financial Regulator is satisfied that the standards imposed under this
section are appropriate, and are those that would be observed by
responsible firms were there no Code, and that accordingly no additional
net costs accrue.

6. Disclosure

In general the Financial Regulator is satisfied that the standards imposed
under this section are appropriate, and are those that would be observed
by responsible firms were there no Code, and that accordingly no
additional net costs accrue.

We acknowledge that compliance with Rule 2113 will attract additional net costs
to firms, however we believe that this information will not be difficult to generate
in a well-organised firm and accordingly that these cost will be modest. 

7. Premium Handling; and

8. Tied Insurance Agents

The Financial Regulator is satisfied that the standards imposed under these
sections are appropriate, and are those that would be observed by
responsible firms were there no Code, and that accordingly no additional
net costs accrue.

9. Life Assurance Policies

The Financial Regulator considers that the obligations imposed under this
provision, relating to the explanations that must be given to customers are
consistent with the obligation of insurers to act in the best interests of their
customers. 

We believe that the benefits of this provision, in terms of ensuring that
customers fully understand the nature of the products they purchase, and
are consequently less likely to be dissatisfied with those products,
outweigh the costs to the industry.

10. Motor; and

11. Employers Liability

The Financial Regulator is satisfied that the standards imposed under these
sections are appropriate, and are those that would be observed by
responsible firms were there no Code, and that accordingly no additional
net costs accrue.

12. Claims Processing

The public response document indicates that the Financial Regulator will consider
this provision further in order to ensure a high level of customer protection without
sacrificing the overall efficiency of the claims handling process.

13 Rule 21 requires that an insurance intermediary must, on request, submit to the Financial Regulator, a schedule of specified commission
income received.
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CChhaapptteerr 66
IInnvveessttmmeennttss

1. Rules1-8 inclusive

The Financial Regulator is satisfied that the standards imposed under this

section are appropriate, and are those that would be observed by

responsible firms were there no Code, and that accordingly no additional

net costs accrue.

2. Cooling-Off Period

Cooling off periods do not currently apply to some investment products

that will be covered by this provision. Because they represent an additional

systems feature cooling-off periods will impose costs on firms. Some

customers will cancel during the cooling-off period giving rise to a loss of

business. The systems costs will however be largely of a one-off nature

while the benefit of not creating dissatisfied customers must be set against

the possible loss of business.

The Financial Regulator considers that this provision provides a strong and

necessary protection to customers and that it is a proportionate measure. 

3. Investment Risk

The various risk warnings required under this provision may go beyond

what firms would do if there was no regulation. As these risk warnings will

be incorporated into product promotional material the cost of carrying

them is once-off in nature. The Financial Regulator considers that these

warnings are appropriate and proportionate and that the benefits, in terms

of creating more informed customers, outweigh the costs to firms.

4. Policy/Account Alteration by the Regulated Entity;

5. Contract Notes and Confirmation Notes;

6. Averaging of Prices;

7. Allocation of Transactions;

8. Discretionary Accounts;

9. Periodic Information; and
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10. Customer Borrowing;

The Financial Regulator is satisfied that the standards imposed under these

sections are appropriate, and are those that would be observed by

responsible firms were there no Code, and that accordingly no additional

net costs accrue.

11. Tracker Bonds 

The public response document advises that Key Features document

envisaged under CP10 will be retained, but that in the final Code

discrepancies identified in the consultation process will be addressed. 

The Financial Regulator acknowledges that the requirement to devise and

produce a Key Features document, broadly as envisaged by CP10, will

impose costs on regulated firms however we believe that the benefits, in

terms of greater transparency for customers, mean that this measure is

appropriate and proportionate

CChhaapptteerr 77
AAddvveerrttiissiinngg

1. General Requirements

The Financial Regulator is satisfied that the standards imposed under this
section are appropriate, and are those that would be observed by
responsible firms were there no Code, and that accordingly no additional
net costs accrue.

2. Lending

The public response document indicates that the final Code will take
cognisance of the costs that some of the disclosure requirements
envisaged by CP10 would have imposed and will also only require warning
statements where the benefits of a particular product are featured in an
advertisement. 

The Financial Regulator is satisfied that the standards imposed under this
section are appropriate and proportionate and that the benefits , in terms
of creating more informed customers, outweigh the costs to firms.

3. Investing

The public response document indicates that the Financial Regulator will
consider again the level of information disclosure and warnings required
for advertisements in some areas. Notwithstanding this the Financial
Regulator is satisfied that the standards imposed under this section are
appropriate and proportionate and that the benefits , in terms of creating
more informed customers, outweigh the costs to firms.

               



66..22..33 IImmpplleemmeennttaattiioonn ttiimmeeffrraammee

Industry representatives have impressed upon the Financial Regulator that the implementation timeframe for

the Code will have a significant impact on the scale of the initial costs to firms. The Financial Regulator accepts

the validity of the concerns expressed by the industry and will, without prejudice to the best interests of

consumers, schedule the commencement of the Code provisions in a way that is cognisant of these concerns.

66..22..44 CCoossttss ttoo CCoonnssuummeerrss  

Though one of the principle objectives of the Code is to increase the overall welfare of consumers of financial

services the Code does impose some costs on consumers. The costs incurred by the Financial Regulator that

are funded by the industry, and the incremental costs to regulated firms of compliance with the Code,

represent part of the costs structures of those firms and will therefore be likely to be reflected in the prices of

financial products and services. Ultimately the consumer will pay these costs. 

Similarly, that part of the costs of the Financial Regulator met by the Central Bank will result in a reduced

contribution by the Central Bank to the Exchequer and as such is a cost that will be borne by all citizens. 

Other costs to consumers include: 

< the possibility that a Code will deter potential market participants from entering the market and/or cause

current participants to leave the market, with follow-on consequences for the level of competition in the

market; and

< the possibility that the Code will engender product harmonization across product providers, leading to a

reduction in choice. 

66..33 BBeenneeffiittss

When coming to consider the benefits of a consumer protection code, it can be more difficult to quantify these

than some of the costs, principally perhaps because costs relate to inputs, which by their nature lend

themselves more easily to quantification, while benefits relate to outcomes. Nevertheless, we can approach

the issue of benefits in a structured way. Perhaps the best way of doing so is to look separately at the benefits

to consumers and the benefits to regulated firms.

66..33..11 BBeenneeffiittss ttoo ccoonnssuummeerrss

In looking at the benefits to consumers, it is important to apply the same principle as was applied to the

measurement of indirect costs, that is that the effect to be measured, if possible, is the incremental benefit to

consumers of having a Code over and above the benefits that consumers would enjoy absent a Code. Some

of the benefits to consumers of a consumer protection code are:

1. by addressing information asymmetries, regulation assists in ensuring that  consumers get the precise

financial products and services that they want;
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2. by raising levels of consumer confidence in financial products and financial service providers the Code can

help to ensure that consumers enter the market and get the products that meet need, whether this relates

to simple bank accounts in the case of the unbanked, or pensions for employees, or protection products.

A greater proportion of successful outcomes from the consumers’ perspective will further promote

consumer confidence, promoting a virtuous circle;

3. by requiring financial firms to know their clients and to take care that only suitable products are sold to

them the risks of mis-selling within the financial services industry should be reduced; and

4. the Code aims to create a level playing field between market participants. This and the enhanced

transparency provisions contained in the Code should empower consumers to shop around and promote

competition between firms. Greater competition should deliver better services and better value to

consumers. 

While some of the costs associated with the implementation of the Code may, on the face of it, seem significant

they must be placed alongside the value of the potential benefits of regulation. For example, the cost to

consumers of mis-selling scandals in the UK relating to:

1. endowments, 

2. personal pensions, 

3. free-standing additional voluntary contribution pension schemes (FSAVCs), 

4. spilt capital investment trusts, and 

5. structured capital at risk products (SCARPs)/'precipice bonds'.

is estimated in terms of billions of pounds Sterling.

66..33..22 BBeenneeffiittss ttoo RReegguullaatteedd FFiirrmmss

Regulated financial firms benefit from operating in a regulated environment, and specifically where conduct of

business is regulated, in a number of ways:

1. All forms of regulation, including conduct of business regulation, tend to foster market stability, which is a

benefit to all firms insofar as it facilitates long-term planning and the efficient allocation of investment

capital over time;

2. The Code, together with the Financial Regulator’s prudential supervision, and consumer information and

education functions, constitutes a modern regulatory framework, recognised internationally as such. The

regulatory standards that operate in Ireland serve to enhance the perception of Irish firms abroad when

operating in foreign markets; 

3. In the absence of a Code, poor service levels and/or poor outcomes for consumers on the part of some

firms may lead to damage to the reputation of the whole sector and to the level of business done by that

sector. Responsible firms therefore benefit from operating in an environment where conduct of business

rules establish minimum standards for all firms; 
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4. Similarly, responsible firms that already operate to standards approximate to those set out in the Code

incur costs that less responsible firms avoid. The imposition of a statutory Code helps to minimize this

unfair competitive advantage;

5. Related to the effect described at 2 above is the fact that regulation, and perhaps particularly consumer

protection regulation, tends to enhance consumer confidence in the firms within the regulated industry

and their products. To the extent that regulation addresses information asymmetries it should lead to an

increased number of transactions; and

6. The existence of a Code, promulgated by a statutory regulator, and accepted as valid by industry, lessens

the need for regulated firms to invest in determining appropriate standards of conduct at the level of the

individual firm. A Code is therefore an important tool for the management of operational risk within

regulated firms.    
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The purpose of this section is to consider if, when in operation, the provisions of the Code would be unfair to

smaller firms, or would disadvantage smaller firms in any other way. The section will seek to consider if there

are complexities within the Code that might be prohibitive to smaller firms. Finally, the Section also considers

a number of relevant points made by trade bodies representing smaller firms.

It should be noted that in financial services, as in most other industries, scale may confer competitive

advantages and disadvantages, and it is neither the purpose of the Code nor the intention of the Financial

Regulator to negate the effects on competition of scale.  

Notwithstanding the fact that on the one hand a small number of intermediaries are substantial corporations, while on

the other hand a small number of product providers are relatively small firms, it nevertheless remains generally true to

say that smaller firms are more likely to be intermediaries and larger firms are more likely to be product producers.

Impact on competition between small and large firms

< The single issue within the proposals that attracted the greatest level of comment from bodies representing

small firms is the Financial Regulator’s approach to the issue of unsolicited contacts. In general there was a

view that the proposed rules could favour larger firms. However, even within the group of bodies

representing smaller firms there were a number of distinct viewpoints expressed. The Financial Regulator’s

rational for the rules relating to unsolicited contact is set out in the public response document. The Financial

Regulator has noted in particular the concern expressed that the phrase "similar to the proposed purpose of

the coldcall" is open to interpretation. While we stress that firms will have to use their own judgement in this

regard we will also monitor compliance via our monitoring processes.  

< The Professional Insurance Brokers Association (PIBA) cited Rules 73 and 74 of Chapter 2 of the proposed

Code as having been drafted with only large firms in mind. These sections, which dealt with the

responsibilities of the compliance function within regulated firms, will be redrafted to take account of the

fact that small firms will not have a dedicated compliance function. 

Complexity

The Financial Regulator recognises that small firms, unlike many larger firms, will be unlikely to have available

to them the advice of a dedicated/expert compliance officer or compliance team. Indeed, many small firms are

one or two person operations. In order to ensure that the provisions of the final Code are as accessible as

possible the Financial Regulator sought and received advice on the best way to express the principles, and will

draft the detailed rules in a way that balances the desire to use plain English with the need to ensure that the

rules have a precise legal meaning. 

The Irish Brokers Association suggested that the Financial Regulator should establish "a support mechanism

whereby general or specific queries can be referred on a formal or informal basis for clarification, guidance or

ruling". The Financial Regulator considers that formal guidance or rulings would have a status similar to detailed

rules, and given the preference of most stakeholders for a principles-based regulatory framework we are not

therefore favourably disposed towards providing formal guidance or rulings. Responsibility for compliance with

the spirit and, where relevant, the letter of the Code rests with each firm, however the Financial Regulator is

always available to discuss regulatory issues with individual firms.  In addition, when the final Code is published

the Financial Regulator will invest resources in meeting with, and dealing with queries from, as great a number

of regulated firms as possible. This may perhaps be achieved by a series of seminars around the country. 

Conclusion

The Financial Regulator considers that the Code treats all firms equitably, regardless of size. We will however

continue to keep this issue under review during the implementation phase of the Code. 

7 IMPACT ON SMALL FIRMS
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The Financial Regulator’s Strategic Plan 2004-2006 commits the Financial Regulator to fostering an

internationally competitive and successful financial services industry. We hold that consumers benefit from a

competitive market through increased choice and lower prices. In framing the Code we have endeavored to

ensure that the Code fosters competition by creating a level playing field, and does not discourage new

players from entering the various market segments.

The Code itself, in common with all other regulatory provisions, could constitute a barrier to entry to Irish retail

financial markets, and indeed to the extent that the Code, together with other related consumer protection

measures, is designed to exclude unscrupulous firms it is in fact intended to act as a barrier to entry. The

Financial Regulator believes however that the Code constitutes an appropriate balance between the freedom

of firms to enter and exit the market, on the one hand, and the need to protect consumers on the other. The

Financial Regulator has, in arriving at this view, had particular regard to the comments offered by third parties

on the impact of the Code on competition.

88..11 TThhee CCoommppeettiittiioonn AAuutthhoorriittyy

The Central Bank and Financial Services Authority of Ireland Act, 2003 requires the Financial Regulator and the

Competition Authority to consult with one another for the purpose of ensuring the establishment and pursuit

of consistent policies regarding the regulation of financial services in the State.  

The Financial Regulator and the Competition Authority have established a meaningful and ongoing dialogue

concerning competition issues in the financial services industry, and the Financial Regulator attaches particular

significance to the submission of the Competition Authority in relation to Consultation Paper CP10, especially

where concerns about competition issues are expressed. 

The Financial Regulator has also welcomed the Competition Authority’s recently published reports on

competition in the (non-investment) banking sector and in the non-life insurance market. These reports

identified significant weaknesses in which competition operates in the relevant markets, and both reports

make recommendations, some of which are addressed to the Financial Regulator.  

Both of the Competition Authority’s reports were published after the Financial Regulator had issued

consultation paper CP1014. We will implement in the final Code any recommendation that can be taken on

board relatively easily.  However, we have given a commitment to the industry that we would not incorporate

any new provisions into the Code unless we have consulted fully on them.  For that reason we will discuss the

recommendations in greater detail during the next phase of the Code project, with a view to seeking

agreement with the industry on the types of provisions which can be included now and those which will await

a further consultation. 
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8 COMPETITION ASSESSMENT

14 CP10 was published in February 2005. The Competition Authority’s reports on competition in the non-life insurance market, and in the
(non-investment) banking sector, were published in March 2005 and September 2005 respectively. 

        



88..22 EEffffeecctt ooff TThhee CCooddee OOnn CCoommppeettiittiioonn BBeettwweeeenn FFiirrmmss,, SSeeccttoorrss AAnndd

IInntteerrnnaattiioonnaallllyy..\

One of the central objectives of the Code is to create a level playing field between financial firms. This is not the

same as putting all firms on an equal competitive footing. Factors such as scale, technology, innovation,

geography and human capital, to name but a few, will in a competitive market, inevitably confer competitive

advantage upon some firms. The Financial Regulator’s objective is to ensure that all authorised firms, and all firms

entitled to participate in Irish financial markets pursuant to EU passporting provisions, are afforded access to

markets on an equal footing. The Financial Regulator is also concerned to ensure that the proposed Code does

not, either by act or omission, impact negatively on the operation of competition in relevant financial markets.

As regards competition between firms within the same sector the Financial Regulator is satisfied that as the

Code will apply to all such firms in the same way, and at the same time, that the effect of the Code on

competition will be neutral. We note that the Conduct of Business rules introduced for retail intermediaries

(multi-agency intermediaries and authorised advisors) in late 2001 did not seem to have impacted on the

number of firms in the market (see Table 1 below). Many of the principles and detailed rules in that code are

reflected in the current Code.

The Financial Regulator’s approach in the Code, of structuring the Code under various product types rather than by

regulated entity type, is a conscious effort to ensure that firms from different sectors operate under the same terms. 

The Code will constitute part of the so-called "common good" apparatus applicable to all financial firms offering

relevant financial services in the State, regardless of the domicile of the financial services provider. Accordingly,

because the Code will apply to non-Irish firms which are subject to Financial Regulator supervision as well as

to Irish firms, the Financial Regulator considers that the effect of the Code on competition between Irish firms

and non-Irish firms is neutral. 

Although the Financial Regulator is not charged with having regard to competition outside the State it is

perhaps worth noting that the Code will not apply to interactions between Irish financial institutions and

consumers where that interaction takes place in another jurisdiction. The "common good" apparatus applicable

in that jurisdiction will apply. The Code will therefore have a neutral effect on the ability of Irish firms to

compete in other jurisdictions.
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Table 1 2002 2003 2004

Multi Agency Intermediaries 1811 1889 1938

Authorised Advisors 603 525 477

TOTAL 2414 2414 2415

          



The Financial Regulator’s believes that the Code represents a significant step towards:

< improving the welfare of consumers of financial services;

< fostering confidence in financial services firms and the products and services they provide; and

< creating a level playing field for financial firms.  

We acknowledge that compliance with the Code will impose costs on firms however we believe that the

measures contained in the Code are appropriate, necessary and proportionate and for the most part do not

exceed standards that would be widely accepted as best practice. Where measures do go beyond best

practice we believe that they will deliver desirable and appropriate benefits to consumers of financial services.

We believe that the Code will be neutral in its effect on competition between firms and on national

competitiveness, and that an appropriate balance has been struck between the desirability of creating a level

playing field, on the one hand, and concerns about the regulatory burden on smaller firms, on the other.
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SCOPE

Legislative Basis

This Consumer Protection Code (“Code”) is issued by and in the name of the Irish Financial Services Regulatory Authority
(“Financial Regulator”) and applies to entities regulated by the Financial Regulator, pursuant to powers under the following
legislation:

the Central Bank Acts 1942 to 1998 (including without limitation Section 33S(6) of the Central Bank Act 1942);

the Investment Intermediaries Act 1995;

the Consumer Credit Act 1995;

the Stock Exchange Act 1995;

the Insurance Acts 1909 to 2000; and

relevant statutory instruments.

To whom this Code applies

Chapter 1 (General Principles) applies when providing the services described below to customers in the State.  The other
Chapters of the Code apply only when providing the services described below to consumers in the State.

Except as stated otherwise below under 'To whom this Code does not apply', this Code applies to:

the services of all financial services providers operating in the State for which they require to be authorised by, or
registered with, the Financial Regulator; and

firms with an equivalent authorisation or registration in another EU or EEA Member State when providing
services in this State on a branch or cross-border basis.  

Without prejudice to the generality of the above, the types of firm that the Code covers include, therefore:

Credit Institutions (Banks and Building Societies);

Insurance Undertakings;

Investment Business Firms, other than when conducting MiFID Services;

Insurance Intermediaries;

Mortgage Intermediaries; and

Credit Unions, when providing services for which they require to be authorised by or registered with the Financial
Regulator under the legislation listed in 'Legislative Basis' above (i.e. other than the Credit Union Act 1997).

“customer”means any person to whom a regulated entity provides or offers to provide a service the subject of this
Code, and any person who requests such a service;


“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“Member State”means a Member State of the European Economic Area;


“MiFID Service”means any service or activity set out in Annex I of EU Directive 2004/39/EC, but not including any
service or activity of a person to whom such Directive does not apply by virtue of Article 3 of such Directive;
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Chapters 1 (General Principles), 2 (Common Rules) and 7 (Advertising) apply to all regulated entities.  Chapter 3 (Banking
Products and Services) applies to regulated entities when providing banking products and services and Chapter 4 (Loans)
applies to credit providers and mortgage intermediaries. Chapter 5 (Insurance Products and Services) applies to insurance
undertakings and insurance intermediaries. 

Chapter 6 (Investments) will apply to regulated entities providing investment services, or providing services in relation to
deposits with a term equal to or greater than one year, other than MiFID Services.

To whom this Code does not apply

This Code does not apply to regulated entities when:

providing services to persons outside the State;

providing MiFID Services;

providing the services of a 'moneylender', within the meaning of the Consumer Credit Act 1995;

carrying on the business of reinsurance or reinsurance mediation;

carrying on the business of a 'bureaux de change' or 'money transmission', within the meaning of Part V of the
Central Bank Act 1997; or

if such firm is a credit union, when providing services for which it does not require to be authorised by or registered
with the Financial Regulator under the legislation listed in 'Legislative Basis' above (i.e. other than the Credit Union
Act 1997).  

Other Matters

The provisions of this Code will come into effect on a date to be specified by the Financial Regulator.   

Regulated entities are reminded that they are required to comply with this Code as a matter of law.   Therefore, for example,
where a requirement of this Code conflicts with a requirement of any voluntary code to which the regulated entity has
subscribed, the requirement of this Code must be complied with nevertheless.

We use the term 'regulated entity' throughout the Code to refer to entities to whom the Code applies.  We only use the
formal technical term for a particular type of regulated entity where it is considered necessary to the proper application of
the particular provision. 

All references to the provision of services throughout this Code also include the provision of advice.

The Financial Regulator has the power to administer sanctions for a contravention of this Code, under Part IIIC of the
Central Bank Act 1942.

Please refer to the Definitions section for any term shown in bold and italics throughout the text of the Code.

“MiFID Service”means any service or activity set out in Annex I of EU Directive 2004/39/EC, but not including any
service or activity of a person to whom such Directive does not apply by virtue of Article 3 of such Directive;


“MiFID Service”means any service or activity set out in Annex I of EU Directive 2004/39/EC, but not including any
service or activity of a person to whom such Directive does not apply by virtue of Article 3 of such Directive;
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DEFINITIONS

In this Code:

“advertisement” means any commercial communication usually paid for by a regulated entity, which is addressed to the
consumer public or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this
Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus
Directive (2003/71/EC);  

“advertised product or service” means the product or service that is the subject of an advertisement;

“associate” in relation to a person means:

a) an undertaking in the same group as that person;

b) any other person whose business, private or familial relationship with the first person or its associate might
reasonably be expected to give rise to a community of interest between them which may involve a conflict
of interest in dealings with third parties; or

c) any other person whose business, private or familial relationship (other than as arises solely because that
person is a client of the firm) with the first person is such that he or she has influence over that person’s
judgment as to how to invest his property or exercise any rights attaching to his investments;

“associated undertaking” means an associated undertaking within the meaning of Regulation 34 of the European
Communities (Companies Group Accounts) Regulations 1992;

“basic banking product or service” means a current account, overdraft, ordinary deposit account or a term deposit
account with a term of less than one year;

“business day” means any day except Saturday, Sunday, bank holidays and public holidays;

“certified person” has the meaning assigned to it by Section 55 of the Investment Intermediaries Act 1995;

“charges” means any cost or fee which a consumer must pay in connection with a product or service provided by a
regulated entity;

“Chinese walls” means an arrangement within the organisation of the regulated entity (or between the regulated entity
and any associate of that regulated entity) which requires information held by the regulated entity (or as the case may
be, associate or a particular operating unit within the regulated entity or associate in the course of carrying on one part
of its business of any kind) to be withheld in certain circumstances from other operating units or from persons with whom
it deals in the course of carrying on another part of its business of any kind;

“claimant” means a person making a claim under an insurance policy entered into by a consumer;

“client premium account” means the account required under Requirement 24 of Chapter 5;

“consumer”means any of the following: a) a natural personacting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3 million (for the avoidance of doubt a groupof personsincludes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3 million or less in the previous financial year (provided that such body shall not be a member of a groupof companies having a combined turnover greater than the said €3 million); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’(within the meaning above);

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“person” means a natural person or a legal person;

“person” means a natural person or a legal person;

“person” means a natural person or a legal person;

“person” means a natural person or a legal person;

“person” means a natural person or a legal person;

“person” means a natural person or a legal person;

“person” means a natural person or a legal person;

“person” means a natural person or a legal person;

“associate”in relation to a person means: a) an undertaking in the same group as that person;
b) any other personwhose business, private or familial relationship with the first person or its associate might reasonably be expected to give rise to a community of interest between them which may involve a conflict of interest in dealings with third parties; or c) any other person whose business, private or familial relationship (other than as arises solely because that person is a client of the firm) with the first person is such that he or she has influence over that person’s judgment as to how to invest his property or exercise any rights attaching to his investments;

“associate”in relation to a person means: a) an undertaking in the same group as that person;
b) any other personwhose business, private or familial relationship with the first person or its associate might reasonably be expected to give rise to a community of interest between them which may involve a conflict of interest in dealings with third parties; or c) any other person whose business, private or familial relationship (other than as arises solely because that person is a client of the firm) with the first person is such that he or she has influence over that person’s judgment as to how to invest his property or exercise any rights attaching to his investments;

“associate”in relation to a person means: a) an undertaking in the same group as that person;
b) any other personwhose business, private or familial relationship with the first person or its associate might reasonably be expected to give rise to a community of interest between them which may involve a conflict of interest in dealings with third parties; or c) any other person whose business, private or familial relationship (other than as arises solely because that person is a client of the firm) with the first person is such that he or she has influence over that person’s judgment as to how to invest his property or exercise any rights attaching to his investments;

“group” includes a company, its parent and its subsidiaries and any associated undertaking or related
undertakings;
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“complaint” refers to an expression of grievance or dissatisfaction by a consumer, either verbally or in writing, in
connection with:

a) the provision of a product or service to a consumer by a regulated entity, or

b) the failure of a regulated entity to provide a product or service to a consumer;

“compound annual rate” is the equivalent annual rate of interest, payable at the end of the year, on a deposit;  

“connected party” shall, except where otherwise stated, include a partner, officer, controller, associated
undertaking, related undertaking or subsidiary undertaking or employee of the regulated entity, including any
associate of the person concerned;

“consumer” means any of the following:

a) a natural person acting outside their business, trade or profession;

b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3
million (for the avoidance of doubt a group of persons includes partnerships and other unincorporated
bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); 

c) incorporated bodies having an annual turnover of €3 million or less in the previous financial year (provided
that such body shall not be a member of a group of companies having a combined turnover greater than the
said €3 million); or

d) a member of a credit union;

and includes where appropriate, a potential ‘consumer’ (within the meaning above);

“credit institution” means the holder of an authorisation issued by the Financial Regulator or by a competent authority
of another Member State for the purposes of EU Directive 2000/12/EC relating to the taking up and pursuit of the
business of credit institutions;

“customer” means any person to whom a regulated entity provides or offers to provide a service the subject of this
Code, and any person who requests such a service;

“default investment strategy” has the meaning in Part X of the Pensions Act 1990;

“deposit agent” means any person who holds an appointment in writing from a single credit institution enabling
him to receive deposits on behalf of that institution and prohibiting him from acting in a similar capacity on behalf of
another credit institution;

“deposit broker” means any person who brings together with credit institutions persons seeking to make
deposits in return for a fee, commission or other reward;

“employee” means a person employed under a contract of service or a person otherwise employed by a regulated
entity; 

“group” includes a company, its parent and its subsidiaries and any associated undertaking or related
undertakings;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“person” means a natural person or a legal person;

“person” means a natural person or a legal person;

“person” means a natural person or a legal person;

“person” means a natural person or a legal person;

“person” means a natural person or a legal person;

“person” means a natural person or a legal person;

“person” means a natural person or a legal person;

“person” means a natural person or a legal person;

“employee”means a personemployed under a contract of service or a personotherwise employed by a regulated entity;

“associated undertaking” means an associated undertaking within the meaning of Regulation 34 of the European Communities (Companies Group Accounts) Regulations 1992;

“associate”in relation to a person means: a) an undertaking in the same group as that person;
b) any other personwhose business, private or familial relationship with the first person or its associate might reasonably be expected to give rise to a community of interest between them which may involve a conflict of interest in dealings with third parties; or c) any other person whose business, private or familial relationship (other than as arises solely because that person is a client of the firm) with the first person is such that he or she has influence over that person’s judgment as to how to invest his property or exercise any rights attaching to his investments;

“associated undertaking” means an associated undertaking within the meaning of Regulation 34 of the European Communities (Companies Group Accounts) Regulations 1992;

“credit institution”means the holder of an authorisation issued by the Financial Regulator or by a competent authority of another Member Statefor the purposes of EU Directive 2000/12/EC relating to the taking up and pursuit of the business of credit institutions;

“credit institution”means the holder of an authorisation issued by the Financial Regulator or by a competent authority of another Member Statefor the purposes of EU Directive 2000/12/EC relating to the taking up and pursuit of the business of credit institutions;

“group” includes a company, its parent and its subsidiaries and any associated undertaking or related
undertakings;

“group” includes a company, its parent and its subsidiaries and any associated undertaking or related
undertakings;

“group” includes a company, its parent and its subsidiaries and any associated undertaking or related
undertakings;

“officer” in relation to a regulated entity, means a director, chief executive, manager or secretary, by whatever name called;

“related undertaking”means: a) companies related within the meaning of section 140(5) of the Companies Act 1990; b) undertakings where the business of those undertakings has been so carried on that the separate business of each undertaking, or a substantial part thereof, is not readily identifiable; or c) undertakings where the decision as to how and by whom each shall be managed can be made either by the same personor by the same groupof personsacting in concert;

“related undertaking”means: a) companies related within the meaning of section 140(5) of the Companies Act 1990; b) undertakings where the business of those undertakings has been so carried on that the separate business of each undertaking, or a substantial part thereof, is not readily identifiable; or c) undertakings where the decision as to how and by whom each shall be managed can be made either by the same personor by the same groupof personsacting in concert;

“person” means a natural person or a legal person;

“person” means a natural person or a legal person;

“person” means a natural person or a legal person;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“Member State”means a Member State of the European Economic Area;

“person” means a natural person or a legal person;
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“inducement” means any gifts or rewards (monetary or otherwise) provided to a regulated entity but does not include:

a) disclosable commission; or

b) goods or services which can reasonably be expected to assist in the provision of services to consumers and
which are provided or are to be provided under a soft commission agreement;

“insurance intermediary” has the meaning in the European Communities (Insurance Mediation) Regulations 2005;

“insurance undertaking” has the meaning in the Insurance Act 1989;

“investment product” means:

a) a deposit with a term equal to or greater than one year; or

b) an ‘investment instrument’ within the meaning of Section 2 of the Investment Intermediaries Act, 1995 but
does not include:

i) insurance policies; and

ii) instruments listed in Section C of Annex I of EU Directive 2004/39/EC;

“investment product transaction” means:

a) the purchase or sale by a firm of an investment product;

b) the subscription for an investment product;

c) the underwriting of an investment product; or

d) the placing or withdrawal of a deposit in relation to a), b) or c) above;

“lifetime mortgage” means a loan secured on a borrower's home where:

a) interest payments are rolled up on top of the capital throughout the term of the loan; 

b) the loan is repaid from the proceeds of the sale of the property; and

c) the borrower retains ownership of their home whilst living in it;

“Member State” means a Member State of the European Economic Area;

“mortgage intermediary” has the meaning specified in Section 2 of the Consumer Credit Act 1995;

“MiFID Service” means any service or activity set out in Annex I of EU Directive 2004/39/EC, but not including any
service or activity of a person to whom such Directive does not apply by virtue of Article 3 of such Directive;

“officer” in relation to a regulated entity, means a director, chief executive, manager or secretary, by whatever name
called;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“investment product” means: a) a deposit with a term equal to or greater than one year; or b) an ‘investment instrument’ within the meaning of Section 2 of the Investment Intermediaries Act, 1995 but does not include: i) insurance policies; and ii) instruments listed in Section C of Annex I of EU Directive 2004/39/EC;

“investment product” means: a) a deposit with a term equal to or greater than one year; or b) an ‘investment instrument’ within the meaning of Section 2 of the Investment Intermediaries Act, 1995 but does not include: i) insurance policies; and ii) instruments listed in Section C of Annex I of EU Directive 2004/39/EC;

“investment product” means: a) a deposit with a term equal to or greater than one year; or b) an ‘investment instrument’ within the meaning of Section 2 of the Investment Intermediaries Act, 1995 but does not include: i) insurance policies; and ii) instruments listed in Section C of Annex I of EU Directive 2004/39/EC;

“soft commission agreement” means any agreement under which a regulated entity receives goods or services, in return for which it agrees to direct business through or in the way of another person;
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“outsourced activity” is where a regulated entity employs another person (other than a natural person who is an
employee of the regulated entity under a contract of service) to carry out an activity on its behalf;  

“person” means  a natural person or a legal person;

“Personal Injuries Assessment Board” means the board known as such established under the Personal Injuries
Assessment Board Act 2003, or any successor thereto;

“protection policies” for the purposes of this Code include the following:

a) insurances of a class falling within the European Communities (Non-Life Insurance) Framework Regulations
1994; and 

b) insurances of classes I, III and IV as set out in Annex I of the European Communities (Life Assurance)
Framework Regulations 1994 where the purpose and intention of the policy is solely to provide protection; 

“PRSA” has the meaning in Part X of the Pensions Act 1990;

“record” means any document, file or information (whether stored electronically or otherwise) and which is capable of
being reproduced in a legible form;

“related undertaking” means:

a) companies related within the meaning of section 140(5) of the  Companies Act 1990;

b) undertakings where the business of those undertakings has been so carried on that the separate business of
each undertaking, or a substantial part thereof, is not readily identifiable; or

c) undertakings where the decision as to how and by whom each shall be managed can be made either by the
same person or by the same group of persons acting in concert;

“soft commission agreement” means any agreement under which a regulated entity receives goods or services, in
return for which it agrees to direct business through or in the way of another person;

“standard PRSA” has the meaning in Part X of the Pensions Act 1990;

“terms of business” means the document in which a regulated entity sets out the basis on which it will conduct business
with consumers; 

“tracker bond” means a  deposit or life assurance policy which contains the following features:

a) a minimum payment, at the expiration of a specified period of time, of a specified percentage of the amount
of capital invested by the consumer in the product; and

b) a potential cash bonus payable after a specified period of time, which is linked to, or determined by, changes
over the period of investment in the level of one or more recognised stock market indices, commodity prices,
any other recognised financial indices or the price of one or more securities specified at the outset or from
time to time.

“person” means a natural person or a legal person;

“person” means a natural person or a legal person;

“person” means a natural person or a legal person;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“person” means a natural person or a legal person;

“employee”means a personemployed under a contract of service or a personotherwise employed by a regulated entity;

“group” includes a company, its parent and its subsidiaries and any associated undertaking or related
undertakings;
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CHAPTER 1

GENERAL PRINCIPLES

A regulated entity must ensure that in all its dealings with customers and within the context of its authorisation it:

1 acts honestly, fairly and professionally in the best interests of its customers and the integrity of the market;

2 acts with due skill, care and diligence in the best interests of its customers;

3 does not recklessly, negligently or deliberately mislead a customer as to the real or perceived advantages or
disadvantages of any product or service; 

4 has and employs effectively the resources and procedures, systems and control checks that are necessary for
compliance with this Code;

5 seeks from its customers information relevant to the product or service requested; 

6 makes full disclosure of all relevant material information, including all charges, in a way that seeks to inform the
customer;

7 seeks to avoid conflicts of interest;

8 corrects errors and handles complaints speedily, efficiently and fairly;

9 does not exert undue pressure or undue influence on a customer; 

10 ensures that any outsourced activity complies with the requirements of this Code; 

11 without prejudice to the pursuit of its legitimate commercial aims, does not, through its policies, procedures, or
working practices, prevent access to basic financial services; and

12 complies with the letter and spirit of this Code.

“customer”means any person to whom a regulated entity provides or offers to provide a service the subject of this Code, and any person who requests such a service;


“customer”means any person to whom a regulated entity provides or offers to provide a service the subject of this Code, and any personwho requests such a service;


“customer”means any person to whom a regulated entity provides or offers to provide a service the subject of this Code, and any person who requests such a service;


“customer”means any person to whom a regulated entity provides or offers to provide a service the subject of this Code, and any person who requests such a service;


“customer”means any person to whom a regulated entity provides or offers to provide a service the subject of this Code, and any person who requests such a service;


Trish
Comment on Text
“customer”means any person to whom a regulated entity provides or offers to provide a service the subject of this Code, and any person who requests such a service;


“customer”means any person to whom a regulated entity provides or offers to provide a service the subject of this Code, and any person who requests such a service;


“charges” means any cost or fee which a consumer must pay in connection with a product or service provided by a regulated entity;


“complaint” refers to an expression of grievance or dissatisfaction by a consumer, either verbally or in writing, in connection with: a) the provision of a product or service to a consumerby a regulated entity, or b) the failure of a regulated entity to provide a product or service to a consumer;

“outsourced activity” is where a regulated entity employs another person(other than a natural person who is an employee of the regulated entity under a contract of service) to carry out an activity on its behalf;
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CHAPTER 2

COMMON RULES FOR ALL 
REGULATED ENTITIES

GENERAL

1 A regulated entity must ensure that the name of a product or service which it provides is not misleading in terms of
the benefits that the product or service can deliver.

2 A regulated entity must ensure that all instructions from or on behalf of a consumer are processed properly and
promptly and that the date of both the receipt and transmission of the instructions is recorded.

3 A regulated entity must ensure that, where it accepts an instruction from a consumer that is subject to any
condition imposed by the consumer, it maintains a record of the condition to which the instruction is subject. 

4 A regulated entity must not make the sale of a product or service contingent on the consumer purchasing another
product or service from the regulated entity.

5 A regulated entity must not charge a consumer a fee for any optional extra(s) offered in conjunction with a
product or service, unless that consumer has positively indicated that they wish to purchase the optional extra(s).

6 A regulated entity must ensure that all warnings required by this Code are prominent, i.e. they must be in a box, in
bold type and of a font size that is larger than the normal font size used throughout the document or
advertisement.

ACCESS

7 A regulated entity must take into consideration the provisions of the relevant anti-money laundering guidance
notes issued with the approval of the Money Laundering Steering Committee, and in particular any guidance in
such notes on how to establish identity, in order to ensure that a person is not denied access to financial services
solely on the grounds that that person does not possess certain specified identification documentation.

TERMS OF BUSINESS

8 A regulated entity must draw up its terms of business and provide each consumer with a copy prior to
providing the first service to that consumer. The terms of business must set out the basis on which the
regulated entity provides its services and must include at least the following:

a) the legal name, trading name (if any), address, and contact details of the regulated entity;

b) the identity of the group to which the regulated entity belongs, if any;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

Trish
Comment on Text
“record” means any document, file or information (whether stored electronically or otherwise) and which is capable of being reproduced in a legible form;

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“person” means a natural person or a legal person;

“person” means a natural person or a legal person;

“terms of business”means the document in which a regulated entity sets out the basis on which it will conduct business with consumers;

“terms of business”means the document in which a regulated entity sets out the basis on which it will conduct business with consumers;

“group” includes a company, its parent and its subsidiaries and any associated undertaking or related
undertakings;

Trish
Comment on Text
“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;
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c) confirmation that the regulated entity is authorised and the name of the competent authority that has
authorised it;

d) the regulatory status of the regulated entity;

e) a description of the services that the regulated entity provides;

f) if the regulated entity is tied for any of the services outlined in e) above, the name of the regulated entity to
which it is tied and details of the service for which it is tied;

g) a general statement of the charges imposed directly by the regulated entity;

h) a summary of the regulated entity's policy in relation to conflicts of interest;

i) an outline of the action and remedies which the regulated entity may take in the event of default by the
consumer;

j) a summary of the complaints procedure operated by the regulated entity;

k) if the regulated entity is a member of a compensation scheme, the name of the scheme and the nature and
level of protection available from the scheme.

9 A deposit agent must ensure that each consumer is given a copy of the relevant credit institution’s terms
of business prior to providing the first service to that consumer. Such terms of business must set out the
nature of the relationship between the credit institution and the deposit agent and the basis on which the
deposit agent's services are provided.

10 A regulated entity must provide its terms of business to a consumer as a stand-alone document.

11 Where a regulated entity makes a material change to its terms of business, it must provide each affected
consumer with details of the change as soon as possible.

PROVISION OF INFORMATION TO THE CONSUMER

12 A regulated entity must ensure that all information it provides to a consumer is clear and comprehensible, and that
key items are brought to the attention of the consumer. The method of presentation must not disguise, diminish
or obscure important information.

13 A regulated entity must supply information to a consumer on a timely basis. In doing so, the regulated entity must
have regard to the following:

a) the urgency of the situation; and

b) the time necessary for the consumer to absorb and react to the information provided.

14 Where a regulated entity intends to amend or alter the range of services it provides, it must give notice to affected
consumers at least one month in advance of the amendment being introduced. 

“charges” means any cost or fee which a consumer must pay in connection with a product or service provided by a regulated entity;


“complaint” refers to an expression of grievance or dissatisfaction by a consumer, either verbally or in writing, in connection with: a) the provision of a product or service to a consumerby a regulated entity, or b) the failure of a regulated entity to provide a product or service to a consumer;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural personacting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3 million (for the avoidance of doubt a groupof personsincludes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3 million or less in the previous financial year (provided that such body shall not be a member of a groupof companies having a combined turnover greater than the said €3 million); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’(within the meaning above);

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“terms of business”means the document in which a regulated entity sets out the basis on which it will conduct business with consumers;

“terms of business”means the document in which a regulated entity sets out the basis on which it will conduct business with consumers;

“terms of business”means the document in which a regulated entity sets out the basis on which it will conduct business with consumers;

“credit institution”means the holder of an authorisation issued by the Financial Regulator or by a competent authority of another Member Statefor the purposes of EU Directive 2000/12/EC relating to the taking up and pursuit of the business of credit institutions;

“credit institution”means the holder of an authorisation issued by the Financial Regulator or by a competent authority of another Member Statefor the purposes of EU Directive 2000/12/EC relating to the taking up and pursuit of the business of credit institutions;

“deposit agent”means any person who holds an appointment in writing from a single credit institution enabling him to receive deposits on behalf of that institution and prohibiting him from acting in a similar capacity on behalf of another credit institution;

“deposit agent”means any personwho holds an appointment in writing from a single credit institution enabling him to receive deposits on behalf of that institution and prohibiting him from acting in a similar capacity on behalf of another credit institution;

“deposit agent”means any personwho holds an appointment in writing from a single credit institution enabling him to receive deposits on behalf of that institution and prohibiting him from acting in a similar capacity on behalf of another credit institution;
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15 Where a regulated entity intends to cease operating it must:

a) provide at least two month's notice to affected consumers to enable them to make alternative
arrangements; and

b) ensure all outstanding business is properly completed.

16 A regulated entity must ensure that, where applicable, documents conferring ownership rights are given to the
consumer in a timely manner or are held for safekeeping under an agreement with the consumer, in accordance
with the terms of the regulated entity's authorisation.

17 A regulated entity must ensure that, where it intends to record a telephone conversation with a consumer, it
informs the consumer, at the outset of the conversation, that it is being recorded.

18 A regulated entity must provide a consumer with a receipt for each negotiable or non-negotiable instrument
presented by the consumer as payment for a financial product or service provided by that regulated entity.

19 A regulated entity must acknowledge in writing, the receipt of a completed direct debit mandate or payroll
deduction mandate, received from a consumer as a payment instruction for a financial product or service
provided by that regulated entity.

20 A regulated entity must ensure that, where it communicates with a consumer using electronic media, it has in
place appropriate arrangements to ensure the secure transmission of information to, and receipt of information
from, the consumer.

21 A regulated entity must provide each consumer with the terms and conditions attaching to a product or service,
before the consumer enters into a contract for that product or service, or before the cooling-off period (if any)
expires.

22 A regulated entity must ensure that all printed information it provides to consumers is of a print size that is clearly
legible.

PRESERVATION OF A CONSUMER'S RIGHTS

23 A regulated entity must not, in any communication or agreement with a consumer (except where permitted by
applicable legislation), exclude or restrict, or seek to exclude or restrict:

a) any legal liability or duty of care to a consumer which it has under applicable law or under this Code;

b) any other duty to act with skill, care and diligence which is owed to a consumer in connection with the
provision to that consumer of financial services; or

c) any liability owed to a consumer for failure to exercise the degree of skill, care and diligence that may
reasonably be expected of it in the provision of a financial service.

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural personacting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3 million (for the avoidance of doubt a groupof personsincludes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3 million or less in the previous financial year (provided that such body shall not be a member of a groupof companies having a combined turnover greater than the said €3 million); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’(within the meaning above);

“consumer”means any of the following: a) a natural personacting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3 million (for the avoidance of doubt a groupof personsincludes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3 million or less in the previous financial year (provided that such body shall not be a member of a groupof companies having a combined turnover greater than the said €3 million); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’(within the meaning above);

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;
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KNOWING THE CONSUMER

24 Before providing a product or service to a consumer, a regulated entity must gather and record sufficient
information from the consumer to enable it to provide a recommendation or a product or service appropriate to
that consumer. The level of information gathered should be appropriate to the nature and complexity of the
product or service being sought by the consumer, but must be to a level that allows the regulated entity to
provide a professional service.

This requirement does not apply where:

i) the consumer has specified both the product and the product provider and has not received any advice; or

ii) the consumer is purchasing or selling foreign currency; or

iii) the regulated entity has established that the consumer is seeking a basic banking product or service.

25 A regulated entity must gather and record details of any material changes to a consumer's circumstances before
providing that consumer with a subsequent product or service.

26 In the case of a standard PRSA, where an employer has chosen a provider and the regulated entity makes a
presentation to employees, the minimum relevant information required by the regulated entity is to establish that
the consumer is an employee of the firm, has no other form of pension provisions and intends to select the
default investment strategy of the provider.

27 A regulated entity must ensure that, where a consumer refuses to provide information sought in compliance with
this Code, the refusal is noted on that consumer's records.  

28 A regulated entity must endeavour to have the consumer certify the accuracy of the information it has provided
to the regulated entity.  Where the consumer declines to do so, the regulated entity must note this on the
consumer’s records. 

29 A regulated entity must maintain a list of its customers who are consumers and the subject of this Code.

SUITABILITY

30 A regulated entity must ensure that, having regard to the facts disclosed by the consumer and other relevant facts
about that consumer of which the regulated entity is aware:

a) any product or service offered to a consumer is suitable to that consumer;

b) where it offers a selection of product options to the consumer, the product options contained in the
selection represent the most suitable from the range available to the regulated entity; or

c) where it recommends a product to a consumer, the recommended product is the most suitable product for
that consumer.

This requirement does not apply where:

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

Trish
Comment on Text
“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“customer”means any personto whom a regulated entity provides or offers to provide a service the subject of this Code, and any person who requests such a service;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“record” means any document, file or information (whether stored electronically or otherwise) and which is capable of being reproduced in a legible form;

“basic banking product or service” means a current account, overdraft, ordinary deposit account or a term deposit account with a term of less than one year;

“standard PRSA”has the meaning in Part X of the Pensions Act 1990;

“employee”means a personemployed under a contract of service or a personotherwise employed by a regulated entity;

“employee”means a personemployed under a contract of service or a personotherwise employed by a regulated entity;

“default investment strategy” has the meaning in Part X of the Pensions Act 1990;
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i) the consumer has specified both the product and the provider and has not received any advice;

ii) the consumer is purchasing or selling foreign currency; or

iii) where, in the context of the provision of a basic banking product or service, the regulated entity has
alerted the consumer to any restrictions on the account and/or the availability of a lower cost alternative.

31 Before providing a product or service to a consumer, a regulated entity must prepare a written statement setting
out: 

a) the reasons why a product or service offered to a consumer is considered to be suitable to that consumer;

b) the reasons why each of a selection of product options offered to a consumer are considered to be suitable
to that consumer; or

c) the reasons why a recommended product is considered to be the most suitable product for that consumer.

The regulated entity must give a copy of this written statement to the consumer and retain a copy.

This requirement does not apply where:

i) the consumer has specified both the product and the provider and has not received any advice;

ii) the consumer is purchasing or selling foreign currency, or

iii) the consumer is seeking a basic banking product or service.

UNSOLICITED CONTACT (COLDCALLING)

32 When contacting a consumer who is an existing customer:

A regulated entity may make an unsolicited contact to a consumer, who is an individual, by way of a personal visit
or telephone call, only  if:

a) the regulated entity has, within the previous twelve months, provided that consumer with a product or
service similar to the purpose of the unsolicited contact;

b) the consumer holds a product, which requires the regulated entity to maintain contact with the consumer
in relation to that product;

c) the purpose of the contact is limited to offering protection policies only; or

d) the consumer has given his/her consent in writing to being contacted in this way by the regulated entity.

33 When contacting a consumer other than an existing customer:

A regulated entity may make an unsolicited contact to a consumer, who is an individual, by way of a personal visit
or telephone call, only if:

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“basic banking product or service” means a current account, overdraft, ordinary deposit account or a term deposit account with a term of less than one year;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural personacting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3 million (for the avoidance of doubt a groupof personsincludes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3 million or less in the previous financial year (provided that such body shall not be a member of a groupof companies having a combined turnover greater than the said €3 million); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’(within the meaning above);

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural personacting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3 million (for the avoidance of doubt a groupof personsincludes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3 million or less in the previous financial year (provided that such body shall not be a member of a groupof companies having a combined turnover greater than the said €3 million); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’(within the meaning above);

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“customer”means any personto whom a regulated entity provides or offers to provide a service the subject of this Code, and any person who requests such a service;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“customer”means any personto whom a regulated entity provides or offers to provide a service the subject of this Code, and any person who requests such a service;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“basic banking product or service” means a current account, overdraft, ordinary deposit account or a term deposit account with a term of less than one year;

“protection policies” for the purposes of this Code include the following: a) insurances of a class falling within the European Communities (Non-Life Insurance) Framework Regulations 1994; and b) insurances of classes I, III and IV as set out in Annex I of the European Communities (Life Assurance)
Framework Regulations 1994 where the purpose and intention of the policy is solely to provide protection;
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a) the consumer has signed a statement, within the previous 6 months, giving the regulated entity permission
to make personal visits or telephone calls to him/her;

b) the consumer has a listing in the business listing section of the current telephone directory, classified
telephone directory or in trade/professional directories circulating in the State;

c) the consumer is a director of a company, or a partner in a firm with an entry in one of the directories listed
in b) above;

d) the consumer is the subject of a referral, received from an entity authorised to provide financial services in
Ireland, another entity within the same group, a solicitor, a certified person or an existing customer;

e) the purpose of the contact is limited to offering protection policies.

In relation to d) above, such a referral must be followed up by an indication to the consumer by the regulated entity that
the referral has been made and asking for consent to proceed.

34 A regulated entity must ensure that, where it makes an unsolicited contact on foot of a referral, it retains a record
of the referral.

35 Unsolicited contact, made in accordance with this Code, may be made only between 9.00 a.m. and 9.00 p.m.
Monday to Saturday (excluding bank holidays and public holidays), unless otherwise requested by the consumer.

36 When making an unsolicited contact in accordance with this Code, the representative of a regulated entity must
immediately and in the following order:

a) identify himself or herself by name, the name of the regulated entity on whose behalf he/she is calling and
the commercial purpose of the contact;

b) inform the consumer that the call is being recorded, if this is the case;

c) disclose to the consumer, the source of the business lead or referral supporting the contact; and

d) establish if the consumer wishes the call to proceed; if not, the caller must end the contact immediately.

37 A regulated entity must abide by a request from a consumer not to make an unsolicited contact to him/her again.

38 A regulated entity must not reach a binding agreement with a consumer on the basis of an unsolicited contact
alone, except in the circumstances permitted under the European Communities (Distance Marketing of Consumer
Financial Services) Regulations 2004.

DISCLOSURE REQUIREMENTS

39 A regulated entity must include a regulatory disclosure statement:

a) on its business stationery;

b) in all advertisements; and

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“customer”means any personto whom a regulated entity provides or offers to provide a service the subject of this Code, and any person who requests such a service;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“record” means any document, file or information (whether stored electronically or otherwise) and which is capable of being reproduced in a legible form;

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“person” means a natural person or a legal person;

“protection policies” for the purposes of this Code include the following: a) insurances of a class falling within the European Communities (Non-Life Insurance) Framework Regulations 1994; and b) insurances of classes I, III and IV as set out in Annex I of the European Communities (Life Assurance) Framework Regulations 1994 where the purpose and intention of the policy is solely to provide protection;

“certified person”has the meaning assigned to it by Section 55 of the Investment Intermediaries Act 1995;

“group” includes a company, its parent and its subsidiaries and any associated undertaking or related
undertakings;
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c) on all electronic communications with consumers including on the home page of its website, if any.

40 A regulated entity must not use the regulatory disclosure statement on any business stationery, advertisement
or electronic communication in connection with a product or service for which the firm is not regulated by the
Financial Regulator. 

41 The regulatory disclosure statement must take the following form:
“[Full legal name of regulated entity (and trading name, if applicable)] is regulated by the Financial Regulator”.

42 A financial services provider operating in this State under EU law freedom of services or establishment provisions
must disclose the name of the competent authority from which it received its authorisation, or with which it is
registered, and the name of the State where that competent authority resides:

a) on its business stationery;

b) in all advertisements for services for which the regulated entity is subject to this Code; and

c) on all electronic communications with consumers including on the home page of its website, if any.

43        The regulatory disclosure statement must not be presented in such a way as to appear to be an endorsement by the
Financial Regulator of the regulated entity or its products or services. 

CHARGES

44 A regulated entity must, where applicable:

a) provide the consumer with details of all charges, including third party charges, which the regulated
entity will pass on to the consumer, prior to providing a service to the consumer and where such charges
cannot be ascertained in advance, the regulated entity must advise the consumer that such charges will
be levied as part of the transaction;

b) advise affected consumers of increases in charges, or the introduction of any new charges, at least 30
days before the change takes effect; 

c) detail in each statement provided to the consumer, all charges applied during the period covered by that
statement; and

d) where charges are accumulated and applied periodically to accounts, advise consumers at least 10
business days before deduction of charges and give each consumer a breakdown of such charges,
except where charges total an amount of €12.70 or less. 

ERRORS

45       A regulated entity must:

a) speedily, efficiently and fairly, correct an error in any charge or price levied on, or quoted to, a consumer in
respect of any product or service the subject of this Code;

“charges” means any cost or fee which a consumer must pay in connection with a product or service provided by a regulated entity;


“charges” means any cost or fee which a consumer must pay in connection with a product or service provided by a regulated entity;


“charges” means any cost or fee which a consumer must pay in connection with a product or service provided by a regulated entity;


“charges” means any cost or fee which a consumer must pay in connection with a product or service provided by a regulated entity;


“charges” means any cost or fee which a consumer must pay in connection with a product or service provided by a regulated entity;


“charges” means any cost or fee which a consumer must pay in connection with a product or service provided by a regulated entity;


“charges” means any cost or fee which a consumer must pay in connection with a product or service provided by a regulated entity;


“charges” means any cost or fee which a consumer must pay in connection with a product or service provided by a regulated entity;


“charges” means any cost or fee which a consumer must pay in connection with a product or service provided by a regulated entity;


“charges” means any cost or fee which a consumer must pay in connection with a product or service provided by a regulated entity;


“charges” means any cost or fee which a consumer must pay in connection with a product or service provided by a regulated entity;


“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“business day”means any day except Saturday, Sunday, bank holidays and public holidays;
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b) where the regulated entity considers that there may have been a material charging or pricing error,  without
delay, inform the Financial Regulator of its proposals for correcting any such error as may have occurred in
accordance with paragraph a) above (if any such information is provided verbally in the first instance, it must
be provided to the Financial Regulator in writing on the next business day); and

c) notify all affected consumers, both current and former, in a timely manner and in such form as may be
agreed with the Financial Regulator, of any material charging or pricing error that impacted negatively on the
cost of the service or the value of the product provided.

HANDLING COMPLAINTS

46 A regulated entity must have in place a written procedure for the proper handling of complaints.  This procedure
need not apply where the complaint has been resolved to the complainant's satisfaction within 5 business days,
provided however that a record of this fact is maintained.  At a minimum this procedure must provide that:

a) the regulated entity will acknowledge each complaint in writing within 5 business days of the
complaint being received; 

b) the regulated entity will provide the complainant with the name of one or more individuals appointed by the
regulated entity to be the complainant’s point of contact in relation to the complaint until the complaint
is resolved or cannot be processed any further;

c) the regulated entity will provide the complainant with a regular written update on the progress of the
investigation of the complaint at intervals of not greater than 20 business days;

d) the regulated entity will attempt to investigate and resolve a complaint within 40 business days of having
received the complaint; where the 40 business days have elapsed and the complaint is not resolved,
the regulated entity will inform the complainant of the anticipated timeframe within which the regulated
entity hopes to resolve the complaint and of the consumer’s right to refer the matter to the Financial
Services Ombudsman or the Pensions Ombudsman, where relevant, and will provide the consumer with
the contact details of such Ombudsman; and

e) the regulated entity will advise the complainant in writing, within 5 business days of the completion of the
investigation of a complaint, of the outcome of the investigation and, where applicable, explain the terms
of any offer or settlement being made.  The regulated entity will also inform the complainant of the right to
refer the matter to the Financial Services Ombudsman or the Pensions Ombudsman, where relevant, and will
provide the consumer with the contact details of such Ombudsman.   

47 When a regulated entity receives a verbal complaint, it must offer the consumer the opportunity to have the
complaint treated as a written complaint.

48 A regulated entity must maintain an up-to-date record of all complaints subject to the complaints procedure.
This record must contain the details of each complaint, a record of the regulated entity's response(s), any other
relevant correspondence or records and the action taken to resolve each complaint.

CONSUMER RECORDS

49 A regulated entity must maintain up-to-date consumer records containing at least the following:

“complaint” refers to an expression of grievance or dissatisfaction by a consumer, either verbally or in writing, in connection with: a) the provision of a product or service to a consumerby a regulated entity, or b) the failure of a regulated entity to provide a product or service to a consumer;

“complaint” refers to an expression of grievance or dissatisfaction by a consumer, either verbally or in writing, in connection with: a) the provision of a product or service to a consumerby a regulated entity, or b) the failure of a regulated entity to provide a product or service to a consumer;

“complaint” refers to an expression of grievance or dissatisfaction by a consumer, either verbally or in writing, in connection with: a) the provision of a product or service to a consumerby a regulated entity, or b) the failure of a regulated entity to provide a product or service to a consumer;

“complaint” refers to an expression of grievance or dissatisfaction by a consumer, either verbally or in writing, in connection with: a) the provision of a product or service to a consumerby a regulated entity, or b) the failure of a regulated entity to provide a product or service to a consumer;

“complaint” refers to an expression of grievance or dissatisfaction by a consumer, either verbally or in writing, in connection with: a) the provision of a product or service to a consumerby a regulated entity, or b) the failure of a regulated entity to provide a product or service to a consumer;

“complaint” refers to an expression of grievance or dissatisfaction by a consumer, either verbally or in writing, in connection with: a) the provision of a product or service to a consumerby a regulated entity, or b) the failure of a regulated entity to provide a product or service to a consumer;

“complaint” refers to an expression of grievance or dissatisfaction by a consumer, either verbally or in writing, in connection with: a) the provision of a product or service to a consumerby a regulated entity, or b) the failure of a regulated entity to provide a product or service to a consumer;

“complaint” refers to an expression of grievance or dissatisfaction by a consumer, either verbally or in writing, in connection with: a) the provision of a product or service to a consumerby a regulated entity, or b) the failure of a regulated entity to provide a product or service to a consumer;

“complaint” refers to an expression of grievance or dissatisfaction by a consumer, either verbally or in writing, in connection with: a) the provision of a product or service to a consumerby a regulated entity, or b) the failure of a regulated entity to provide a product or service to a consumer;

“complaint” refers to an expression of grievance or dissatisfaction by a consumer, either verbally or in writing, in connection with: a) the provision of a product or service to a consumerby a regulated entity, or b) the failure of a regulated entity to provide a product or service to a consumer;

“complaint” refers to an expression of grievance or dissatisfaction by a consumer, either verbally or in writing, in connection with: a) the provision of a product or service to a consumerby a regulated entity, or b) the failure of a regulated entity to provide a product or service to a consumer;

“complaint” refers to an expression of grievance or dissatisfaction by a consumer, either verbally or in writing, in connection with: a) the provision of a product or service to a consumerby a regulated entity, or b) the failure of a regulated entity to provide a product or service to a consumer;

“complaint” refers to an expression of grievance or dissatisfaction by a consumer, either verbally or in writing, in connection with: a) the provision of a product or service to a consumerby a regulated entity, or b) the failure of a regulated entity to provide a product or service to a consumer;

“complaint” refers to an expression of grievance or dissatisfaction by a consumer, either verbally or in writing, in connection with: a) the provision of a product or service to a consumerby a regulated entity, or b) the failure of a regulated entity to provide a product or service to a consumer;

“complaint” refers to an expression of grievance or dissatisfaction by a consumer, either verbally or in writing, in connection with: a) the provision of a product or service to a consumerby a regulated entity, or b) the failure of a regulated entity to provide a product or service to a consumer;

“complaint” refers to an expression of grievance or dissatisfaction by a consumer, either verbally or in writing, in connection with: a) the provision of a product or service to a consumerby a regulated entity, or b) the failure of a regulated entity to provide a product or service to a consumer;

“complaint” refers to an expression of grievance or dissatisfaction by a consumer, either verbally or in writing, in connection with: a) the provision of a product or service to a consumerby a regulated entity, or b) the failure of a regulated entity to provide a product or service to a consumer;

“complaint” refers to an expression of grievance or dissatisfaction by a consumer, either verbally or in writing, in connection with: a) the provision of a product or service to a consumerby a regulated entity, or b) the failure of a regulated entity to provide a product or service to a consumer;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“record” means any document, file or information (whether stored electronically or otherwise) and which is capable of being reproduced in a legible form;

“record” means any document, file or information (whether stored electronically or otherwise) and which is capable of being reproduced in a legible form;

“record” means any document, file or information (whether stored electronically or otherwise) and which is capable of being reproduced in a legible form;

“record” means any document, file or information (whether stored electronically or otherwise) and which is capable of being reproduced in a legible form;

“record” means any document, file or information (whether stored electronically or otherwise) and which is capable of being reproduced in a legible form;

“record” means any document, file or information (whether stored electronically or otherwise) and which is capable of being reproduced in a legible form;

“business day”means any day except Saturday, Sunday, bank holidays and public holidays;

“business day”means any day except Saturday, Sunday, bank holidays and public holidays;

“business day”means any day except Saturday, Sunday, bank holidays and public holidays;

“business day”means any day except Saturday, Sunday, bank holidays and public holidays;

“business day”means any day except Saturday, Sunday, bank holidays and public holidays;

“business day”means any day except Saturday, Sunday, bank holidays and public holidays;

“business day”means any day except Saturday, Sunday, bank holidays and public holidays;

“business day”means any day except Saturday, Sunday, bank holidays and public holidays;
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“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;
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a) a copy of all documents required for consumer identification and profile;

b) the consumer’s contact details;

c) all information and documents prepared in compliance with this Code;

d) details of products and services provided to the consumer;

e) all correspondence with the consumer and details of any other information provided to the consumer in
relation to the product or service;

f) all documents or applications completed or signed by the consumer;

g) copies of all original documents submitted by the consumer in support of an application for the provision
of a service or product; and

h) all other relevant information concerning the consumer.

Details of individual transactions must be retained for 6 years after the date of the transaction.  All other records required
under a) to h), above, must be retained for 6 years from the date the relationship ends.  Consumer records are not
required to be kept in a single location but must be complete and readily accessible.

FEES, COMMISSIONS AND OTHER REWARDS

50 A regulated entity may pay a fee, commission, other reward or remuneration only to a person that is:

a) a regulated entity;

b) a certified person;

c) an individual for whom a regulated entity has taken full and unconditional responsibility;

d) an entity specifically exempt by law from requiring authorisation;

e) an authorised “credit intermediary” (within the meaning of the Consumer Credit Act 1995); or

f) a financial services provider operating in the State in accordance with freedom of services or establishment
provisions of EU law.

CONFLICTS OF INTEREST

51 Where conflicts of interest arise and cannot be reasonably avoided, a regulated entity may undertake business with
or on behalf of a consumer with whom it has directly or indirectly a conflicting interest, only where that
consumer has acknowledged, in writing, that he/she is aware of the conflict of interest and that he/she still wants
to proceed.

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“record” means any document, file or information (whether stored electronically or otherwise) and which is capable of being reproduced in a legible form;

“record” means any document, file or information (whether stored electronically or otherwise) and which is capable of being reproduced in a legible form;

“person” means a natural person or a legal person;

“certified person”has the meaning assigned to it by Section 55 of the Investment Intermediaries Act 1995;
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“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;
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52 A regulated entity must take reasonable steps to ensure that it or any of its officers or employees does not offer,
give, solicit or accept, any inducement likely to conflict with any duties of the recipient or of the recipient's
employer.

53 A regulated entity must not enter into a soft commission agreement unless such agreement is in writing.  Any
business transacted under a soft commission agreement must not conflict with the best interests of its
consumers.  Where a regulated entity considers that a consumer may be affected by the soft commission
agreement, the consumer must be made aware of the soft commission agreement and of how the soft
commission agreement may affect him/her.  A copy of the soft commission agreement must be made
available to the consumer on request.

54 Goods or services received by a regulated entity under a soft commission agreement must be used to assist
in the provision of services to consumers.

55 A regulated entity must provide to any affected consumer details of any changes in its policy on soft
commission agreements promptly after implementation of any such changes.

CHINESE WALLS

56 A regulated entity must ensure that there are effective Chinese walls in place between the different business
areas of the regulated entity, and between the regulated entity and its connected parties in relation to
information which could potentially give rise to a conflict of interest or be open to abuse.  All procedures relating
to the maintenance of Chinese walls, and the consequences and breaches of Chinese walls, must be in writing
and notified to all relevant officers and employees of the regulated entity.

COMPLIANCE WITH THIS CODE

57 A regulated entity must have adequate systems and controls in place to ensure compliance with this Code.

58 Where the Financial Regulator requires a regulated entity to provide information in respect of the regulated entity's
compliance with this Code, such regulated entity is thereby required to provide information which is full, fair and
accurate in all respects and not misleading and to do so in any reasonable period of time or format that may be
specified by the Financial Regulator. 

59 Where the Financial Regulator requires information in respect of a regulated entity's compliance with this Code,
and the Financial Regulator is of the opinion that a meeting with personnel of the regulated entity is necessary in
order to procure such information in a satisfactory manner, the regulated entity must use its best endeavours to
arrange for appropriate personnel to participate in such a meeting in order to provide the required information to
the Financial Regulator.

60 A regulated entity must, upon being required by the Financial Regulator to do so, provide to the Financial Regulator
records evidencing compliance with this Code for a period prior to such requirement as the Financial Regulator
may specify (up to a maximum period of 6 years). 

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“record” means any document, file or information (whether stored electronically or otherwise) and which is capable of being reproduced in a legible form;

“employee”means a personemployed under a contract of service or a personotherwise employed by a regulated entity;

“employee”means a personemployed under a contract of service or a personotherwise employed by a regulated entity;

“Chinese walls”means an arrangement within the organisation of the regulated entity (or between the regulated entity and any associate of that regulated entity) which requires information held by the regulated entity (or as the case may be, associate or a particular operating unit within the regulated entity or associate in the course of carrying on one part of its business of any kind) to be withheld in certain circumstances from other operating units or from persons with whom it deals in the course of carrying on another part of its business of any kind;

“Chinese walls”means an arrangement within the organisation of the regulated entity (or between the regulated entity and any associate of that regulated entity) which requires information held by the regulated entity (or as the case may be, associate or a particular operating unit within the regulated entity or associate in the course of carrying on one part of its business of any kind) to be withheld in certain circumstances from other operating units or from persons with whom it deals in the course of carrying on another part of its business of any kind;

“Chinese walls”means an arrangement within the organisation of the regulated entity (or between the regulated entity and any associate of that regulated entity) which requires information held by the regulated entity (or as the case may be, associate or a particular operating unit within the regulated entity or associate in the course of carrying on one part of its business of any kind) to be withheld in certain circumstances from other operating units or from persons with whom it deals in the course of carrying on another part of its business of any kind;

“inducement”means any gifts or rewards (monetary or otherwise) provided to a regulated entity but does not include: a) disclosable commission; or b) goods or services which can reasonably be expected to assist in the provision of services to consumers and which are provided or are to be provided under a soft commission agreement;

“officer” in relation to a regulated entity, means a director, chief executive, manager or secretary, by whatever name called;

“officer” in relation to a regulated entity, means a director, chief executive, manager or secretary, by whatever name called;

“soft commission agreement” means any agreement under which a regulated entity receives goods or services, in return for which it agrees to direct business through or in the way of another person;

“soft commission agreement” means any agreement under which a regulated entity receives goods or services, in return for which it agrees to direct business through or in the way of another person;

“soft commission agreement” means any agreement under which a regulated entity receives goods or services, in return for which it agrees to direct business through or in the way of another person;

“soft commission agreement” means any agreement under which a regulated entity receives goods or services, in return for which it agrees to direct business through or in the way of another person;

“soft commission agreement” means any agreement under which a regulated entity receives goods or services, in return for which it agrees to direct business through or in the way of another person;

“soft commission agreement” means any agreement under which a regulated entity receives goods or services, in return for which it agrees to direct business through or in the way of another person;
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CHAPTER 3

BANKING PRODUCTS & SERVICES

STATEMENTS

1 A credit institution must, at least annually, issue statements of transactions on all accounts with a balance in
excess of €20, unless otherwise agreed with the consumer in writing.

This statement must:

a) include details of the interest rates applied to the account during the period covered by the statement;

b) be issued to the consumer’s last known postal address, or be made available to the consumer
electronically if the consumer so requests;

c) where tax is deducted from interest paid, provide information on the tax deducted or inform consumers
how they may obtain a certificate detailing the tax paid. 

BRANCH RESTRUCTURING/WITHDRAWAL OF SERVICES 

2 Where a credit institution plans to close or move a branch it must inform affected consumers in writing at least
3 months in advance and advise the Financial Regulator immediately thereof.  The wider local community should
also be informed, in advance, through notification in the local press.

CHANGES IN INTEREST RATES

3 A credit institution must ensure that when it announces a change in interest rates, the notification states clearly
the date from which the changes will apply.

4 Where a credit institution changes the interest rate on accounts, it must update the information on information
services, including telephone helplines and websites as soon as the change comes into effect.

ACCOUNTS

5 A credit institution must advise consumers who are subject to penalties, including interest surcharges, of the
methods by which these penalties may be mitigated.

6 A credit institution must make available to existing deposit holding consumers, details of the different interest
rates that are being applied to its other deposit accounts.

7 A credit institution must ensure that at least 10 days before the maturity of a fixed term deposit, which has a
minimum term of 1 year, it alerts the consumer about its impending maturity.

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“credit institution”means the holder of an authorisation issued by the Financial Regulator or by a competent authority of another Member Statefor the purposes of EU Directive 2000/12/EC relating to the taking up and pursuit of the business of credit institutions;

“credit institution”means the holder of an authorisation issued by the Financial Regulator or by a competent authority of another Member Statefor the purposes of EU Directive 2000/12/EC relating to the taking up and pursuit of the business of credit institutions;

“credit institution”means the holder of an authorisation issued by the Financial Regulator or by a competent authority of another Member Statefor the purposes of EU Directive 2000/12/EC relating to the taking up and pursuit of the business of credit institutions;

“credit institution”means the holder of an authorisation issued by the Financial Regulator or by a competent authority of another Member Statefor the purposes of EU Directive 2000/12/EC relating to the taking up and pursuit of the business of credit institutions;

“credit institution”means the holder of an authorisation issued by the Financial Regulator or by a competent authority of another Member Statefor the purposes of EU Directive 2000/12/EC relating to the taking up and pursuit of the business of credit institutions;

“credit institution”means the holder of an authorisation issued by the Financial Regulator or by a competent authority of another Member Statefor the purposes of EU Directive 2000/12/EC relating to the taking up and pursuit of the business of credit institutions;

“credit institution”means the holder of an authorisation issued by the Financial Regulator or by a competent authority of another Member Statefor the purposes of EU Directive 2000/12/EC relating to the taking up and pursuit of the business of credit institutions;
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8 A credit institution must ensure that any funds lodged by a consumer to its account directly or via a deposit
agent, are credited to that account on that day. 

JOINT ACCOUNTS

9 A credit institution must, before a consumer opens a joint account which permits full access and use of funds
in the account by either named party, warn such consumer of the consequences of opening and operating such
a joint account. 

10 A credit institution must ascertain from the accountholders of a joint account any limitations that they wish to
impose on the operations of the account.

DEPOSIT AGENTS

11 A deposit agent must not retain in its possession an account passbook of a consumer.

12 A deposit agent must not operate from the same premises as a deposit broker.

13 When a deposit agency is terminated by either party, the deposit agent must:

a) notify its consumers of the termination;

b) advise its consumers of the options available; and

c) properly complete any outstanding business.

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“credit institution”means the holder of an authorisation issued by the Financial Regulator or by a competent authority of another Member Statefor the purposes of EU Directive 2000/12/EC relating to the taking up and pursuit of the business of credit institutions;

“credit institution”means the holder of an authorisation issued by the Financial Regulator or by a competent authority of another Member Statefor the purposes of EU Directive 2000/12/EC relating to the taking up and pursuit of the business of credit institutions;

“credit institution”means the holder of an authorisation issued by the Financial Regulator or by a competent authority of another Member Statefor the purposes of EU Directive 2000/12/EC relating to the taking up and pursuit of the business of credit institutions;

“deposit agent”means any person who holds an appointment in writing from a single credit institution enabling him to receive deposits on behalf of that institution and prohibiting him from acting in a similar capacity on behalf of another credit institution;

“deposit agent”means any person who holds an appointment in writing from a single credit institution enabling him to receive deposits on behalf of that institution and prohibiting him from acting in a similar capacity on behalf of another credit institution;

“deposit agent”means any person who holds an appointment in writing from a single credit institution enabling him to receive deposits on behalf of that institution and prohibiting him from acting in a similar capacity on behalf of another credit institution;

“deposit broker” means any person who brings together with credit institutions persons seeking to make deposits in return for a fee, commission or other reward;

Trish
Comment on Text
“deposit agent”means any person who holds an appointment in writing from a single credit institution enabling him to receive deposits on behalf of that institution and prohibiting him from acting in a similar capacity on behalf of another credit institution;
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CHAPTER 4

LOANS

UNSOLICITED CREDIT FACILITIES

1 A regulated entity must not offer unsolicited pre-approved credit facilities.

2 A regulated entity may only increase a consumer’s credit card limit following a request from the consumer.

ARREARS AND GUARANTEES

3 Where a loan is being advanced subject to a guarantee, the guarantee must outline the obligations of the guarantor
and must contain the following warning:

Warning: As a guarantor of this loan, you will have to pay off the loan, the interest and all
associated charges if the borrower does not.  Before you sign this guarantee you should get
independent legal advice.

4 If the terms of the loan agreement change, the regulated entity must notify the guarantor in writing.

5 A regulated entity must have in place procedures for the handling of arrears cases.  

PAYMENT PROTECTION INSURANCE

6 Where a regulated entity offers payment protection insurance in conjunction with a loan, the initial repayment
estimate of the loan advised to the consumer must be exclusive of the payment protection premium.

7 A combined application form can be used, provided that all information relating to payment protection insurance
is contained in a separate section and this section also contains a requirement for the consumer to sign in order
to apply for payment protection insurance.

8 A text box indicating that the payment protection insurance is optional must be included in the application form
immediately above where the consumer is required to sign.

NON-MORTGAGE PERSONAL LENDING

9 Prior to a loan being approved, a regulated entity must explain to a consumer the effect, if any, of missing any of
the scheduled repayments.  This information must be highlighted in any relevant documentation and the following
notice should also appear:

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;
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Warning: If you do not meet the repayments on your loan, your account will go into arrears.
This may affect your credit rating.

MORTGAGES

10 Where a mortgage is offered to a consumer for the purpose of consolidating other loans or credit facilities, the
regulated entity must provide the consumer with a written indicative comparison of the total cost of continuing
with the existing facilities and the total cost of the consolidated facility on offer.

11 Where the mortgage account is in arrears, the regulated entity must inform the consumer in writing of the status
of the account as soon as possible after it becomes aware of the arrears.  This information must include:

a) the date the mortgage fell into arrears;

b) the number and total of payments missed;

c) the amount of the arrears interest charged to date;

d) the interest rate applicable to the arrears, and details of other fees and charges used to calculate the arrears
interest amount.

12 A regulated entity must maintain a publicly accessible register of all mortgage intermediaries to which it has
issued a current appointment.

13 Upon the termination of the appointment of any mortgage intermediary, a regulated entity must provide to the
Financial Regulator a confirmation in writing that such mortgage intermediary has been removed from the
register maintained under Requirement 12, together with details of the consequent amendment made to such
register.

14 Before a mortgage can be drawn down, a mortgage intermediary must submit to a mortgage lender a signed
declaration that such mortgage intermediary has had sight of all original supporting documentation including
bank statements, P60/certificate of earnings and other supporting documentation evidencing the consumer’s
identity and ability to repay.

15 A regulated entity must ensure that it has sight of an original valuation report before drawdown of the funds.

LIFETIME MORTGAGES

16 A regulated entity must advise the consumer of the consequences of lifetime mortgages including details of
the total costs involved, including all interest, charges and the effect on the existing mortgage, if any.

17 A regulated entity must ensure that consumers are made aware of the importance of seeking independent legal
advice.

18 A regulated entity must include the following warning on any information document, application form or any other
document given to the consumer in connection with a lifetime mortgage:

Warning: Purchasing this product may negatively impact on your ability to fund future needs.

Comment on Text
“charges” means any cost or fee which a consumer must pay in connection with a product or service provided by a regulated entity;


“charges” means any cost or fee which a consumer must pay in connection with a product or service provided by a regulated entity;


“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“lifetime mortgage”means a loan secured on a borrower's home where: a) interest payments are rolled up on top of the capital throughout the term of the loan; b) the loan is repaid from the proceeds of the sale of the property; and c) the borrower retains ownership of their home whilst living in it;

“lifetime mortgage”means a loan secured on a borrower's home where: a) interest payments are rolled up on top of the capital throughout the term of the loan; b) the loan is repaid from the proceeds of the sale of the property; and c) the borrower retains ownership of their home whilst living in it;

“mortgage intermediary”has the meaning specified in Section 2 of the Consumer Credit Act 1995;

“mortgage intermediary”has the meaning specified in Section 2 of the Consumer Credit Act 1995;

“mortgage intermediary”has the meaning specified in Section 2 of the Consumer Credit Act 1995;

“mortgage intermediary”has the meaning specified in Section 2 of the Consumer Credit Act 1995;
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CHAPTER 5

INSURANCE PRODUCTS & SERVICES

QUOTATIONS, PROPOSALS AND POLICY DOCUMENTATION

1 A regulated entity must, when providing a quote to a consumer, inform the consumer of the amount of the
quotation and the length of time for which the quotation will be valid, assuming that all details provided by the
consumer are correct and do not change.

2 A regulated entity must express clearly in the quotation documents any warranties or endorsements. These
sections in the quotation documents must not be detailed in smaller print than other information provided in the
documents.

3 A regulated entity must clearly identify any discounts or loadings applying to the policy at the quotation stage.

4 A regulated entity must state the full legal name of the relevant underwriter on all quotations, policy documentation
and renewal notices issued to a consumer.

5 A regulated entity must explain to a consumer the consequences of failure to make full disclosure on the proposal
form of such consumer’s medical details or history.

6 A regulated entity must, before completing a proposal form for a permanent health insurance policy, explain to the
consumer the meaning of disability, the benefit available under the policy and the reductions applied to the
benefit where there are disability payments from other sources.

7 A regulated entity providing serious illness policies must, before completing a proposal form, explain clearly to the
consumer the restrictions, conditions and exclusions that attach to the policies.

8 A regulated entity must issue policy documents to the consumer within 10 business days of all relevant
information being provided by the consumer and cover being underwritten.

DISCLOSURE

9 A regulated entity which offers financial services under a number of business names and product images or
through any direct outlets must disclose, in all correspondence with consumers, the identity of the group to
which it belongs.

10 Where an insurance undertaking refuses to quote for motor insurance, it must, on request from the
consumer, state its reasons in writing.  The insurance undertaking must advise the consumer immediately
of their right to refer the matter to the Declined Cases Committee of the Irish Insurance Federation and the method
of doing so.

11 When a consumer advises a regulated entity of the intention to travel to another Member State, the regulated
entity must provide the consumer with details of the regulated entity's appointed claims representative in that
Member State.

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“business day”means any day except Saturday, Sunday, bank holidays and public holidays;

“group” includes a company, its parent and its subsidiaries and any associated undertaking or related
undertakings;

“insurance undertaking” has the meaning in the Insurance Act 1989;

“insurance undertaking” has the meaning in the Insurance Act 1989;

“Member State”means a Member State of the European Economic Area;

“Member State”means a Member State of the European Economic Area;
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12 In the event of an insurance intermediary retiring and the book of business being passed to another
insurance intermediary, all consumers must be informed in writing of the option to decline to have their
details transferred.

13 Where a secondary market exists for a life policy, and when the holder of such a life policy seeks information on its
early surrender, the regulated entity must divulge to the holder, at the same time as it discloses the surrender value
of the policy, that this secondary market exists and that the policy may be sold on it.

CLAIMS PROCESSING1

14  A regulated entity must take reasonable steps to verify the validity of a claim before making a decision on its
outcome.

15  Each regulated entity must have in place a written procedure for the effective and proper handling of claims.  At a
minimum, the procedure must provide that:

a) the potential claimant is provided with information on how to make a claim, including, where applicable,
full details of the Personal Injuries Assessment Board process and the manner in which the potential
claimant can deal with the Personal Injuries Assessment Board and what the potential claimant's
responsibilities are in relation to a claim;

b) where a claim form is required to be completed, it is issued within 5 business days of receiving notice of a
claim;

c) the regulated entity must offer to assist in the process of making a claim;

d) details of all conversations with the claimant in relation to the claim are noted;

e) the regulated entity must, while the claim is ongoing provide the claimant with updates of any
developments affecting the outcome of the claim within 10 business days of the development.  When
additional documentation or clarification is required from the claimant, the claimant must be advised of
this at an early stage in writing and, if necessary, issued with a reminder. 

16 An insurance intermediary who assists a consumer completing a claim must, on receipt of the completed
claims documentation, transmit such documentation to the relevant regulated entity without delay.

17 Where there is a requirement to engage the services of a loss adjustor and/or expert appraiser the regulated entity
must inform the claimant of the contact details of the loss adjuster and/or expert appraiser it has appointed to
assist in the processing of the claim and that such loss adjuster and/or expert appraiser acts in the interest of the
regulated entity.

18 The regulated entity must inform the claimant that they may appoint a loss assessor to act in their interests and
that any such appointment shall be at the claimant’s expense. 

19 A regulated entity must be available to confer with the claimant in relation to the claim and to discuss assessment
of liability and damages during normal office hours or outside of these hours if agreed with the claimant.

1These provisions do not apply to health insurers where a method of direct settlement is used.

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“business day”means any day except Saturday, Sunday, bank holidays and public holidays;

“business day”means any day except Saturday, Sunday, bank holidays and public holidays;

“claimant”means a personmaking a claim under an insurance policy entered into by a consumer;

“claimant”means a personmaking a claim under an insurance policy entered into by a consumer;

“claimant”means a personmaking a claim under an insurance policy entered into by a consumer;

“claimant”means a personmaking a claim under an insurance policy entered into by a consumer;

“claimant”means a personmaking a claim under an insurance policy entered into by a consumer;

“claimant”means a personmaking a claim under an insurance policy entered into by a consumer;

“claimant”means a personmaking a claim under an insurance policy entered into by a consumer;

“claimant”means a personmaking a claim under an insurance policy entered into by a consumer;

“claimant”means a personmaking a claim under an insurance policy entered into by a consumer;

“claimant”means a personmaking a claim under an insurance policy entered into by a consumer;

“claimant”means a personmaking a claim under an insurance policy entered into by a consumer;

“claimant”means a personmaking a claim under an insurance policy entered into by a consumer;

“insurance intermediary”has the meaning in the European Communities (Insurance Mediation) Regulations

“insurance intermediary”has the meaning in the European Communities (Insurance Mediation) Regulations

“insurance intermediary”has the meaning in the European Communities (Insurance Mediation) Regulations
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20 A regulated entity must, within 10 business days of the making of a decision in respect of a claim, advise the
claimant in writing of the outcome of the investigation explaining the terms of any offer of settlement. If the claim
is denied, the reasons for the denial must be provided to the claimant in writing.

21 Where the policyholder will not be the beneficiary of the settlement amount, the policyholder must be advised in
writing by the regulated entity of the final outcome of the claim including any details of the settlement amount paid.
Where applicable, the policyholder must be informed that the settlement of the claim will affect future insurance
contracts of that type.

22 A regulated entity must provide a claimant with written details of any internal appeals mechanisms available to
the claimant.

23 A regulated entity must pay all claims to the claimant within 10 business days once the following conditions
have been satisfied:

a) the insured event has been proven;

b) all specified documentation has been received by the regulated entity from the claimant;

c) the entitlement of the claimant to receive payment under the policy has been established; and

d) the appropriate amount has been agreed subject to finalisation of legal costs, where applicable.

PREMIUM HANDLING 

24 An insurance intermediary must lodge money it receives in respect of a premium or a premium rebate to a
segregated bank account.  Each such account must be designated ‘Client Premium Account’.

25   An insurance intermediary must operate separate client premium accounts in respect of life and non-life
business.

26  All payment instruments used to make payments from a client premium account must clearly state that the
payment emanated from a client premium account.

27  A client premium account must never be overdrawn.

28 The following are the only debits and credits that may be passed through a client premium account:

Credits (money in)

a) money received from consumers in respect of the renewal of a policy, which has been invited by an
insurance undertaking, or a proposal for insurance accepted by an insurance undertaking;

b) money received from a regulated entity representing premium rebated for onward transmission to the
consumer;

c) transfers from another client premium account operated by the insurance intermediary for the same
form of insurance;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“business day”means any day except Saturday, Sunday, bank holidays and public holidays;

“business day”means any day except Saturday, Sunday, bank holidays and public holidays;

“claimant”means a personmaking a claim under an insurance policy entered into by a consumer;

“claimant”means a personmaking a claim under an insurance policy entered into by a consumer;

“claimant”means a personmaking a claim under an insurance policy entered into by a consumer;

“claimant”means a personmaking a claim under an insurance policy entered into by a consumer;

“claimant”means a personmaking a claim under an insurance policy entered into by a consumer;

“claimant”means a personmaking a claim under an insurance policy entered into by a consumer;

“claimant”means a personmaking a claim under an insurance policy entered into by a consumer;

“client premium account”means the account required under Requirement 24 of Chapter 5;

“client premium account”means the account required under Requirement 24 of Chapter 5;

“client premium account”means the account required under Requirement 24 of Chapter 5;

“client premium account”means the account required under Requirement 24 of Chapter 5;

“client premium account”means the account required under Requirement 24 of Chapter 5;

“client premium account”means the account required under Requirement 24 of Chapter 5;

“insurance intermediary”has the meaning in the European Communities (Insurance Mediation) Regulations

“insurance intermediary”has the meaning in the European Communities (Insurance Mediation) Regulations

“insurance intermediary”has the meaning in the European Communities (Insurance Mediation) Regulations

“insurance undertaking” has the meaning in the Insurance Act 1989;

“insurance undertaking” has the meaning in the Insurance Act 1989;
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d) transfers from the insurance intermediary's office account to allow a 'buffer' amount to be maintained in
the client premium account (any such transfers must be clearly identifiable);

e) proceeds received from a regulated entity in respect of the settlement of a claim for onward transmission to
the claimant;

f) bank interest, if appropriate; and

g) where mixed remittances are received, the total amount must first be lodged to the appropriate client
premium account.

Debits (money out)

a) money paid to a regulated entity on foot of renewal of a policy, which has been accepted by an insurance
undertaking, or a proposal, accepted by an insurance undertaking;

b) money paid to a consumer representing rebates of premiums received from insurance undertakings;

c) commissions and fees paid to the insurance intermediary for which there is documentary proof that the
funds are properly due to the insurance intermediary;

d) transfers to another client premium account operated by the insurance intermediary for the same
form of insurance;

e) payments of claims settlement amounts to a consumer;

f) bank interest, if appropriate; and

g) the portion of mixed remittances that does not relate to a premium payment.  Such remittances should be
transferred to, or to the order of, the consumer without delay.

29 An insurance intermediary must carry out and retain, on a monthly basis, a detailed reconciliation of amounts
due to regulated entities with the balance on each client premium account it operates.

PREMIUM REBATES

30  A regulated entity must transfer a premium rebate to a consumer within 5 business days of the rebate becoming
due.

31 An insurance intermediary may handle premium rebates due to consumers only where an express
agreement exists whereby the insurance intermediary acts as agent of a regulated entity in passing rebates to
consumers so that in handling the rebated premium the insurance intermediary does not become a debtor
of the consumer.

32  An insurance intermediary must transfer a premium rebate to a consumer within 5 business days after
receiving payment of such rebate amount from a regulated entity or being notified by a regulated entity that such
premium rebate is due to the consumer, as applicable.

33 An insurance intermediary must transfer the rebate amount to the consumer in full.  Any charges that the
consumer may owe the intermediary must not be recovered from the rebate amount due to the consumer
without the prior written agreement of the consumer.

“charges” means any cost or fee which a consumer must pay in connection with a product or service provided by a regulated entity;


“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or groupof persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“business day”means any day except Saturday, Sunday, bank holidays and public holidays;

“business day”means any day except Saturday, Sunday, bank holidays and public holidays;

“claimant”means a personmaking a claim under an insurance policy entered into by a consumer;

“client premium account”means the account required under Requirement 24 of Chapter 5;

“client premium account”means the account required under Requirement 24 of Chapter 5;

“client premium account”means the account required under Requirement 24 of Chapter 5;

“client premium account”means the account required under Requirement 24 of Chapter 5;

“insurance intermediary”has the meaning in the European Communities (Insurance Mediation) Regulations

“insurance intermediary”has the meaning in the European Communities (Insurance Mediation) Regulations

“insurance intermediary”has the meaning in the European Communities (Insurance Mediation) Regulations

“insurance intermediary”has the meaning in the European Communities (Insurance Mediation) Regulations

“insurance intermediary”has the meaning in the European Communities (Insurance Mediation) Regulations

“insurance intermediary”has the meaning in the European Communities (Insurance Mediation) Regulations

“insurance intermediary”has the meaning in the European Communities (Insurance Mediation) Regulations

“insurance intermediary”has the meaning in the European Communities (Insurance Mediation) Regulations

“insurance intermediary”has the meaning in the European Communities (Insurance Mediation) Regulations

“insurance intermediary”has the meaning in the European Communities (Insurance Mediation) Regulations

“insurance undertaking” has the meaning in the Insurance Act 1989;

“insurance undertaking” has the meaning in the Insurance Act 1989;

“insurance undertaking” has the meaning in the Insurance Act 1989;
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CHAPTER 6

INVESTMENT PRODUCTS

1 A regulated entity must issue statements of investment product transactions for each investment
product held with it at least on an annual basis, either on an actual basis in respect of the previous 12-month
period or on a forecast basis in respect of the next 12-month period, unless otherwise agreed, in writing, with the
consumer. The statements should include, at a minimum: 

a) the opening balance or value; 

b) all additions or withdrawals in the relevant 12-month period; 

c) the total sum invested in the relevant 12-month period;

d) a closing balance or statement of the value of the investment; and

e) all charges and deductions affecting the investment product including any charges associated with the
management, selling, set up and ongoing administration of the investment product.

2 A regulated entity must provide consumers with pre-sale product information specific to that consumer that
contains an estimation of the investment product's value after tax, at the end of year 1, 2, 3, 4, 5, 10, 15 and 20
(where applicable) assuming realistic growth rates. 

3 A regulated entity must ensure that all illustrations contained in investment product documentation must be
shown pre- and post- any tax deduction due on surrender or encashment of the investment product.

4 A regulated entity must include the following statement with all illustrations:

Warning: These figures are estimates only.  They are not a reliable guide to the future performance
of your investment.

5 A regulated entity must record and retain in a readily accessible form, the date of both receipt and transmission of
any of the following:

a) an instruction to the regulated entity from a consumer to effect an investment product transaction as
agent; or

b) any other instruction to the regulated entity from a consumer to effect an investment product
transaction in similar circumstances as those arising on an instruction to effect an investment product
transaction as an agent; or

c) a decision by the regulated entity in the exercise of its discretion for the consumer with respect to an
investment product.

“charges” means any cost or fee which a consumer must pay in connection with a product or service provided by a regulated entity;


“charges” means any cost or fee which a consumer must pay in connection with a product or service provided by a regulated entity;


“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“investment product” means: a) a deposit with a term equal to or greater than one year; or b) an ‘investment instrument’ within the meaning of Section 2 of the Investment Intermediaries Act, 1995 but does not include: i) insurance policies; and ii) instruments listed in Section C of Annex I of EU Directive 2004/39/EC;

“investment product” means: a) a deposit with a term equal to or greater than one year; or b) an ‘investment instrument’ within the meaning of Section 2 of the Investment Intermediaries Act, 1995 but does not include: i) insurance policies; and ii) instruments listed in Section C of Annex I of EU Directive 2004/39/EC;

“investment product” means: a) a deposit with a term equal to or greater than one year; or b) an ‘investment instrument’ within the meaning of Section 2 of the Investment Intermediaries Act, 1995 but does not include: i) insurance policies; and ii) instruments listed in Section C of Annex I of EU Directive 2004/39/EC;

“investment product” means: a) a deposit with a term equal to or greater than one year; or b) an ‘investment instrument’ within the meaning of Section 2 of the Investment Intermediaries Act, 1995 but does not include: i) insurance policies; and ii) instruments listed in Section C of Annex I of EU Directive 2004/39/EC;

“investment product” means: a) a deposit with a term equal to or greater than one year; or b) an ‘investment instrument’ within the meaning of Section 2 of the Investment Intermediaries Act, 1995 but does not include: i) insurance policies; and ii) instruments listed in Section C of Annex I of EU Directive 2004/39/EC;

“investment product” means: a) a deposit with a term equal to or greater than one year; or b) an ‘investment instrument’ within the meaning of Section 2 of the Investment Intermediaries Act, 1995 but does not include: i) insurance policies; and ii) instruments listed in Section C of Annex I of EU Directive 2004/39/EC;

“investment product transaction”means: a) the purchase or sale by a firm of an investment product; b) the subscription for an investment product; c) the underwriting of an investment product; or d) the placing or withdrawal of a deposit in relation to a), b) or c) above;

“investment product transaction”means: a) the purchase or sale by a firm of an investment product; b) the subscription for an investment product; c) the underwriting of an investment product; or d) the placing or withdrawal of a deposit in relation to a), b) or c) above;

“investment product” means: a) a deposit with a term equal to or greater than one year; or b) an ‘investment instrument’ within the meaning of Section 2 of the Investment Intermediaries Act, 1995 but does not include: i) insurance policies; and ii) instruments listed in Section C of Annex I of EU Directive 2004/39/EC;

“investment product transaction”means: a) the purchase or sale by a firm of an investment product; b) the subscription for an investment product; c) the underwriting of an investment product; or d) the placing or withdrawal of a deposit in relation to a), b) or c) above;

“investment product transaction”means: a) the purchase or sale by a firm of an investment product; b) the subscription for an investment product; c) the underwriting of an investment product; or d) the placing or withdrawal of a deposit in relation to a), b) or c) above;
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6 A regulated entity must not advise a consumer to carry out an iinvestment product transaction, or a series
of investment product transactions, with a frequency or in amounts to the extent that those investment
product transactions, when taken together, are deemed to be excessive and/or detrimental to the
consumer’s best interests.  The regulated entity must make a contemporaneous record that it has advised the
consumer that in its opinion the investment product transaction(s) are excessive, if the consumer wishes
to proceed with the investment product transaction(s).

7 Where a prospectus, other than a prospectus falling within the scope of the Prospectus Directive (2003/71/EC),
represents or contains the terms of a contract between the regulated entity and one or more of its consumers,
this fact must be clearly stated in the prospectus.

TRACKER BONDS

8 A regulated entity must provide the following information in a prominent position in a tracker bond product
brochure, if any, and on a tracker bond application form:

a) for investments in products that do not promise the 100% return of a consumer’s capital on maturity, the
following statement:

Warning: The value of your investment may go down as well as up.  You may get back less than you
put in.

b) where the promised return is known but is less than the initial 100% invested the following statement:

Warning: If you invest in this product you could lose xx% of the money you put in.

c) if the promised 'return of capital' is only applicable on a specific date, this date and the following statement: 

Warning: If you cash in your investment before (specify the particular date) you may lose some or
all of the money you put in.

d) the name of the ultimate provider of any guarantee. 

9 A regulated entity must provide a consumer with a ‘Key Features Document’, of a type referred to in the Appendix
to this Chapter before the consumer signs an application form for a tracker bond.  Where the information
required by the Key Features Document is already provided to the consumer under a legal requirement to do so,
the regulated entity is not obliged to include that information in the Key Features Document.

10 A regulated entity must provide a consumer who has invested in a tracker bond with a document within 2
business days of the start of the fund, setting out:  

a) the name and address of the consumer;

b) the date of investment;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;
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“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“record” means any document, file or information (whether stored electronically or otherwise) and which is capable of being reproduced in a legible form;

“business day”means any day except Saturday, Sunday, bank holidays and public holidays;
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“investment product transaction”means: a) the purchase or sale by a firm of an investment product; b) the subscription for an investment product; c) the underwriting of an investment product; or d) the placing or withdrawal of a deposit in relation to a), b) or c) above;

“investment product transaction”means: a) the purchase or sale by a firm of an investment product; b) the subscription for an investment product; c) the underwriting of an investment product; or d) the placing or withdrawal of a deposit in relation to a), b) or c) above;

“investment product transaction”means: a) the purchase or sale by a firm of an investment product; b) the subscription for an investment product; c) the underwriting of an investment product; or d) the placing or withdrawal of a deposit in relation to a), b) or c) above;

“investment product transaction”means: a) the purchase or sale by a firm of an investment product; b) the subscription for an investment product; c) the underwriting of an investment product; or d) the placing or withdrawal of a deposit in relation to a), b) or c) above;

“tracker bond”means a deposit or life assurance policy which contains the following features: a) a minimum payment, at the expiration of a specified period of time, of a specified percentage of the amount of capital invested by the consumerin the product; and b) a potential cash bonus payable after a specified period of time, which is linked to, or determined by, changes over the period of investment in the level of one or more recognised stock market indices, commodity prices, any other recognised financial indices or the price of one or more securities specified at the outset or from time to time.


“tracker bond”means a deposit or life assurance policy which contains the following features: a) a minimum payment, at the expiration of a specified period of time, of a specified percentage of the amount of capital invested by the consumerin the product; and b) a potential cash bonus payable after a specified period of time, which is linked to, or determined by, changes over the period of investment in the level of one or more recognised stock market indices, commodity prices, any other recognised financial indices or the price of one or more securities specified at the outset or from time to time.


“tracker bond”means a deposit or life assurance policy which contains the following features: a) a minimum payment, at the expiration of a specified period of time, of a specified percentage of the amount of capital invested by the consumerin the product; and b) a potential cash bonus payable after a specified period of time, which is linked to, or determined by, changes over the period of investment in the level of one or more recognised stock market indices, commodity prices, any other recognised financial indices or the price of one or more securities specified at the outset or from time to time.


“tracker bond”means a deposit or life assurance policy which contains the following features: a) a minimum payment, at the expiration of a specified period of time, of a specified percentage of the amount of capital invested by the consumerin the product; and b) a potential cash bonus payable after a specified period of time, which is linked to, or determined by, changes over the period of investment in the level of one or more recognised stock market indices, commodity prices, any other recognised financial indices or the price of one or more securities specified at the outset or from time to time.
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c) the amount of the investment;

d) the date or dates on which the promised minimum payment is payable;

e) disclosure of the make up of the investment, if the make up differs from that shown in the Key Features
Document prepared in accordance with Requirement 9; and

f) the date the investment will mature.

11 Where a regulated entity shows an illustration of the projected return on investment of a tracker bond, the value
of the total return must be expressed and shown as prominently as the equivalent compound annual rate.

12 A regulated entity must not provide an illustration of an investment of a tracker bond to a consumer where the
illustration shows the return that investment could have provided over any prior investment period.

13 Where a regulated entity offers a consumer the facility to borrow funds to invest in a tracker bond, the
regulated entity must give the consumer an illustration showing:

a) the year-by-year and total interest payments the consumer is likely to have to pay in respect of the funds
borrowed to invest in the tracker bond, until the date the product matures;

b) for this purpose the fixed interest rate offered by the lender for the period to the date of the promised
payment under the tracker bond should only be used.  Where the lender does not offer a fixed interest
rate over this period, an equivalent open market fixed interest rate should be used for this purpose;

c) the compound annual rate equivalent of the promised payment under the relevant tracker bond must
be shown prominently; and

d) the difference between the promised payment under the tracker bond and the total projected outgoings
of the consumer (i.e. interest payments related to the funds borrowed to invest, any capital repayments
related to such borrowings and any capital investment by the consumer other than the borrowed funds)
over the period to the date of promised payment under the tracker bond.

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“compound annual rate”is the equivalent annual rate of interest, payable at the end of the year, on a deposit;

“compound annual rate”is the equivalent annual rate of interest, payable at the end of the year, on a deposit;

“tracker bond”means a deposit or life assurance policy which contains the following features: a) a minimum payment, at the expiration of a specified period of time, of a specified percentage of the amount of capital invested by the consumerin the product; and b) a potential cash bonus payable after a specified period of time, which is linked to, or determined by, changes over the period of investment in the level of one or more recognised stock market indices, commodity prices, any other recognised financial indices or the price of one or more securities specified at the outset or from time to time.


“tracker bond”means a deposit or life assurance policy which contains the following features: a) a minimum payment, at the expiration of a specified period of time, of a specified percentage of the amount of capital invested by the consumerin the product; and b) a potential cash bonus payable after a specified period of time, which is linked to, or determined by, changes over the period of investment in the level of one or more recognised stock market indices, commodity prices, any other recognised financial indices or the price of one or more securities specified at the outset or from time to time.


“tracker bond”means a deposit or life assurance policy which contains the following features: a) a minimum payment, at the expiration of a specified period of time, of a specified percentage of the amount of capital invested by the consumerin the product; and b) a potential cash bonus payable after a specified period of time, which is linked to, or determined by, changes over the period of investment in the level of one or more recognised stock market indices, commodity prices, any other recognised financial indices or the price of one or more securities specified at the outset or from time to time.


“tracker bond”means a deposit or life assurance policy which contains the following features: a) a minimum payment, at the expiration of a specified period of time, of a specified percentage of the amount of capital invested by the consumerin the product; and b) a potential cash bonus payable after a specified period of time, which is linked to, or determined by, changes over the period of investment in the level of one or more recognised stock market indices, commodity prices, any other recognised financial indices or the price of one or more securities specified at the outset or from time to time.


“tracker bond”means a deposit or life assurance policy which contains the following features: a) a minimum payment, at the expiration of a specified period of time, of a specified percentage of the amount of capital invested by the consumerin the product; and b) a potential cash bonus payable after a specified period of time, which is linked to, or determined by, changes over the period of investment in the level of one or more recognised stock market indices, commodity prices, any other recognised financial indices or the price of one or more securities specified at the outset or from time to time.


“tracker bond”means a deposit or life assurance policy which contains the following features: a) a minimum payment, at the expiration of a specified period of time, of a specified percentage of the amount of capital invested by the consumerin the product; and b) a potential cash bonus payable after a specified period of time, which is linked to, or determined by, changes over the period of investment in the level of one or more recognised stock market indices, commodity prices, any other recognised financial indices or the price of one or more securities specified at the outset or from time to time.


“tracker bond”means a deposit or life assurance policy which contains the following features: a) a minimum payment, at the expiration of a specified period of time, of a specified percentage of the amount of capital invested by the consumerin the product; and b) a potential cash bonus payable after a specified period of time, which is linked to, or determined by, changes over the period of investment in the level of one or more recognised stock market indices, commodity prices, any other recognised financial indices or the price of one or more securities specified at the outset or from time to time.


“tracker bond”means a deposit or life assurance policy which contains the following features: a) a minimum payment, at the expiration of a specified period of time, of a specified percentage of the amount of capital invested by the consumerin the product; and b) a potential cash bonus payable after a specified period of time, which is linked to, or determined by, changes over the period of investment in the level of one or more recognised stock market indices, commodity prices, any other recognised financial indices or the price of one or more securities specified at the outset or from time to time.


“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;
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“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;
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“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;
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APPENDIX

KEY FEATURES DOCUMENT FOR TRACKERS

HOW DOES THE XXXX (INSERT NAME) TRACKER BOND WORK?

This section must include:

the name and address of the product producer(s);

a brief description of the benefits promised by the tracker bond to the consumer, including the promised payment
which applies;  

the compound annual rate equivalent of the promised payment, related to the total investment amount, must be
shown;

if averaging and/or any lock-in provisions can impact negatively on the promised benefits, as compared with an
identical investment without such benefits, the way in which such an averaging or lock-in provision can lead to reduced
returns (which must be disclosed prominently);

whether or not the tracker bond will benefit from dividends payable on the underlying shares; if the tracker bond
will benefit from such dividends, a clear statement of the extent to which the tracker bond will benefit; if the tracker
bond will not benefit from such dividends, a clear statement that the tracker bond is suitable only as a capital growth
investment;

if the relevant credit institution or insurance undertaking benefits from any dividend or interest income arising
from the investment used to secure the cash bonus promised to the consumer, a statement of this fact; 

if there is any currency risk to the consumer, in relation to the benefits promised, a statement of this risk; and 

the period to the date of the promised payment.

WHERE DOES MY INVESTMENT GO?

This section must show clearly the split of the investment amount (or a typical investment amount for this type of product
if the disclosure is being made on a provisional or generic basis) into three components:

the open market value, at the date of investment, of the payment promised to the consumer;

the open market value, at the date of investment, of the cash bonus promised to the consumer; and 

charges representing the balance. 

The implied compound annual rate of the amount promised to the consumer, relative to the total investment amount,
should also be stated prominently.

“charges” means any cost or fee which a consumer must pay in connection with a product or service provided by a regulated entity;


“compound annual rate”is the equivalent annual rate of interest, payable at the end of the year, on a deposit;

“compound annual rate”is the equivalent annual rate of interest, payable at the end of the year, on a deposit;

“credit institution”means the holder of an authorisation issued by the Financial Regulator or by a competent authority of another Member Statefor the purposes of EU Directive 2000/12/EC relating to the taking up and pursuit of the business of credit institutions;

“insurance undertaking” has the meaning in the Insurance Act 1989;

“tracker bond”means a deposit or life assurance policy which contains the following features: a) a minimum payment, at the expiration of a specified period of time, of a specified percentage of the amount of capital invested by the consumerin the product; and b) a potential cash bonus payable after a specified period of time, which is linked to, or determined by, changes over the period of investment in the level of one or more recognised stock market indices, commodity prices, any other recognised financial indices or the price of one or more securities specified at the outset or from time to time.


“tracker bond”means a deposit or life assurance policy which contains the following features: a) a minimum payment, at the expiration of a specified period of time, of a specified percentage of the amount of capital invested by the consumerin the product; and b) a potential cash bonus payable after a specified period of time, which is linked to, or determined by, changes over the period of investment in the level of one or more recognised stock market indices, commodity prices, any other recognised financial indices or the price of one or more securities specified at the outset or from time to time.


“tracker bond”means a deposit or life assurance policy which contains the following features: a) a minimum payment, at the expiration of a specified period of time, of a specified percentage of the amount of capital invested by the consumerin the product; and b) a potential cash bonus payable after a specified period of time, which is linked to, or determined by, changes over the period of investment in the level of one or more recognised stock market indices, commodity prices, any other recognised financial indices or the price of one or more securities specified at the outset or from time to time.


“tracker bond”means a deposit or life assurance policy which contains the following features: a) a minimum payment, at the expiration of a specified period of time, of a specified percentage of the amount of capital invested by the consumerin the product; and b) a potential cash bonus payable after a specified period of time, which is linked to, or determined by, changes over the period of investment in the level of one or more recognised stock market indices, commodity prices, any other recognised financial indices or the price of one or more securities specified at the outset or from time to time.


“tracker bond”means a deposit or life assurance policy which contains the following features: a) a minimum payment, at the expiration of a specified period of time, of a specified percentage of the amount of capital invested by the consumerin the product; and b) a potential cash bonus payable after a specified period of time, which is linked to, or determined by, changes over the period of investment in the level of one or more recognised stock market indices, commodity prices, any other recognised financial indices or the price of one or more securities specified at the outset or from time to time.


“tracker bond”means a deposit or life assurance policy which contains the following features: a) a minimum payment, at the expiration of a specified period of time, of a specified percentage of the amount of capital invested by the consumerin the product; and b) a potential cash bonus payable after a specified period of time, which is linked to, or determined by, changes over the period of investment in the level of one or more recognised stock market indices, commodity prices, any other recognised financial indices or the price of one or more securities specified at the outset or from time to time.


“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;
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The disclosure should take the following format:

Your proposed investment of €xx,xxx  will be used, at the date of investment, as follows :

€xx,xxx , or xx%, will be used to secure the promised payment of €xx,xxx payable after xx years and yy months.  This

is equivalent to a promised return on this part of your investment of xx% pa, before tax is deducted.

€xx,xxx , or xx%, will be used to secure the cash bonus which may be payable after xx years and yy months.

€xx,xxx, or xx%, will be taken in charges.  If applicable, intermediary remuneration must be disclosed in this section. 

€xx,xxx Total

If the cash bonus is zero, the promised payment will represent a return of x.x% pa, on your total investment over the 

period to the date of the promised payment, before any tax is deducted. 

The open market value referred to above is the open market cost of the benefit promised to the consumer at the date
of investment, net of the value of any commission or other reward or benefit payable to the credit institution or
insurance undertaking and/or a connected party to that credit institution or insurance undertaking.

DO I HAVE ACCESS TO MY INVESTMENT?

In this section, the consumer must be informed of the limited nature of the promised payment, e.g. that it is payable on
one specified date only.

This section must also include:

whether or not the consumer can get access to part or all of their investment, before the date of the promised
payment;

if access is provided before this date, whether the encashment will be on promised terms or not; and

whether or not the consumer is likely to suffer a penalty or financial loss if access is provided to part or all of their
investment, before the date of the promised payment. 

WHAT HAPPENS IF I DIE BEFORE THE TRACKER BOND MATURES?

This section must include: 

the circumstances, if any, in which the tracker bond may or must be encashed on death and the procedure for
encashing it on death, if this is allowed; and

the benefit payable on encashment of the tracker bond on death, when this benefit is payable, how this benefit is
calculated, and whether there is any promised level of benefit payable on death.

“charges” means any cost or fee which a consumer must pay in connection with a product or service provided by a regulated entity;


“connected party” shall, except where otherwise stated, include a partner, officer, controller, associated
undertaking, related undertaking or subsidiary undertaking or employee of the regulated entity, including any associate of the person concerned;

“credit institution”means the holder of an authorisation issued by the Financial Regulator or by a competent authority of another Member Statefor the purposes of EU Directive 2000/12/EC relating to the taking up and pursuit of the business of credit institutions;

“credit institution”means the holder of an authorisation issued by the Financial Regulator or by a competent authority of another Member Statefor the purposes of EU Directive 2000/12/EC relating to the taking up and pursuit of the business of credit institutions;

“insurance undertaking” has the meaning in the Insurance Act 1989;

“insurance undertaking” has the meaning in the Insurance Act 1989;

“tracker bond”means a deposit or life assurance policy which contains the following features: a) a minimum payment, at the expiration of a specified period of time, of a specified percentage of the amount of capital invested by the consumerin the product; and b) a potential cash bonus payable after a specified period of time, which is linked to, or determined by, changes over the period of investment in the level of one or more recognised stock market indices, commodity prices, any other recognised financial indices or the price of one or more securities specified at the outset or from time to time.


“tracker bond”means a deposit or life assurance policy which contains the following features: a) a minimum payment, at the expiration of a specified period of time, of a specified percentage of the amount of capital invested by the consumerin the product; and b) a potential cash bonus payable after a specified period of time, which is linked to, or determined by, changes over the period of investment in the level of one or more recognised stock market indices, commodity prices, any other recognised financial indices or the price of one or more securities specified at the outset or from time to time.


“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;
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WHAT ABOUT TAX?

This section must include: 

the tax that may be deductible by the regulated entity from benefits payable; 

the circumstances, if any, in which the tax referred to above, may not be deductible from the benefits payable;

a general statement that a consumer should satisfy themselves in relation to revenue reporting requirements and the
implications of non-disclosure where required. 

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;
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CHAPTER 7

ADVERTISING

GENERAL REQUIREMENTS

1 A regulated entity must ensure that all its advertisements are fair and not misleading.

2 An advertisement must not influence a consumer’s attitude to the advertised product or service or the
regulated entity either by inaccuracy, ambiguity, exaggeration or omission.

3 The name of the regulated entity publishing an advertisement must be clearly shown in all advertisements.

4 The nature or type of the advertised product or service must be clear and not disguised in any way.

5 An advertisement must be designed and presented so that any reasonable consumer knows immediately that
it is an advertisement.

6 The design and presentation of an advertisement must allow it to be clearly understood.  Where small print or
footnotes are used, they should be of sufficient size and prominence to be clearly legible. Where appropriate they
should be linked to the relevant part of the main copy.

7 Warnings and product specific information must be clear and must not be obscured or disguised in any way by the
content, design or format of the advertisement.

8 An advertisement that uses promotional or introductory rates must clearly state the expiry date of that rate and
provide an indication of the rate that will apply thereafter.  This requirement does not apply to advertisements
for loans where the promotional rate is for a period that does not exceed 1 year.

9 Any statement or promise contained in an advertisement must be true and not misleading at the time it is made
and any assumptions on which it is based must be reasonable and stated clearly.

10 Any forecast contained in an advertisement must not be misleading at the time it is made and any assumptions
on which it is based must be reasonable and stated clearly. 

11 An advertisement must not be misleading in relation to:

a) the regulated entity's independence or the independence of the information it provides;

b) the regulated entity's ability to provide the advertised product or service;

c) the scale of the regulated entity's activities;

d) the extent of the resources of the regulated entity;

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“advertised product or service”means the product or service that is the subject of an advertisement;


“advertised product or service”means the product or service that is the subject of an advertisement;


“advertised product or service”means the product or service that is the subject of an advertisement;
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e) the nature of the regulated entity's or any other person’s involvement in the advertised product or
service;

f) the scarcity of the advertised product or service;

g) past performance or possible future performance of the advertised product or service.

12 An advertisement that promotes more than one product must set out clearly the different features of each
product in such a way that a consumer could distinguish between the products.

13 Any recommendations or commendations quoted must be complete, fair, accurate and not misleading at the time
of issue, and relevant to the advertised product or service.

14 A recommendation or commendation may not be used without the consent of the author and, if the author is an
employee of the regulated entity or a connected party of the regulated entity, or has received any payment
from the regulated entity or a connected party of the regulated entity for the recommendation or
commendation, the advertisement must state that fact.

15      Comparisons or contrasts must be based either on facts verified by the regulated entity, or on reasonable
assumptions stated within the advertisement and must be presented in a fair and balanced way; and not omit
anything material to the comparison or contrast.  Material differences between the products must be set out clearly.

16 It is not necessary to display the required warnings set out in this chapter if the advertisement does not refer to
the benefits of a product but only invites a consumer to discuss the product or service in more detail with the
regulated entity.

LENDING

17 Where an advertisement includes an annual percentage rate, the advertisement must clearly state if the
underlying interest rate is fixed or variable.

18 An advertisement for a term loan must, if displaying the annual percentage rate and the term, display the total
cost of credit. 

19 Advertisements for a fixed-rate loan must, where applicable, state:

Warning: You may have to pay charges if you pay off a fixed-rate loan early.

20 Advertisements for the consolidation of two or more debts must, where sample figures are offered in the
advertisement, indicate the difference between the total cost of credit of the consolidated mortgage and the
total cost of credit of the individual debts that are the subject of consolidation.

21 An advertisement for a debt consolidation mortgage must carry the following warning:

Warning: This new loan may take longer to pay off than your previous loans.   This means you may
pay more than if you paid over a shorter term.

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“person” means a natural person or a legal person;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“employee”means a personemployed under a contract of service or a personotherwise employed by a regulated entity;

“connected party” shall, except where otherwise stated, include a partner, officer, controller, associated
undertaking, related undertaking or subsidiary undertaking or employee of the regulated entity, including any associate of the person concerned;

“connected party” shall, except where otherwise stated, include a partner, officer, controller, associated
undertaking, related undertaking or subsidiary undertaking or employee of the regulated entity, including any associate of the person concerned;

“advertised product or service”means the product or service that is the subject of an advertisement;


“advertised product or service”means the product or service that is the subject of an advertisement;


“advertised product or service”means the product or service that is the subject of an advertisement;


“advertised product or service”means the product or service that is the subject of an advertisement;
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22 An advertisement for a variable-rate residential mortgage must contain the following warning: 

Warning: The cost of your monthly repayments may increase - If you do not keep up your
repayments you may lose your home.

23 An advertisement that offers goods on hire purchase must contain the following warning: 

Warning: You will not own these goods until the final payment is made.

24 Where a free banking period is advertised, the period for which the free banking applies should be clearly stated.

25 An advertisement for an interest-only mortgage must contain the following warning:

Warning: The entire amount that you have borrowed will still be outstanding at the end of the
interest-only period.

SAVINGS & INVESTMENTS

26 Where an interest rate for a savings or deposit account is displayed in an advertisement, it must clearly state the
following:

a) whether the rate quoted is variable or fixed, and if fixed, for what period;

b) the relevant interest rate for each term quoted together with the equivalent annual rate for each rate quoted,
and each rate should be given equal prominence;

c) the minimum term and/or minimum amount required to qualify for a specified rate of interest, if applicable;
and

d) if any tax is payable on the interest earned.

27 Information about the past performance of the advertised product or service or of the regulated entity must: 

a) be based on a product similar to that being advertised;

b) not be selected so as to exaggerate the success or disguise the lack of success of the advertised product
or service;

c) state the source of the information;

d) be based on actual performance;

e) state clearly the period chosen, which must be related to the term of the product being advertised; where
that term is open-ended, the longest term available should be included;

f) include the most recent period;

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertised product or service”means the product or service that is the subject of an advertisement;


“advertised product or service”means the product or service that is the subject of an advertisement;
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g) indicate, where they arise, details of transaction costs, interest and taxation that have been taken into
account; and

h) state, where applicable, the basis upon which performance is quoted.

28 An advertisement which contains information on past performance must contain the following warning:

Warning: Past performance is not a reliable guide to future performance.

29 Where the regulated entity has a position or holding in the product the subject of an advertisement by that
regulated entity it must include a statement to this effect in the advertisement.

30 Information about the simulated performance of the advertised product or service or of a regulated entity
must:

a) be based on a simulated performance that is relevant to the performance of the advertised product or
service or of the regulated entity;

b) not be selected so as to exaggerate the success or disguise the lack of success of the advertised product
or service or of the regulated entity;

c) state the source; and

d) indicate whether, and to what extent transaction costs, interest and taxation have been taken into account.

31 An advertisement which contains information on simulated performance must also contain the following
warning :

Warning: These figures are estimates only.  They are not a reliable guide to the future performance
of this investment.

32 An advertisement must not describe a product or an investment as guaranteed or partially guaranteed unless:

a) there is a legally enforceable agreement with a third party who undertakes to meet, to whatever extent is
stated in the advertisement, the consumer’s claim under the guarantee;

b) the regulated entity has made, and can demonstrate that it has made, an assessment of the value of the
guarantee;

c) the advertisement gives details about both the guarantor and guarantee sufficient for a consumer to
make a fair assessment about the value of  the guarantee; and

d) where it is the case, the advertisement states that the guarantee is from a connected party of the
regulated entity.

33 If an advertisement contains a reference to the impact of taxation, it must:

a) state the assumed rate of taxation;

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“connected party” shall, except where otherwise stated, include a partner, officer, controller, associated
undertaking, related undertaking or subsidiary undertaking or employee of the regulated entity, including any associate of the person concerned;

“advertised product or service”means the product or service that is the subject of an advertisement;


“advertised product or service”means the product or service that is the subject of an advertisement;


“advertised product or service”means the product or service that is the subject of an advertisement;
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b) state, where applicable, that the tax reliefs are those currently applying, and state that the value of the tax
reliefs referred to in the advertisement apply directly to the consumer, to the provider of the
advertised product or service or its provider, as appropriate;

c) state, where applicable, that the matters referred to are only relevant to a particular class or classes of
consumer with particular tax liabilities, identifying the class or classes of consumer and the type of
liabilities concerned;

d) state who has the responsibility for obtaining the tax benefits advertised;

e) not describe the advertised product or service as being free from any liability to income tax unless
equal prominence is given to a statement, where applicable, that the income is payable from a product  from
which income tax has already been paid; and

f) not describe the advertised product or service as being free from any liability to capital taxation unless
equal prominence is given to a statement, where applicable, that the value of the advertised product or
service is linked to a product  which is liable to capital taxation.

34 Where the product that is the subject of the advertisement can fluctuate in price or value, an advertisement
must contain the following warning;

Warning: The value of your investment may go down as well as up.

35 Where the return on an advertised product or service is not set until a particular date (e.g., the maturity date
of the advertised product or service), this must be clearly stated.

36 Where a product the subject of an advertisement is described as being likely to yield income or as being suitable
for a consumer particularly seeking income and where the income from such product can fluctuate, the
advertisement must contain the following warning:

Warning: The income you get from this investment may go down as well as up.

37 Where a product the subject of an advertisement offers the facility of a planned withdrawal from capital as an
income equivalent, a regulated entity must ensure that the effect of such a withdrawal upon such product is clearly
explained in the advertisement.

38 Where an advertised product or service is denominated or priced in a foreign currency, or where the value
of an advertised product or service may be directly affected by changes in foreign exchange rates, the
advertisement must contain the following warning:

Warning: This [product/service] may be affected by changes in currency exchange rates.

39 An advertisement for a product which is not readily realisable must state that it may be difficult for consumerss
to sell or exit the product and/or obtain reliable information about its value or extent of the risks to which it is
exposed.

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“advertised product or service”means the product or service that is the subject of an advertisement;


“advertised product or service”means the product or service that is the subject of an advertisement;


“advertised product or service”means the product or service that is the subject of an advertisement;


“advertised product or service”means the product or service that is the subject of an advertisement;


“advertised product or service”means the product or service that is the subject of an advertisement;


“advertised product or service”means the product or service that is the subject of an advertisement;


“advertised product or service”means the product or service that is the subject of an advertisement;


“advertised product or service”means the product or service that is the subject of an advertisement;




40

40 An advertisement for a product that cannot be encashed prior to maturity or which incurs an early redemption
charge must clearly state that this is the case.

41 An advertisement for a product subject to front-end loading must state that: 

a) deductions for charges and expenses are not made uniformly throughout the life of the product, but are
loaded disproportionately onto the early period;

b) the consumer must be warned that, if the consumer withdraws from the product  in the early period, the
practice of front-end loading will impact on the amount of money which the consumer receives; and

c) if applicable, that a consumer may not get back the amount they invest.

“charges” means any cost or fee which a consumer must pay in connection with a product or service provided by a regulated entity;


“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“advertisement”means any commercial communication usually paid for by a regulated entity, which is addressed to the consumerpublic or a section of it, the purpose being to advertise a product, service or regulated entity the subject of this Code, excluding name plaques, sponsorship material and a prospectus drawn up in accordance with the Prospectus Directive (2003/71/EC);

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;

“consumer”means any of the following: a) a natural person acting outside their business, trade or profession; b) a person or group of persons, but not an incorporated body with an annual turnover in excess of €3m (a group of persons includes partnerships and other unincorporated bodies such as clubs, charities and trusts, not consisting entirely of bodies corporate); c) incorporated bodies having an annual turnover of €3m or less in the previous financial year (provided that such body shall not be a member of a group of companies having a combined turnover greater than the said €3m); or d) a member of a credit union; and includes where appropriate, a potential ‘consumer’;
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Purpose and Intended Effect

A.1 This partial Regulatory Impact Assessment considers the costs and benefits of 
relaxing the consultation requirements imposed on the Financial Services Authority 
(FSA) by the Financial Services and Markets Act 2000 (FSMA), as well as several other 
deregulatory measures relating to the Act.   

A.2 The most significant changes will remove the requirement placed on the FSA to 
consult on rules and guidance in circumstances where consultation would serve no 
purpose, or where the delay caused by consultation would be prejudicial to those 
subject to the rules and guidance.  Alongside this, we are proposing a number of more 
minor amendments that will reduce burdens or restrictions on the FSA, by; 

removing unnecessary consultation with regulators in other countries in the 
European Economic Area; 

allowing the FSA to discontinue or suspend the listing of securities or to 
cancel the approval of sponsors with fewer procedural requirements where 
the request for discontinuation, suspension or cancellation comes from the 
issuer or sponsor himself; 

extending the FSA’s power so that it may waiver of modify all of its rules in 
respect of authorised and unauthorised persons; 

permitting the FSA Board to delegate the issuing of guidance; 

widening the range of persons to whom the FSA may apply income it 
receives from penalties levied for market abuse, so that persons other than 
authorised persons (for example, listed firms and recognised exchanges) 
may benefit, where this is appropriate; 

reducing consultation requirements on matters other than rules and 
guidance. 

A.3 The need for these changes was identified during the Two Year Review of FSMA 
– an exercise conducted in 2003/4 by the Treasury, the FSA and others in order to take 
stock of the new regulatory system after two years of its operation.  During the Review 
various bodies representing the financial services industry complained about the 
volume of unnecessary consultation by the FSA and the burden that this placed on 
business.  The reduction in unnecessary consultation requirements, together with the 
other measures we are proposing, will make it easier for the FSA to issue timely 
guidance, another key industry concern, and increase the efficiency of the regulatory 
framework in a number of areas. 

A.4 These proposals will affect the FSA and those subject to FSMA, including 
authorised firms and – to a lesser extent – consumers.   

A.5 The proposals will be implemented by means of a Regulatory Reform Order 
(RRO) made under the terms of the Regulatory Reform Act 2001 (RRA).  

A PARTIAL REGULATORY IMPACT

ASSESSMENT

Introduction

Reasoning
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Costs and Benefits 

A.6 We propose to exempt the FSA from the obligation to consult on new rules 
where the delay incurred by consulting would prejudice the interests of those subject to  
the rules.  FSMA already grants the FSA an exemption from consulting when the 
resulting delay would prejudice the interests of consumers. However, the absence of an 
exemption to protect firms and others from prejudicial delay has caused difficulties.  
The FSA has reported several instances where it has had to use less satisfactory 
procedures to effect urgent measures because FSMA prevents immediate rulemaking.   

A.7 We also propose to remove the FSA’s obligation to consult on rule changes where 
consultation would serve no useful purpose.  Such consultation might relate to 
proposals which correct clerical or drafting errors; or proposals that have minimal 
effect.

A.8 To ensure continued protection, we plan to restrict the new exemption so that 
the FSA will still have to consult on rulemaking where it considers that its proposal 
would significantly prejudice consumers’ or firm’s interests (see Chapter 2 for details).  
The FSA would publish a policy statement setting out the criteria that would inform 
such consideration.

A.9 The FSA will benefit from the reduction in the requirement to consult on rules 
where there is an urgent need for the rules, or where consultation would serve no useful 
purpose.  Firms and others to whom the rules apply will benefit because the FSA will be 
able to make rules more rapidly in cases where delay would be prejudicial to their 
interests; and because they will be subject to fewer consultations on proposals that are 
unlikely to be improved as a result.  Around 10-20 proposals per year are likely to qualify 
for the new ‘minor effect’ exemption.  Each of these consultations takes up between 1-
15 FSA person days depending upon the complexity.  Costs are also incurred by all 
those who examine and assess these consultations.  Extra costs are incurred by all those 
who, in addition, respond to such consultations.   

A.10 We do not envisage any costs arising from this proposal.  Any detriment to 
consumers caused by the relaxation of consultation requirements should be offset by 
the requirement that the FSA will still have to consult on rulemaking where it considers 
that not doing so would unduly prejudice consumers’ interests.    

Measure 1: Relaxing the FSA’s requirement to consult on rules 

 Benefits

Costs
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A.11 The FSA is required by FSMA to consult on guidance in the same way as it is 
required to consult on rules – see above.  As with rules, the FSA need not consult on 
guidance where the delay in doing so would prejudice the interests of consumers. As 
with rules, our basic proposal on guidance – The Narrow Option – is to extend this 
exemption to include circumstances where delay caused by consultation would 
prejudice those persons who are subject to the guidance and enable the FSA not to 
consult  were doing so would serve no useful purpose. Finally, we would also restrict the 
consultation exercise to written guidance (or guidance given in another legible form)  
which is  intended to have continuing effect.  We would restrict the new exemption/s so 
that the FSA will still have to consult on guidance where it considers that not doing so 
would unduly prejudice consumers’ or firms’ interests (see Chapter 3 for details). We 
also propose – The Broad Option – to remove the FSA’s obligation to produce the 
various ancillary documents required by section 155. Instead, the FSA would publish a 
policy statement setting out the criteria that would inform its decision as to whether or 
not to publish a compatibility statement, for example.

A.12     The FSA will no longer have to consult on guidance where there is an urgent 
need for such guidance – unless it considers that its proposal would unduly prejudice 
consumers’ or other persons’ interests. The FSA will, in addition, no longer consult 
where consultation would serve no useful purpose.  If the Broad Option is chosen the 
FSA will benefit from the reduction in the formal statutory provisions applying to the 
consultation process, allowing them to tailor consultation exercises appropriately, 
according to the nature and significance of the proposed guidance.  Firms and others to 
whom the rules, which the guidance seeks to explain, apply will benefit because the FSA 
will be able to issue guidance more rapidly in cases where delay would be prejudicial to 
their interests;  because they will be subject to fewer consultations on proposals that are 
unlikely to be improved as a result and because consultations will in general be more 
streamlined and contain only necessary and relevant information. Around 10-20 
proposals per year are likely to qualify for the new ‘minor effect’ exemption.  Each of 
these consultations takes up between 1-15 FSA person days depending upon the 
complexity.  Costs are also incurred by all those who examine and assess these 
consultations.  Extra costs are incurred by all those who, in addition, respond to such 
consultations.  

A.13 We do not envisage any costs arising from this proposal.  Any detriment to 
consumers caused by the relaxation of consultation requirements should be offset by 
the requirement that the FSA will still have to consult on guidance where it considers 
that not doing so would significantly harm consumers’ interests.   

A.14 We further propose, in line with the measures above on rules and guidance, to 
loosen the consultation requirements which apply to certain policy statements, codes, 
directions etc.   

Measure 2: Relaxing the FSA’s requirement to consult on guidance 

Benefits

Costs

Measure 3: Relaxing the FSA’s requirement to consult on certain other matters 
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A.15  On the following matters, we propose to grant the FSA – subject to a safeguard 
similar to that applicable to rules –  the discretion not to consult on changes for no 
useful purpose; 

statements of policy on the imposition on approved persons of warnings 
and decision notices, penalties and their amount (Section 70); 

statements of policy on the imposition of penalties on issuers of listed 
securities or applicants for listing (Section 94); 

the scheme for distributing income from fines levied under Part VI of FSMA 
(Section 100);  

the Code giving guidance as to what behaviour constitutes market abuse 
(Section 121); 

statements of policy on the imposition of penalties in relation to market 
abuse (Section 125); 

statements of policy on the imposition of disciplinary measures on an 
authorised firm (Section 211); 

statements of procedure regarding supervisory, warning or decision notices 
(Section 396); 

schemes for investigating complaints against the FSA (Schedule 1 para 7); 

statements of policy in relation to the amount of penalties imposed under 
the Act (Schedule 1 para 16). 

A.16 On the following matters, which already contain a provision regarding 
prejudicial delay to consumers, we propose to allow the FSA not to consult, subject to a 
safeguard similar to that applicable to rules, where delay is prejudicial to those affected 
by the direction or statement of  principle or where consultation serves no useful 
purpose; 

procedure for giving a direction as to whether the general prohibition does 
not apply to the carrying on of an insurance market activity by members of 
Lloyds (Section 319); 

directions in relation to the general prohibition under Part XX of FMSA – 
provision of financial services by members of the professions (Section 330); 

statements of  principles with respect to the conduct expected of approved 
persons.  

A.17 Firms and others concerned will be spared the need to reply to consultations on 
proposals that are unlikely to be improved by consultation.  In the case of section 65, 
319 and 330 the FSA will be able to pass measures more rapidly in cases where delay 
would be prejudicial to the interests of firms and others. To date all but one of the 
matters referred to in paragraph 4.10 have been amended, but these changes have been 
substantive and would not have benefited from the new ‘minor effect’ exemption if it 
had been in place.  But minor changes might be needed in future, e.g. changes to the 
statement made under section 395 of FSMA to reflect the change of name of the FSA’s 
executive committee. 

Benefits
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A.18 We do not envisage any costs arising from this proposal.  Any detriment to 
consumers caused by the relaxation of consultation requirements should be offset by 
the requirement that the FSA will still have to consult where it considers that not doing 
so would unduly prejudice consumers’ interests.    

A.19 We propose to reduce the circumstances in which the FSA, under section 49 of 
FSMA, must consult other European regulators before cancelling or varying a firm’s 
permission.  Section 49 was designed to implement parts of various European 
Directives but, as currently drafted, it is stricter than those Directives require it to be.  
The Directives in question were designed chiefly to ensure that other European 
regulators were consulted before authorisation was granted or expanded, but section 49 
requires the FSA to consult other regulators even when cancelling or narrowing 
permission.  Under our proposal the FSA would no longer have to consult other EEA 
regulators when cancelling or narrowing permissions. 

A.20 The super-equivalence of section 49 has resulted in a certain degree of 
reputational damage to the FSA as European regulators have complained that such 
consultation about matters not covered by the Directives is costly, inconvenient and 
confusing.  Various regulatory authorities across the EEA, including those of France, 
Germany, the Netherlands, Luxembourg, Latvia and Norway, have confirmed that they 
are not required to consult home state regulators when varying or cancelling the 
authorisation of a connected person.  

A.21 The proposal would spare the FSA from the need to consult other EEA regulators 
unnecessarily.  In cases where major cross-border groups apply to change permission, 
this would represent a substantial resource saving.  This current consultation is costly 
for the firms, the FSA and other European regulators who have to deal with such 
consultations.  Indeed some EEA regulators have complained about the cost and 
inconvenience of having to respond to FSA consultation on matters not covered by the 
Directives. The FSA issues around 15 variations of permission per year which involve 
cancellations or narrowing of the permission.  Many involve notifying more than one 
other EC regulator, some involve notifying all.  Without these notification requirements 
each permission could be processed between 10-20 days quicker.   

A.22 We do not envisage any costs arising from this proposal.   

A.23 We propose to allow the FSA Board to delegate the task of issuing general 
guidance – a practice not currently permitted under FSMA.  Much guidance is routine 
or technical in nature: consideration by the Board adds little value and distracts it from 
more important core functions.  Whereas guidance issued by the Bank of England 
(when it carried out the FSA’s supervisory functions) carried virtually as much weight as 
rules, FSA guidance is non-binding.  We consider the Act could usefully be relaxed to 
reflect this. 

Costs

Measure 4: Removing the FSA’s requirement to consult other EEA regulators on 
changes in permissions 

Benefits

Costs

Measure 5: Permitting the FSA Board to delegate the issuing of Guidance 
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A.24    The Board of the FSA would be free to delegate the issuing of guidance to a sub-
committee, officer or member of staff of the FSA to approve general guidance.  This 
would allow the Board to focus on more important issues and increase the efficiency of 
the FSA in approving and issuing guidance, to the benefit of firms and consumers, who 
rely on such guidance to interpret the FSA’s rules.  In addition, the FSA will no longer 
have to spend time analysing whether guidance is “general guidance” under FSMA 
s.158(5), and in need of Board consideration.  Additionally, less time and resources will 
be consumed preparing the “Board pack”.  This involves preparing detailed paperwork 
which is scrutinised by FSA legal advisers.  The FSA Handbook of Rules is structured 
with rules and guidance alongside each other.  Most significant changes involve 
amending both rules and guidance and would continue to be considered by the FSA 
board in the same way as now.  Two significant exceptions to this are guidance relating 
to the regulatory perimeter and guidance relating to FSA rules on collective investment 
schemes.  These proposed changes will enable the FSA to issue material with the status 
of guidance in a more timely and responsive manner than at present, which should lead 
to reduced compliance costs.  

A.25 We do not envisage any costs arising from this proposal.  The delegation of 
approval to a committee would ensure that guidance was still subject to internal checks 
and balances. 

A.26 We propose to amend FSMA to allow the FSA to waive or modify all of its rules in 
respect of both authorised and unauthorised persons.  FSMA currently prevents the FSA 
from waiving or modifying rules which relate to unauthorised persons; or persons that 
are not specified in section 148 of FSMA.  It was always intended that the FSA should be 
able to waive or modify all of its rules and the limitations in the Act seems to have been 
incorporated into FSMA unintentionally.    

A.27 The FSA would be able to waive or modify all rules made under FSMA, such as 
fees rules, approved persons rules.  It would also be able to waive or modify rules which 
apply to unauthorised persons who are subject to FSA rules, such as auditors and 
actuaries.  Firms and other parties would benefit from the FSA’s ability to change 
unsuitable or burdensome rules to which they are subject.  Currently around 1150 
waivers are granted per year, spread evenly in all areas where waivers can be granted. 

A.28 We do not envisage any costs arising from this proposal.  When waiving or 
modifying rules the FSA would still have to be satisfied that; 

compliance by the person with the rules as unmodified would be unduly 
burdensome, or would not achieve the purpose for which the rules were 
made; and 

the waiver or modification would not result in undue risk to persons whose 
interests the rules are intended to protect. 

Benefits

Costs

Measure 6: Removing restrictions on waivers and modifications 

Benefits

Costs
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A.29 We propose to remove the obligation of the FSA to fulfil certain procedural 
requirements7 when delisting a security at the request of that security’s issuer.   We 
propose in addition to remove an anomaly in FSMA which allows an issuer to petition 
the Tribunal about a delisting even when the delisting was requested by that issuer.   

A.30 The requirements and right of petition above were designed as safeguards in 
cases where a delisting was initiated by the FSA against the wishes of the issuer.  In 
cases where the delisting comes at the request of the issuer, however, they seem to serve 
no useful purpose. 

A.31    The FSA would no longer have to follow prescriptive delisting procedures for no 
useful purpose.  In a typical two-week period in July 2005, the FSA had to deal with 18 
cancellation requests and 7 suspension requests under the s.78 procedure.    Around 1 
FSA person day was involved in processing these requests.  Under our proposal much 
unnecessary paperwork would be avoided.  Additionally, an anomaly – the right to 
petition the Tribunal as described above – would be removed from FSMA. 

A.32 We do not envisage any costs arising from this proposal.    

A.33 We propose to remove the FSA’s obligation formally to warn a sponsor prior to 
cancelling his approval, where the sponsor himself has applied for cancellation.  We 
propose in addition to remove an anomaly in FSMA which allows a sponsor to petition 
the Tribunal about the cancellation of his approval even when the cancellation was 
requested by that sponsor.  A formal warning is clearly appropriate where the 
cancellation has been initiated by the FSA and such action would be resisted by the 
sponsor.  But in cases where the cancellation is initiated at the request of the sponsor, 
the process in s.88 seems to serve no useful purpose.  The market is informed by 
announcements published on the FSA website.  The sponsor, by definition, knows and 
has no need to be given a warning notice or make representations. 

A.34 The FSA would no longer have to issue a formal warning prior to cancelling an 
approval that had been requested by the relevant sponsor.  In the nine months to July 
2005, for example, the FSA dealt with nine voluntary applications for cancellation of 
sponsor status, necessitating the issuance of a warning notice, final notice, and decision 
notice in each instance – a process that often spans several weeks.  Around 1 FSA person 
day was involved in processing these requests.  

A.35 We do not envisage any costs arising from this proposal.   

7 The FSA is required to inform the issuer of: the reasons for the FSA’s decision; the right to make representations; and the right 
to refer the matter to the Tribunal. 

Measure 7: Simplifying procedures relating to the discontinuation, suspension or 
cancellation of securities listings 

Benefits

Costs

Measure 8: Simplifying the procedure relating to the cancellation of sponsor approval 

Benefits

Costs
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A.36 We propose to grant the FSA more discretion when allocating income received 
from market abuse penalties.  Currently, the FSA may only distribute penalty income 
from market abuse fines to authorised persons.  This means that exchanges and listed 
and non-listed issuers cannot benefit from the distribution of penalties.  We plan to 
amend FSMA to allow income from market abuse fines to be distributed to authorised 
persons, listed and unlisted issuers or recognised exchanges. 

A.37 The reforms proposed here would open the possibility of dividing the proceeds 
of such large fines between authorised persons, listed and non-listed issuers and 
recognised exchanges.  To date the FSA has issued 11 market abuse fines since FSMA 
came into effect in December 2001.  One fine was for £17m, the others totalled around 
£11m. 

A.38 It is difficult to speculate as to exactly how fine proceeds may have been 
allocated differently in past cases had this reform been implemented. However, it is 
likely that the proposed reforms would be relevant where a listed or non-listed issuer is 
fined for market abuse.  

A.39 As noted above, it is difficult to speculate as to exactly how fine proceeds may 
have been allocated differently in past cases had this reform been implemented.  
However, if penalty income could be distributed to unauthorised firms, there would 
inevitably be a paper cost to authorised firms in terms of lower “windfalls” in cases such 
as Shell.  There have been no other penalties on this scale: since the enactment of FSMA 
the cumulative value of all other market abuse penalties is slightly above £1 million. 

Options

A.40 There is an option of doing nothing for all these measures.  If we were to choose 
this option the benefits described in this RIA would not materialise and the costs, where 
appropriate, would not be incurred. 

A.41 In some places there might hypothetically be non-legislative options, in 
particular that the FSA might not apply some of these FSMA requirements thoroughly.  
A deliberate decision by the FSA not to comply with various FSMA requirements would, 
however, undermine the credibility of FSMA and the FSA, and might encourage 
authorised persons to adopt a pick and mix attitude towards FSMA provisions which 
apply to them.  Furthermore, the corporate governance arrangements which apply to 
the FSA do not really provide for the FSA to decide not to comply with their with their 
statutory duties and responsibilities.  For these reasons this option is not viable. 

Consultation 

A.42 The following responded to the consultation: 

Competition Assessment 

A.43 We do not envisage any detrimental effects on competition arising from these 
measures.

Measure 9: Easing restrictions relating to the FSA’s distribution of penalty income 

Benefits

Costs
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Small Firms Impact Test 

A.44 We do not envisage any material negative impact on small firms arising from 
these measures. 

Enforcement, Sanctions and Monitoring 

A.45 Most of these are proposals are permissive and will not require monitoring, 
sanctions or enforcement.  

A.46 Some of the proposals on consultation require the FSA to show that, if it chooses 
to dispense with consultation, it must show that doing so will not unduly prejudice the 
interest of consumers.  The FSA would publish a policy statement setting out the criteria 
that would inform such consideration.  
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Standard Cost Model measurement of the Danish Ministry of Taxation 1 

1. English summary 

The Division for Better Business Regulation (an unit within The Danish Com-
merce and Companies Agency) has, with the assistance of Rambøll Manage-
ment Ltd. and Mortensen & Beierholm, completed an analysis of the adminis-
trative costs on enterprises, associated with the legislation, administrated by 
The Danish Ministry of Taxation. The analysis is based on the Standard Cost 
Model, and has been conducted in the period from August 2004 to March 
2005.  
 
In 2002 the Danish Government outlined a new strategy for providing sup-
port to the private sector in Denmark named “The Danish Growth strategy”’. 
The main aim of the strategy is to achieve a reduction of up to 25 percent in 
the administrative burdens that Danish enterprises face by the year 2010. 
Key to the strategy of reducing the administrative burdens for businesses 
has been to gather and supply the Ministry of Taxation with data, to be in-
cluded in its further work on improving the conditions of the business com-
munity. These data are important in working towards easing the burdens on 
enterprises and simplifying the regulatory framework. 
 
Staff and more specifically the coordinators from the Danish Ministry of Ta-
xation and The Central Customs and Tax Administration, have throughout 
the analysis cooperated with the consultants on assuring the quality of the 
data used in the study. Additionally, the coordinators have provided general 
information within their specific sphere of authority. 
 
Significant data from the evaluation: 
 

•  The aggregated total administrative cost of enterprises amounts to 
7,982 million D.kr. 

•  Approximately 80 percent of the total administrative cost can be al-
located to legislation of national origin (C-legislation) 

•  The analysis shows that the administrative costs of enterprises have 
been reduced by approx. 10 percent since November 2001. 

 
The legislation administered by The Danish Ministry of Taxation 
The evaluation of the administrative burdens related to The Danish Ministry 
of Taxation has been based on 75 acts and 99 executive orders, which can 
be divided into the following groups: 
 

•  Income taxation 
•  Earnings- and A-tax (withholding tax) 
•  Indirect taxes 
•  Other information-obligations 
 

Total administrative costs under The Danish Ministry of Taxation and 
ABC- allocation 
The result of the evaluation show that the business related legislation im-
poses costs, summing up to a total of approx. 8 billion D.kr. The table below 
illustrates the result of the analysis, fragmented into the above-mentioned 
categories. 
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Tabel 1.1: Total administrative costs, including ABC- allocation1 

ABC-legislation  

(percent)  
Cost (m. 

D.kr./year)  

Cost  

(percent) 
A   

Income taxation 4,441.8 55.7 % 0.0 % 0.1 % 99.9 % 

Earnings- and A-tax 1,024.5 12.8 % 0.0 % 0.0 % 100.0 % 

Indirect taxes 2,080.5 26.1 % 52.7 % 28.9 % 18.5 % 

Other information-obligations 434.8 5.4 % 0.0 % 0.2 % 99.8 % 

The Ministry of Taxation 
(total) 

7,981.5 100.0 % 10.4 % 5.8 % 83.8 % 

 
•  Legislation related to income taxation, which among others include 

the obligation to complete and file tax-reports, represents approx. 
56 percent of the total administrative costs under the Ministry of 
Taxation. 

 
•  Legislation related to indirect taxes, which among others include the 

Value Added Tax Act and the Act concerning excise tax, represents 
approx. 26 percent of the total administrative costs under the Minis-
try of Taxation. 

 
•  Legislation related to earnings- and A-tax represents approx. 13 per-

cent of the total costs under the Ministry of Taxation. 
 
•  The group of other information-obligations represents approx. 5 per-

cent of the total costs under the Ministry of Taxation. 
 
As shown in the table above, 83.8 percent of the burdensome legislation 
relates to legislation of Danish origin (C-regulation). The table also shows 
that respectively 10.4 percent and 5.8 percent of the administrative costs 
relates to legislation of international origin (A- and B-regulation). 
 
The three most burdensome Acts 

Approx. 50 percent of the total administrative cost under The Danish Minis-
try of Taxation can be allocated to the following three acts: 
 

•  The requirements of the Announcement on minimum standards (for 
accounts and book-keeping) (BEK no. 1068 – 17/12/1999) amounts 
to a total cost of 3.0 billion D.kr. equivalent to 38 percent of the 
total administrative costs under the Ministry of Taxation. Some of 
the main areas regulated by Announcement on minimum standards 
(for accounts and book-keeping), concerns requirements related to 
stocktaking of inventory and depreciation of assest. 2.6 billion D.kr. 
(or 87 percent of the total cost) constitutes external costs primarily 
related to assistance from external auditors. 

 

                                            
1 A-regulation refers to national regulation that derives exclusively from international 

obligations, i.e. EU-Regulation. B-regulation refers to national regulation that has its 

origins in international obligations, i.e. EU-Directives, but where member states can 

implement and hence choose administrative models at their own discretion. C-

regulation refers to national regulation, which has been formulated entirely as a result 

of national requirements. 
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•  The Danish Tax Control act (LBK no 869 – 12/08/2004), amounts to 
a total cost of 1.4 billion D.kr. equivalent to 17 percent of the to-
tal cost under the Ministry of Taxation. The main content of The Dan-
ish Tax Management act is the legislation concerning tax-income re-
porting, and further, the tax authorities’ control of tax assessments.  

 
•  The Danish Value Added Tax Act (LBK no 703 – 08/08/2003) 

amounts to a total cost of 1.0 billion D.kr. equivalent to 13 per-
cent of the total costs under the Ministry of Taxation. The Danish 
Value Added Tax Act regulates taxable companies’ obligation to file 
VAT returns. Varying with the individual company’s turnover (subject 
to VAT) the company file VAT returns monthly, quarterly or biannu-
ally. Further, the company has to file VAT returns for international 
transactions.  

 
Legislation included in the evaluation 
The table below shows that the legislation administrated by the Ministry of 
Taxation contains 413 information obligations.  

Tabel 1.2: Legislation included in the evaluation 

 No. of 

acts 

No. of ex-

ecutive 

orders 

No. of in-

formation 

obligations 

No. of data 

require-

ments 

Indirect taxes 39 52 211 868 

Income taxation 20 24 107 277 

Other information-obligations 12 18 76 206 

Earnings- and A-tax 4 5 19 81 

The Ministry of Taxation (total) 75 99 413 1,432 

 
The information obligations within the four groups vary significantly, regard-
ing content as well as the related population. Some information obligations 
are applicable to the entire business environment i.e. cross-sectoral – others 
are exclusively applicable to certain and more specific types of business. 
Furthermore, the quantity of enterprises affected by the obligations varies 
significantly. 
 

The administrative costs have been reduced by 10 percent 
The evaluation of the administrative costs consists of a baseline measure-
ment (costs associated with legislation effective the 1st of August 2004) and 
a reference point measurement (costs associated with legislation effective 
and/ or adopted by the Danish Parliament before the 27th of November 
2001).  
 
The difference between the baseline- and reference point measurements 
represents the net effect of the legislative initiatives taken by the current 
government since it came to office in November 2001.  
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Tabel 1.3: The development of the administrative costs (November 2001 - August 

2004) 

 Cost Nov., 

2001 

(m. 

D.kr./year) 

Cost aug., 

2004 

(m. 

D.kr./year) 

Net effect  

(m. 

D.kr./year) 

Develop-

ment 

 (percent)  

Income taxation 5,019.4 4,441.8 -577.6 -11.5 % 

Earnings- and A-tax 1,020.8 1,024.5 3.7 0.4 % 

Indirect taxes 2,426.3 2,080.5 -345.8 -14.3 % 

Other information-obligations 434.8 434.8 0.0 0.0 % 

The Ministry of Taxation (total) 8,901.2 7,981.5 -919.7 -10.3 % 

 
As shown in the table above, the net effect of the changes in regulation, rep-
resent a reduction of approx. 920 million D.kr./year, equivalent to approx. 
10 percent of the total administrative cost under the Ministry of Taxation. 
 
The majority of the net effect relates to the area of income taxation, as the 
administrative costs of enterprises have been reduced by approx. 578 million 
D.kr./year (11.5 percent) during the period from November 2001 to August 
2004. The reduction has mainly been generated by a significant revision of  
the Announcement on minimum standards (for accounts and book-keeping) 
(BEK no. 1068 – 17/12/1999), which has led to a reduction of 424 million 
d.kr. The reduction is primarily due to a removal of the obligation for self-
employed to file a statement of changes in equity. 
  
The table also shows that the administrative costs for enterprises, within the 
area of indirect taxes, has been reduced by approx. 346 million D.kr. (14.3 
percent). This reduction can mainly be explained by the removal of the obli-
gation to produce documentation when using a company car (with reduced 
vehicle exise duty), which alone has lead to a reduction of 330 million D.kr. 
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REGULATORY IMPACT ASSESSMENT  
 
Issue 
 
1.   This report assesses the regulatory impact of the Commissioners for Revenue 
and Customs (CRC) Bill, which will implement the recommendation of the Review 
of the Revenue Departments1 to create a single new department by integrating 
Inland Revenue and HM Customs & Excise. The Bill also creates the independent 
Revenue and Customs Prosecutions Office (RCPO) to prosecute all HMRC’s offence 
cases in England and Wales. The Bill therefore primarily addresses machinery of 
government matters. 
 
 

PART I – Background and options for legislation 
 
2.   The review considered several options for change, including options such as 
transferring responsibility for administering particular taxes between the 
departments. However, it focussed its analysis on three leading options: 
 
• status quo plus, under which organisational change would be limited to that 
necessary to implement the recommendations the Review made on policy and 
accountability; 
 
• creating a single new department, which integrates Customs and the Revenue; 
and 
 
• strategic alignment, under which a strategic board would be formed to promote 
the long-term alignment of the existing departments. 
 
3.   It concluded that creating a single department offered the most benefits. 
Primary legislation is therefore necessary to make this machinery of Government 
change.  More details about the remit of the Review of the Revenue Departments 
and its recommendations are contained at Annex A. 

Main purpose and intended effect of the Bill 

4.   The Bill will set in place the legislative framework for the new integrated 
department along with necessary consequential changes. As well as the legal 
establishment of HMRC, the Bill also includes the legislative authority for the 
existing independent prosecuting office for Customs and Excise (CEPO)2, brings 
Inland Revenue prosecutions within its functions, and gives the office a new name: 
the Revenue and Customs Prosecutions Office (RCPO). Part III of this RIA describes 
the prosecutions office in more detail. 
 
What this Regulatory Impact Assessment covers 
 
5.   This Regulatory Impact Assessment (RIA) appraises various options for both 
timing and content of the Bill to set up the new department – thereby helping to 

                                                 
1 The Review of the Revenue Departments (‘the review’), Gus O’Donnell, HM Treasury, March 2004 
2 See also the review of criminal investigations and prosecutions conducted by HM Customs and Excise by the 
Hon Mr Justice Butterfield at:  
http://www.hm-treasury.gov.uk/newsroom_and_speeches/speeches/statement/butterfield03_report_index.cfm   
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deliver the benefits of the changes recommended by the review. At Part III it also 
appraises the proposal to create RCPO. 
 
6.   This RIA does not look back at the various policy options considered in depth by 
the review (see Annex A). However, it does provide more detail about the likely 
costs and benefits of the option adopted. 
 
Details of the establishment of HMRC in the Bill 
 
7.   The Commissioners for Revenue and Customs (CRC) Bill establishes a non-
Ministerial government department to administer taxes, duties, national insurance 
contributions, tax credits, child benefit, collection of student loans, frontier and 
social protection functions, and other matters currently the responsibility of the 
Commissioners of Inland Revenue and the Commissioners of Customs and Excise.  
 
8.   This will include: 
 

• the appointment of Commissioners for the new department, and their 
officers; 

 
• the transfer of the functions, property, rights and liabilities of the 

Commissioners of Inland Revenue and the Commissioners of Customs 
and Excise to the Commissioners of the new department;  and 

 
• the Ministerial oversight, governance and financing of the new 

department.  
 
9.   It enables the new department to operate effectively and efficiently from the 
date of establishment by ensuring: 
 

• that information can be pooled within the new department; 
 

• that existing gateways to exchange information between the new 
department and others are continued;  

 
• that the confidentiality of information held by the new department is 

safeguarded to no lesser extent than currently for the predecessor 
departments; and 

 
• that some provisions are replaced where they currently apply in a 

different way to the Inland Revenue and HM Customs & Excise (for 
example in relation to offences against officers). 

 
10.   It transfers the information and enforcement powers of the two 
departments to HMRC; but it ring fences them so that they may only be used in 
respect of the functions of the specific predecessor department e.g. an officer of 
Revenue and Customs will be able to exercise the previous Customs and Excise 
power to enter premises to check records, but only in respect of functions, such as 
VAT, which were previously vested in HM Customs and Excise.  
 
11.   The Bill also sets out arrangements for external scrutiny of aspects of 
HMRC’s functions (primarily related to their criminal investigations), as 
recommended by the Hon. Mr Justice Butterfield’s report (for more details of this 
report, see Part III). 
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12.   The Bill extends to the United Kingdom, except where otherwise stated.  
 
 
Top-line options for the Commissioners for Revenue and Customs Bill 
 
13.   As described in paragraph 2 above, the O’Donnell Review considered both a 
status quo plus option, and a non-legislative option for integrating the two 
departments (strategic alignment). Chapter 3 of the Review sets out in detail the 
benefits and risks of these options and why they were rejected.  In short, the 
benefits to customer service, and increased effectiveness and efficiency identified 
by the Review depended upon dealing with shared customers in an integrated way. 
 
14.     The status quo plus option, while having the benefit of minimising the risks 
associated with change, could not deliver integrated working.  The extent to which 
integration could be delivered through strategic alignment was uncertain and it was 
felt that the roles of Ministers, the strategic board and the management of the 
revenue departments would be difficult to set out clearly. Thus the clearer lines of 
accountability identified by the Review as a key criterion for success would not be 
achieved. 
 
15.   The options considered in this RIA therefore all relate to the legislative 
approach to implementing the integration of the Revenue and Customs. They 
included: 
 

i. a short early Bill, which contains those provisions that are essential to 
create HMRC and permit it to function effectively.  This could mean that 
further legislation might be required at a later date to make any more 
substantive changes that might be needed to reap the full benefits; 

 
ii. a more comprehensive early Bill, which contains all the essential content of 

option (i) above, but also makes more substantive changes in areas such as 
the powers vested in officers to carry out their functions, or to the 
mechanics of some business processes (where underpinned by legislation) 
to facilitate more areas of joint working across indirect and direct taxation; 
or 

 
iii. a fully comprehensive Bill in a later legislative session following detailed 

analysis of the most appropriate strategy for the new department and 
assessment of the legislative changes needed to underpin that strategy. 

 
Benefits and risks of options for legislation 
 
Option (i) 
 
16.    The key benefit of this option is that it enables the new department to be 
established quickly, allowing work to begin early on what are likely to be major 
organisational and administrative changes, in order to deliver the benefits of 
integration. It would allow the new department to come into existence around a 
year or so after the announcement of the intention to integrate. In addition, by 
focussing the legislative changes on those essential for the new departments 
effectiveness, it reduces the risk to business as usual which could arise under 
option (ii).  
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17.   The main risk is that a short Bill might not provide sufficient legislative 
scope to enable the full benefits of integration to be realised and that further 
legislation would be required. 
 
Option (ii) 
 
18.   A more comprehensive Bill, in the same parliamentary session as at option 
(i), would have the benefit of enabling more significant change from the outset.  
However it would take longer to prepare and be likely to require a greater amount 
of parliamentary time, so early implementation of the new department would not 
be possible.  Most significantly it would not allow sufficient time for the new 
department and its management to consider what operational and other changes 
should be made, over what timescale, and in what order of priority.  
 
19.   Business as usual might also be adversely affected due to pressure to deliver 
significant changes to a very tight timescale.  The Treasury Select Committee 
warned that Ministers and senior management must consider potential risks to 
business as usual in establishing the integrated department, noting that: 
 
“We consider that tax collection and customer service must remain the departments’ 
first priority during the merger process.”3 
 
Option (iii) 
 
20.   Legislating for the new department in a later session would have the 
advantages of allowing time to develop a significant package of changes, with 
consultation where appropriate.  But the costs of such a delay would be significant.  
Only very limited expenditure on planning for legislative change is possible under 
parliamentary rules. It is estimated that implementation of the new department 
would be delayed by at least a year compared to option (i) and that this would 
reduce the planned efficiency savings and additional revenue generated by more 
effective working by around half for each year’s delay.   
 
Preferred option for legislation 
 
21.   The Commissioners for Revenue and Customs (CRC) Bill is based on option 
(i).  Neither option (ii) nor option (iii) were considered to strike the right balance 
between making an early start on delivering the benefits of integration and the 
need for a sensible timetable for the development of (and discussion of) detailed 
plans for change.  
 
Overview of the impact of the Bill on enactment  
 
22.   The following sections consider the overall impacts of integrating the Inland 
Revenue and Customs and Excise in more detail.  
 

 
 

                                                 
3 House of Commons Treasury Committee: The Merger of Customs & Excise and the Inland Revenue, 9th Report 
of Session 2003-04  (Paragraph 31) 
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PART II – Costs and benefits of integration 
 
RISKS: 
  
23.   The review recognised that integration carried risks in terms of maintaining 
“business as usual” during the transition to the new department.  However it 
assessed that strong management should mitigate any potential risks, with a focus 
on priority areas (much of the business would not be directly affected by the 
creation of a new department), and with clear focus on delivery as the core business 
of the department, to ensure existing priorities are met and areas for change are 
identified.  
 
24.   The need to ensure that business as usual is maintained has also been 
stressed by the Treasury Select Committee4. David Varney, the Chairman of the 
revenue departments (and Chairman designate HMRC), told the Committee that 
ensuring tax gathering and service to the public was maintained was: 
 
“very much the focus of our attention and that will be in our [Public Service 
Agreement] PSA targets and it is in the objectives we are trying to drive through.”5 
 
25.   Option (i) reduces the risk to business as usual compared to rushing forward 
wholesale changes. 
 
 
BENEFITS: 
 
Economic 
 
26.   The integration of the two departments will contribute significantly towards 
achieving efficiency savings, thereby reducing the cost to Government of 
administering taxation regimes.  As part of the departmental response to the 
Efficiency Review, plans are in place to achieve gross savings of 12,800 full time 
equivalent (FTE) posts by March 2008, against a baseline of around 98,000. in 
addition to these, approximately 3,200 (FTE) savings are to be achieved as a result 
of the integration of HM Customs & Excise and Inland Revenue6. 
 
27.   It will also help reduce compliance costs for customers, and improve 
customer services. In particular, in the longer term, developments such as 
improved use of information within the new department will offer opportunities to 
reduce the costs for businesses, charities and voluntary organisations of providing 
such information. As businesses are often currently customers of both 
departments, they potentially have most to gain in terms of reduced compliance 
costs from a more joined-up approach.   
 
28.   It will also help improve compliance. While this is an area where it is often 
very difficult to quantify benefits, there is good evidence7  from other countries that 
have undergone integration exercises that revenue increases as compliance costs 
fall (e.g. Canada and Denmark have integrated their direct and indirect tax 

                                                 
4 House of Commons Treasury Committee: The Merger of Customs & Excise and the Inland Revenue,  
   9th Report of Session 2003-04  (Paragraph 31) 
5 Ibid. paragraph 25. 
6 Efficiency Technical Note      http://www.inlandrevenue.gov.uk/psa/hmrc_etn.pdf 
7 the Revenue departments. Cited in the Review of the Revenue Departments, paragraph 1.23, p 8, March 2004. 
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administrations in recent years and officials in the integrated tax administrations 
assess that revenue has increased as a result of merger, including in the short term).  
 
29.   This is further supported by some useful pilot studies.  For example, Large 
Business Joint Team trials8 have been one of the priority areas being piloted under 
the existing closer working arrangements between the revenue departments. These 
trials aim to reduce compliance costs, improve compliance, and contribute to the 
development of tax policy and legislation relating to large businesses. They began 
on 1st April 2001, and cover fourteen large business groups in the finance, 
telecommunications, pharmaceuticals and food retailing sectors participating 
voluntarily. The trials led to improvements for customers and the departments, and 
helped inform future work on possible areas where an integrated department 
should consider compliance costs.  
 

30.   Overall, over £11m additional revenue was raised in the first two years of 
these trials, and the staff concerned believe that significant additional revenue 
would be collected in the longer term as a result of issues identified during the 
trials. For example, the systematic comparison of information from a variety of 
sources will assist the department progressively to improve the quality and focus of 
its checking, providing a rational basis for the targeting of scarce public resources 
according to the risks of non-compliance. 
 
 
Environmental  
 
31.   There are no major environmental benefits from the CRC Bill. 
 
 
Social  
 
32.   The effect of establishing a new integrated department will be to enable over 
time the joining up of services to shared customers – particularly businesses (and 
charities and the voluntary sector in so far as they currently deal with Inland 
Revenue and Customs and Excise).  This will make it easier for customers of the 
new department to comply with their obligations.  Some customers are not 
“shared” between the two departments (e.g. Tax Credit claimants).  The improved 
customer focus of the integrated department will benefit them too, as will the 
commitment to maintain business as usual during the transition period.  
 
 
Issues of equity and fairness 
 
33.   A single integrated department will facilitate greater alignment of strategies, 
a coherent approach to information, and more flexible resource allocation.  It will 
therefore contribute to helping ensure that the right tax is paid by the right people 
at the right time, which is fairer to compliant taxpayers and helps further protect 
revenue collection. The following examples illustrate the benefits that have been 
derived from this approach in specific circumstances.  The Bill will enable such 
activities on a more widespread basis. They include: 
 

• improved tackling of businesses operating in the shadow economy 
though better sharing of information and working together; 

                                                 
8 the Revenue Departments. Cited in the Review of the Revenue Departments, Box 3.3, p 45, March 2004. 
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• a success rate of over 75 per cent in a 2003 pilot exercise using Revenue 

systems for tracing ‘missing’ Customs debtors. As the Revenue 
administers more taxes, it often contacts customers more frequently 
than Customs and holds more up-to-date details. The 75 per cent rate 
compares to 25-30 per cent on Customs’ own systems in one region, 
and around 30 per cent from using a commercial tracing agency9; and 

 
• the Revenue becoming aware of undesirable avoidance schemes in 

Corporation Tax, alerted by information from Customs which had been 
previously obtained for VAT purposes, at least two years earlier than 
under normal procedures10. As VAT returns are rendered quarterly (for 
the most part), potential non-compliance can be identified by Customs 
often sooner than by the Revenue, who for example receive Corporation 
Tax returns some time after the end of the accounting period. A project 
has now been established on avoidance to allow more systematic 
measurement of benefits and incorporation into business as usual11.   

 
34.   In addition to this, in reporting to the Treasury Committee12, the Chairman 
of the Revenue Departments, David Varney, explained when asked when customers 
would start to see the benefits of merger that: 
 
“One of the things we have done is put together the large business organisation and 
the large business group, respectively the Inland Revenue and Customs & Excise, into 
a large business system to create one interface with the larger businesses.” 
 
COSTS:  
 
Economic 
 
35.   For the majority of business who seek to comply and see their dealings with 
the two Revenue Departments in a more holistic way, having a single integrated 
department to deal with in the future will reduce regulatory burdens. On the other 
hand, improved enforcement of compliance with tax law could well be expected to 
increase burdens on non-compliant businesses.  
 
36.   In the short term any changes in business processes, powers etc., while 
potentially benefiting customers in the longer term, may lead to costs for 
professional advisers and employers to develop new systems and understand the 
changes. Discussions with stakeholders would be necessary in order to assess the 
merits of changes, offset against set-up costs.  The current Bill does not include any 
provisions to make material changes to statute governing the administration of tax 
regimes, in advance of such discussions.  
 
Costs of integrating Inland Revenue and HM Customs and Excise 
 
37.   The known costs that arise directly from the creation of HM Revenue and 
Customs are anticipated to be of the order of  £75million over 2004/05 and 2005/06, 

                                                 
9 the Revenue Departments. Cited in the Review of the Revenue Departments, paragraph 4.12, p 73, March 2004 
10 Finance Act 2004 contains a requirement on businesses to disclose avoidance schemes to Inland Revenue – 
which will consequently make this only partly a direct result of integration. 
11 the Revenue Departments. Cited in the Review of the Revenue Departments, paragraph 4.12, p 73, March 2004 
12 House of Commons Treasury Committee: The Merger of Customs & Excise and the Inland Revenue, 9th Report 
of Session 2003-04 (Q205) 
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including the preparatory costs of alignment of basic services, such as work to put 
the future IT desktop requirements of the departments on a common platform. 
Further costs from integration may arise in due course, for example, from changes 
to join up some of the services the two departments currently provide to business 
customers independently.  These cannot be quantified until the associated policies 
have been agreed.  
 
 
Environmental 
  
38.   There are no major environmental costs arising from the CRC Bill.   
 
39.   Short-term environmental costs are expected to be minimal, given that 
replacement of office stationery and forms will be carried out over time, according 
to natural lifecycle and update plans. This approach will also allow the new 
department to minimise financial costs. 
 
Social  
 
40.   Short-term social costs could include human resource issues for Civil 
Servants involved in the process of the re-organisation which will follow from the 
integration of the two departments 
 
Consultation 
 
41.   The Review of the Revenue Departments consulted a number of interested 
bodies and individuals in the course of its work, and invited three external experts 
to review it’s findings informally prior to publication. After publication, comments 
were also invited generally . Since then, the Treasury has undertaken an extensive 
programme of informal consultation to obtain views from business, representative 
bodies, and trade associations upon the findings of the Review and the legislative 
approach to implementing its recommendations.  Annex B contains more 
information about this programme, plus the findings of the informal consultation 
exercise. 
 
42.   In summary, those consulted were supportive of the proposal to create 
HMRC and saw the potential benefits, particularly in terms of improved customer 
service.  They were in favour of carefully managed change to ensure business as 
usual was maintained, and this has been taken into account in the 
recommendation to introduce an early short bill which did not make more 
fundamental changes at this stage.  
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ASSESSMENTS: 
 
Small Firms’ Impact Test: 
 
41.   The Small Business Service has agreed that evidence drawn from 
consultations on the Bill, and from a business forum convened specifically to 
discuss the implications of the proposal, reveal that the Bill will not result in any 
significant impacts on small businesses.  As a result of the analysis and findings 
from these initial soundings, conducted for the purposes of the Stage 1 Impact Test, 
there appear to be no small business concerns in relation to the Bill and, as a 
consequence, the Small Business Service has agreed that a Stage 2 Impact Test is 
not required. 
 
42.   The key messages that emerged from the consultation discussions and 
business forum were: 
 
• integration is generally welcomed by small firms, who see the formation of 

HMRC as an opportunity to improve the services provided to small 
businesses; 

 
• small businesses generally welcomed the approach within the Bill of 

maintaining the status quo pending longer term work to consider more 
substantive changes to tax regimes.  They were keen that work on 
integration should not disrupt the service provided to them in the 
meantime, and welcomed the Government's focus on avoiding this; and 

 
• consultees were of the view that, while future more substantive change 

would deliver welcome benefits, the approach adopted in the CRC Bill 
means that it will not have a significant immediate impact upon them. 

 
43.   Consultees had a variety of views regarding the optimal approach to future 
integration.  Small businesses would welcome the joining up of services, and 
expressed particular enthusiasm for single points of contact for all queries 
concerning their business, and integrated debt management activities.  While 
recognising that benefits such as these could take time to emerge, representatives 
considered that changes of this nature could deliver real improvements to the 
service they receive. 
 
44.   Research shows that the majority of small businesses most value stability in 
the tax system, certainty that they have complied with the rules, minimum possible 
contact with the revenue departments and as little disturbance as possible in 
discharging their obligations. The structures of those organisations dealing with 
direct and indirect taxes impact on small businesses only in so much as they affect 
their experiences in these aspects. 
 
45.   There will be future policy change proposals under the new department.  
These will be subject to the usual round of consultation and regulatory impact 
assessment as appropriate. 
 
Competition Assessment 
 
46.   There are no competition implications arising from the Bill. The Bill applies 
to every sector and to all firms equally.  
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ENFORCEMENT AND SANCTIONS: 
 
 
How will the proposal be enforced? 
 
47.   The changes introduced by the HMRC Bill are broadly machinery of 
government changes, and do not therefore require enforcement. 
 
48.   The new department will, however, continue to employ the tools and 
sanctions employed by its predecessor departments in order to enforce compliance 
with the legal requirements set out in respect of each of the functions for which it is 
responsible.  It includes some alignment to provisions on offences (see below), but 
does not materially alter the enforcement provisions of the predecessor 
departments.  
 
49.   The impact of the departmental integration on the proposed Revenue and 
Customs Prosecution Office (RCPO) is included as Part III. 
 
 
Who will enforce this legislation? 
 
50.   Not applicable to the machinery of government change. 
  
Will the legislation impose criminal sanctions for non-compliance? 
 
51.   As indicated, most of the Bill is concerned with machinery of government 
changes within government itself, and non-compliance is not in question. As part 
of the establishment of the new department, certain provisions such as offences of 
assaulting, obstructing or impersonating officers are being made uniform, and the 
criminal penalties already applying for these offences are being aligned on those 
applying in relation to the police in England and Wales. Provision is also being 
made to ensure that the existing criminal penalties for unlawful disclosure of 
taxpayer and other customer information (under section 182 Finance Act 1989) are 
applied uniformly to all aspects of the new department’s work, and cover all those 
working as Commissioners, officers and contractors of the new department.  
 
52.   The Bill also leaves unchanged the civil and criminal sanctions which 
applied to each of the tax and other functions of the existing departments, now that 
they are to be administered by the new department.  
 
 

MONITORING AND REVIEW: 
 
53.   Like its predecessor departments the new department established by the 
legislation will be a non-Ministerial government department run by 
Commissioners appointed by letters patent with the same basic accountabilities to 
Ministers, to Parliament and to the public.  
 
54.   In common with other government departments, the department will agree 
with the Treasury as part of the Spending Review process a delivery plan setting out 
how it proposes to achieve its objectives and targets. The plan will identify the main 
management and other risks to the effective operation of the department or 
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successful delivery of its objectives, and the main systems and controls designed to 
deal with those risks. 
 
55.   The department will provide the Treasury with regular reports on the 
ongoing business of the department, including information on the financial 
position, progress against targets and efficiency measures.  The reports should be 
derived from the department’s internal management systems, and the precise 
coverage and frequency of reports will be agreed from time to time. 

56.   The department will publish its performance targets and achievements in 
keeping with general Treasury and parliamentary requirements (currently in the 
Spring Report and the Annual Report in the autumn). 

57.   The efficiency and effectiveness of the department will be subject to 
monitoring by the National Audit Office, just as the predecessor departments are.   
 



 14



 15

PART III –Revenue and Customs Prosecution Office (RCPO).  
 
58.   The CRC Bill also provides for the establishment of an independent 
prosecution office to undertake prosecutions on behalf of the new department.   
 
Background  
 
59.   The Customs and Excise Prosecutions Office (CEPO) was created in April 
2003.  Following specific recommendations made in the Hon Mr Justice 
Butterfield's Review13,  Ministers announced that they accepted the 
recommendations and that CEPO would be put on a statutory footing.  
 
60.   The Butterfield review’s proposals were discussed widely throughout the 
Criminal Justice System and with other interested representative bodies before 
coming to its conclusion.  
 
61.   An independent prosecutions function has been operating under a 
Memorandum of Understanding between the Attorney General, Customs and 
Excise and HM Treasury since January 2003 and has in that time begun 2695 
prosecutions, including a number of cases with multiple defendants.   
 
62.   The decision to integrate Inland Revenue with Customs raised the further 
question of whether the new prosecutions office should also conduct prosecutions 
currently the responsibility of Inland Revenue.  
 
63.   This Regulatory Impact Assessment examines the options that were 
considered to put the prosecutions office on a statutory footing. 
 
 
Options 
 
64.   It was not considered an option to leave CEPO indefinitely without a 
statutory basis.  Ministers therefore considered three options: 

• that HMRC would be responsible for prosecutions which previously would 
have been taken by the Board of Inland Revenue, but those which would 
have been taken by Customs and Excise would continue to be prosecuted 
by an independent CEPO.  It was decided that his would have been wholly 
inconsistent with the principles of integrating the two Revenue 
Departments.   And there would have been real practical difficulties in 
putting forward to two different prosecution bodies a case involving, say, a 
mixed Corporation Tax and VAT fraud;   

• all prosecutions would be carried out by HMRC.  But this would represent a 
reversal of the Government’s acceptance of the Butterfield Report that a 
wholly independent prosecuting body was required; or 

• all prosecutions would be carried out by the independent successor to 
CEPO, including those which were currently taken by the Board of Inland 
Revenue.  This option had the advantages of being congruent with the 
merger of the Revenue Departments and with the Butterfield Review.  

                                                 
13 The Review of Criminal Prosecutions Conducted by HM Customs and Excise (15 July 2003) 
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However it meant that the Inland Revenue’s prosecution function would be 
lost. 

 
65.   Ministers considered that, with the integration of Revenue and Customs 
into one department, it would be logical to take the third approach, and that the 
office should be called the Revenue and Customs Prosecutions Office (RCPO). 
 
Impact of the establishment of Revenue and Customs Prosecutions Office 
(RCPO) 
 
65.   The transition costs to Inland Revenue of integrating the Crime Group (IR 
prosecutions group) within RCPO are estimated to be around £240,000.  
 
66.   Transition costs aside, it is assessed that the impact of this aspect of the Bill 
will be broadly neutral. The service provided to investigating officers and 
administrators, as well as to others within the criminal justice service, will not, in 
practical terms, change at all. However, the enhanced protection for taxpayers 
provided by the new prosecutions office is arguably a social benefit, in that it 
should have a positive impact on the prosecution of tax and duty evasion. 
 
 
Inland Revenue prosecution work  
 
67.   The inclusion of Inland Revenue’s prosecution work within the remit of the  
Customs and Excise Prosecution Office successor  again has a neutral impact. The 
prosecution work has existed previously and the fact that it will henceforth be 
carried out by an amalgamated statutory independent body is simply a reflection of 
the wider process of integration of the two departments.  
 
68.   Our reasons for considering the impact to be neutral (or a modest 
improvement for stakeholders in the prosecution process) are: 

 
• the transfer of responsibility from the Board of Inland Revenue to the 

successor to the Customs and Excise Prosecution Office for the 
prosecution of offences previously under the care and management of 
the Board is essentially a machinery of government issue, resulting from 
the integration of the Revenue Departments; 

 
• the Customs and Excise Prosecution Office was created to prosecute 

offences against Customs and Excise in order to demonstrate the clear 
independence of the prosecutors from the investigators in those cases, 
so this is about raising standards; 

 
• to the extent that the Customs and Excise Prosecution Office is taking 

on Customs cases, this is to deliver the benefits identified in the 
Butterfield Report.  To the extent that it is to deliver Inland Revenue 
cases, this is a process change caused as a result of the integration of the 
Revenue Departments. The Butterfield recommendations did not apply 
to Inland Revenue cases, but if there is any impact on the stakeholders 
in these prosecution cases caused by these changes, then it is even 
greater clarity that the prosecuting process is indeed independent and 
objective.  This is considered desirable by all parties who have expressed 
a view. 
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Summary and recommendation 
 
69.   The findings of the Regulatory Impact Assessment are that: 
 
the new department should be established as soon as possible, through an early, 
short Bill containing the key provisions essential to create it and enable it to be 
effective.  This takes account of the results of the consultation exercise, the Small 
Firms’ Impact Test, the Competitions Filter, and the cost / benefit analysis, which 
indicated that an integrated revenue department will lead to an overall reduction in 
compliance costs for customers and will improve compliance generally, so 
increasing flow of revenues. A short early Bill will enable work on realising these 
benefits to begin sooner; and 
 
the Bill should include clauses which establish the legislative authority for the 
existing independent prosecuting office for Customs and Excise (CEPO), bringing 
Inland Revenue prosecutions within its functions, and giving the office a new 
name, the Revenue and Customs Prosecutions Office. 
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DECLARATION 
 
I have read the Regulatory Impact Assessment and am satisfied that the benefits justify the 
costs 
 
 
 
 
 
 

Signed  
 
Date 23 November 2004 
 
Dawn Primarolo MP, Paymaster General, HM Treasury  
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Annex A – The O’Donnell review 
 
1.   In July 2003 the Chancellor of the Exchequer announced a major review of the 
organisations dealing with tax policy and administration: HM Customs and Excise, 
the Inland Revenue and HM Treasury. The review was led by Gus O’Donnell, 
Permanent Secretary to the Treasury and reported alongside the Budget statement 
of 17 March 2004. 
 
 
Remit of the review 
 
2.   The review’s remit was to examine the best organisational arrangements for 
achieving the Government’s tax objectives. In meeting its remit, the Review of the 
Revenue Departments considered issues including: 
 

• ways to improve the arrangements for tax administration14. Customs and the 
Revenue provide important services for the Government, the public, and 
businesses, and the money they collect funds public services. The review 
examined whether closer working between the departments or 
organisational change could reduce costs to compliant taxpayers and 
businesses, encourage enterprise, and improve compliance; 

• more coherent use of information, to enhance effectiveness and improve 
customer service;  

• the most appropriate structure for providing policy advice to Ministers, 
currently spread across three departments and mainly based around 
individual taxes. The remit highlighted that more co-ordinated tax policy 
advice was desirable; and 

• developing a new framework for accountability for those working on tax, to 
set out more clearly the roles and responsibilities of all those involved. The 
review’s remit noted that greater clarity would provide better certainty both 
for officials and Ministers. 

3.   Four themes from the review are particularly relevant to the CRC Bill: 

• creation of a new department, integrating HM Customs and Excise and 
the Inland Revenue, so as to be best placed  to deliver the perceived 
benefits;  

• clearer roles and responsibilities for tax administration within a new 
accountability framework and annual remit laid down by Ministers;  

• transfer of tax policy development to the Treasury, to improve the 
ability of the Government to respond to modern tax challenges and 
create a greater delivery focus in the new department; and 

• the important role of information – better use of information was seen 
as key to improving customer service, effectiveness and support for 
policy, taking account of the need to preserve confidentiality and 
proportionality.   

                                                 
14 Inland Revenue and HM Customs and Excise between them administer taxes, duties, national insurance 
contributions, tax credits, child benefit, collection of student loans, frontier and social protection functions, and 
other matters. 
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Summary and recommendations of the Review of the Revenue Departments 

The review has considered several options for change, as the means of achieving the 
review’s objectives, rather than ends in their own right (and the objectives will in turn 
contribute to achieving better outcomes, such as funding better health and education for 
citizens). The analysis is focussed on three leading options:  

• status quo plus, under which organisational change would be limited to that necessary 
to implement the recommendations on policy and accountability; 

• creating a single new department, which integrates Customs and the Revenue; and 

• strategic alignment, under which a strategic board would be formed to promote the 
long-term alignment of the existing departments. 

The review assesses that creating a new department offers benefits greater than the other 
options, with improvements to: 

• customer service and compliance costs, through more coherent tax policies and the 
provision of a unified tax service for all customers;  

• effectiveness, through alignment of strategies, a coherent approach to information, 
new approaches to audit, and flexible resource allocation.  By better ensuring that 
the right tax is paid by the right taxpayers (or credit received), fairness would also be 
enhanced; and 

• efficiency, through economies of scale, particularly in transactional processes 
(although benefits to customers and effectiveness are likely to outweigh efficiency 
gains). 

These gains are dependent upon dealing with shared customers – mainly businesses - in an 
integrated way, and would not be achieved with the status quo plus option. Their 
achievement through strategic alignment would be uncertain; the roles of Ministers, the 
strategic board and the management of the revenue departments could be difficult to set 
out clearly, creating accountability difficulties. 

All changes involve costs. Given the scale and nature of the departments, there would be 
significant short-term costs with the creation of a new department. It is also necessary to 
consider opportunity costs, particularly for the status quo plus option, where the value of 
lost opportunities could be considerable. 

Risks are a more significant consideration than direct financial costs. These include risks to 
‘business as usual’ (including revenue collection) and the disruption of projects already 
planned. However, other countries that have undertaken the integration of direct and 
indirect tax administrations have found that revenue has increased rather than fallen as a 
result of integration, including in the short term. The review assesses that the potential 
risks can be mitigated by strong management and good planning, and are outweighed by the 
potential long-term benefits of integration. 

 (continued below) 
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Summary and recommendations (continued)  

The review therefore recommends that:  

• a new single revenue department should be established, integrating Customs and the 
Revenue. 

The details of the implementation of this recommendation will be a matter for the 
management of the new department, but subject to this, the management should: 

• create a new culture and identity for the department, building on the cultures of 
Customs and the Revenue;  

• expand career opportunities for staff, developing strong career paths to provide 
experience across the new department, with frequent interchange between the new 
department and the Treasury; 

• structure the new department as far as possible around customers and functions 
rather than taxes, so that customer needs can be better met and compliance 
improved, for example by establishing an integrated large business office, and more 
specialised service to small businesses; 

• develop a better focussed PSA target on customer service and compliance costs for 
the 2004 Spending Review, supported by work to develop understanding of 
compliance costs;  

• develop a better focussed PSA target on compliance across the tax system for the 
2004 Spending Review, supported by work to develop understanding of the tax gap 
and other compliance measures;  

• generate significant cost savings through improved efficiency, in line with the 
proposals of this review and that of Sir Peter Gershon; and 

• look to identify economies of scale and scope by developing new national services, 
and reviewing the local office network, including with other departments. 
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Annex B 

Commissioners for Revenue and Customs Bill 
 

 
Outcomes of informal consultation 

 
The purpose of this Annex is to summarise the outcomes of the informal 
consultation exercise conducted in respect of the Commissioners for Revenue and 
Customs Bill. 
 
The Bill implements the principal recommendation of the “Review of the Revenue 
Departments”15, which was to integrate the Inland Revenue and HM Customs and 
Excise to form a single new department, to be named HM Revenue and Customs 
(HMRC).  For further information about the Bill, please see the Bill and its 
accompanying Explanatory Notes. 
 
Consultation process 
 
The “Review of the Revenue Departments” obtained the views of a number of senior 
figures within business prior to reporting its findings.  Views were also invited from 
any interested parties upon the findings of the review when it reported.  So there 
have been ample opportunities for stakeholders to comment upon the principle of 
forming the new department – we have therefore focussed this latest round of 
consultation primarily upon the implementation of this recommendation, although 
there has still been some discussion around the principles of integration.  We have 
adopted an informal approach to consultation as the most appropriate method of 
obtaining stakeholders’ views on what will be a largely machinery of government 
Bill that – beyond introducing changes to departmental structures – has sought to 
maintain the status quo in terms of administration of regimes wherever possible.  
The approach adopted here has been effective in gaining engagement with a 
comprehensive range of key stakeholders.  Any future further proposals for more 
substantive change will be subject to consultation with stakeholders where 
appropriate. 
 
HM Treasury, working closely with the Inland Revenue and HM Customs & Excise, 
conducted an extensive programme of informal consultation between early July 
and mid-October.  This programme was designed to engage with a broad range of 
HMRC stakeholders, in order to ensure that responses reflected the needs of all 
HMRC customers.  Consultation was principally conducted with the standing 
consultative groups operated by the Inland Revenue and HM Customs & Excise, 
which cover most aspects of HMRC’s work and which involve a wide range of both 
customers and external representative bodies.  In addition to consulting these 
standing groups, a meeting was convened with representatives of small businesses 
to ensure that this important sector, upon whom research has shown that the 
burden of compliance can fall disproportionately, was given a genuine opportunity 
to comment upon the proposals for the Bill.  Finally, a number of meetings have 
taken place with individual representative bodies to explore in detail the issues that 
they have raised.  A full list of the standing groups consulted is at List 1, while the 

                                                 
15 See “Review of the Revenue Departments” published March 2003, available at http://www.hm-treasury.gov.uk  
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names of organisations represented in these groups and other elements of the 
consultation process are at List 2.   
 
During this exercise, officials have attended 16 meetings of Revenue and Customs 
standing consultative groups, and convened 6 special meetings or bilaterals.  Over 
100 representative bodies, trade associations, and individual businesses have 
attended these meetings, while many more have been given the opportunity to 
comment through invitations to meetings or correspondence.  We have received 2 
written representations concerning the Bill, while a further 2 Budget 
representations have incorporated material relating to the formation of HMRC and 
have therefore been considered during this consultation process. 
 
In addition to the consultation undertaken by HM Treasury, the Attorney General 
will speak with legal specialists in relation to the formation of the new Revenue and 
Customs Prosecutions Office (RCPO), which will be under the jurisdiction of the 
Attorney.  This process involves informal consultation with key figures and 
organisations in the legal sphere, to ensure that all of the practical considerations 
attaching to the establishment of RCPO are identified and discussed.     
 
The outcomes of consultation have been used to inform the policy development 
process, and the development of the Bill’s Regulatory Impact Assessment.  
 
Overview 
 
Consultees have been very supportive of the proposal to create HM Revenue and 
Customs, and in welcoming the change have commented upon the potential for 
delivering improvements to customer service that this could represent.  Some 
reservations were expressed by consultees involved in international trade, who 
were concerned that Customs’ work on trade facilitation did not fit comfortably 
within HMRC and might be overshadowed by larger areas of tax collection work 
within the department, however this sector also saw the potential benefits that 
could arise for them from the scope for HMRC to deliver enhanced risk assessment 
processes.   
 
All but one consultee have voiced support for a carefully managed, incremental 
approach to integration, even if this meant that some customer service 
improvements could only be achieved through future legislation.  A short Bill that 
creates the new department but avoids making more substantive changes has 
therefore been welcomed as a sensible first step in this process.  The only 
dissenting voice pressed for avoiding any change until the IT had been developed 
to allow fully integrated working across a broad range of issues from the outset.  
Many consultees commented upon the importance of maintaining business as 
usual throughout the transition process to avoid impacting upon current service 
levels, and have welcomed the commitment of Ministers and the future 
management of HMRC to this goal. 
 
Detailed discussion at consultation meetings has largely fallen into two categories – 
those issues that are directly concerned with the HMRC Bill, and those that relate to 
broader transition matters, as explained below.  
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Bill issues 
 

Issue Points made by consultees Discussion 
HMRC powers 
– general 
approach 

There was widespread 
recognition among consultees 
of the good sense of ring-
fencing existing powers within 
the HMRC Bill to maintain their 
current scope and effect, and 
achieve early legislation.  A 
longer term programme of 
work could then focus on 
identifying any more 
substantive changes that would 
be required, working with 
business and its 
representatives.  Consultees 
were supportive of future 
changes to powers in order to 
enable effective integrated 
working across HMRC 
functions where that would 
improve the service that they 
received, and welcomed the 
prospect of inputting their 
thinking to inform this work. 
 

We note the support for the 
approach taken in this Bill of 
maintaining existing powers to 
enable HMRC to operate 
effectively while avoiding 
substantive change at this stage. 
 
However, we also agree with 
consultees that future changes 
to powers may be desirable to 
facilitate integrated working and 
to drive out the resultant 
benefits for customers.  We are 
considering options for reform 
in all areas as part of a longer 
term programme of work. 

HMRC powers 
– ensuring 
appropriate 
use of powers 

Consultees expressed concerns 
around the appropriate use of 
powers within HMRC pending 
any future changes.  Consultees 
recognised that different 
powers attach to different 
HMRC functions, and observed 
that a power should only be 
used in respect of the function 
for which it is bestowed.  
Consultees were keen to ensure 
that the ability to pool 
information within HMRC 
should not result in 
information being sought 
using, for example, VAT powers, 
that was in reality desired for 
corporation tax purposes.  
Consultees noted the 
importance of ensuring that 
both HMRC officers and the 
public were well informed 
about what powers could and 
could not be used for within the 
new department. 

We recognise concerns in this 
area, but consider that sufficient 
legal protections exist, both 
within the HMRC Bill and 
elsewhere, to prevent 
inappropriate use of powers in 
this way.  Powers must always 
be exercised appropriately, 
proportionately and for the 
purpose for which they are 
given.  The Government is 
committed to ensuring that 
powers are exercised in an 
appropriate and proportionate 
manner.   
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Customer 
confidentiality 

Many consultees – particularly 
large corporates – emphasised 
the importance of protecting 
customer confidentiality.  
Particular interest was 
expressed in ensuring that the 
new allocation of policy 
responsibilities to HM Treasury 
should not result in 
confidential information about 
individual customers being 
passed to Treasury officials or 
Ministers. 

The Government recognises and 
remains committed to 
maintaining confidentiality for 
taxpayers’ and other HMRC 
customers’ affairs.  To that end, 
the Bill contains a statutory duty 
for all HMRC officers to keep all 
information that they acquire in 
the course of their duties 
confidential unless there is a 
lawful authority permitting the 
disclosure of information.  And 
the Bill also makes provision for 
a criminal offence of unlawful 
disclosure of confidential 
information about a customer’s 
affairs by a HMRC officer. 
 
The Government restates its 
commitment to ensuring that 
confidential information about 
taxpayers will not be passed to 
the Treasury.  The Treasury can 
and does fulfil its policy 
functions without recourse to 
such information.  The 
Government also restates its 
commitment to maintaining the 
existing convention that 
Ministers do not intervene in 
individual cases – the 
administration of cases is a 
matter for HMRC and not for 
the Treasury. 
 

Information 
pooling within 
HMRC 

Consultees commented that 
pooling of information within 
HMRC is a logical position to 
deliver integrated working (and 
is not particularly different 
from the information sharing 
arrangements currently 
available between Customs and 
the Revenue).  Consultees 
recognised the potential for 
delivering improvements to 
compliance risk assessment 
processes through better use of 
information.  One small 
business representative 
expressed concerns that a 
dispute with one part of HMRC 
should not result in heavy 
handed treatment for the 
customer at the hands of 

We have noted consultees’ 
comments in favour of 
continued internal information 
pooling. 
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another part of HMRC. 
 

Prosecutions Consultees universally 
welcomed the creation of an 
independent prosecutions 
office with a remit extending 
across the full range of HMRC 
functions.  Consultees 
welcomed the additional level 
of scrutiny that would be 
brought to bear on criminal 
prosecution cases by the office. 
 
Some consultees commented 
that alignment of criminal 
investigation processes across 
HMRC would be desirable.  
Several consultees commented 
that the ‘Hansard’ procedures 
currently operated by the 
Inland Revenue operate 
effectively, and so sought their 
continuation within HMRC. 
 

We are pleased that consultees 
supported the establishment of 
an independent prosecutions 
office with a remit extending 
across all HMRC functions. 
 
We recognise the potential, as in 
many other areas of HMRC’s 
work, for alignment of 
prosecution policy and process 
across HMRC.  The 
management of HMRC will be 
considering potential areas and 
priorities for reform as part of 
the longer term programme of 
integration-related work 
following the creation of HMRC.  
Consultation will be undertaken 
as appropriate as this work 
develops. 

 
 
Non-Bill transition issues 
 
In addition to discussion of Bill matters, consultees have discussed a number of 
broader issues around integration and the challenges and benefits that are likely to 
emerge from it.  These issues include: 
 

• Efficiency savings – consultees expressed concerns over the potential for 
efficiency savings to have a detrimental impact upon service levels.  They 
commented that the burden of administering tax regimes should not be 
moved away from HMRC and towards business, and that reductions in staff 
numbers should not result in the loss of HMRC’s most experienced and 
knowledgeable members of staff.  Small business representatives suggested 
that some small firms lack the technology or expertise required to conduct 
business with HMRC electronically, and suggested that these firms would 
therefore not welcome any introduction of mandatory e-filing. 

• Delivering real integration – consultees commented that integration 
needed to deliver joined up services rather than stopping at a merged 
department (some consultees commented that the National Insurance 
Contributions Office is still perceived in business as removed from the 
Revenue’s core business despite the fact that the merger of the 
Contributions Agency happened some years ago).  Consultees commented 
that there are barriers to integration – such as the wide variety of IT in the 
two departments – and raised fears that these might impede the delivery of 
integrated services.  Consultees were keen that development of joined up 
services and culture should build upon the best of the two existing 
departments, and also look for entirely new approaches to issues. 

• Priorities for reform – consultees offered views on the priorities for 
delivering integration.  Suggestions included integrating debt management 
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activities to take a whole customer view, rationalising appeal processes, and 
developing integrated visits and services tailored to the needs of different 
customer groups. 

 
We recognise the importance of the above points made by consultees.  These points 
have been taken into account throughout the development of the Bill, and will be 
used to inform developing work on delivery of integration. 
 
Finally, although not directly linked to the formation of HMRC, consultees 
discussed the new policy arrangements recommended by the “Review of the 
Revenue Departments” and implemented over the course of the summer.  
Comments included: 
 

• The importance of consultation as an integral part of the policy 
development process; 

• The importance of delivering an effective working partnership between 
HMRC and the Treasury, in order to present a joined up approach to policy 
issues and to ensure that policy development reflected operational realities; 
and 

• The importance of ensuring that representative bodies understand the 
practicalities of the new arrangements and are steered to the appropriate 
part of each organisation when they have queries. 

 
We recognise that the factors identified by consultees are critical to successful 
delivery of the new policy arrangements, and – along with the future management 
of HMRC and the Treasury management – the Government is committed to making 
a success of those arrangements. 
 
Summary 
 
The Government would like to thank all those individuals and organisations who 
were represented in the consultation process for their views. 
 
The Commissioners for Revenue and Customs Bill is the first stage in the process of 
integration.  Future proposals for further development will, where appropriate, be 
accompanied by consultation in the usual manner. 
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List 1 
 

Standing groups engaged in the consultation process 
 
Inland Revenue consultative groups 
 
Better Regulation Consultative Committee 
Business Tax Forum 
Business Tax Forum lawyers and accountants sub-group 
Corporation Tax Operational Consultative Committee 
Employers Umbrella Group 
Energy Group Consultation Group 
Large Corporates Forum 
Occupational Pension Scheme Joint Working Group 
Operational Consultative Committee 
Receivables Intermediaries Group 
Tax Credits Consultation Group 
Voluntary and Community Sector Steering Group 
Working Together Steering Group 
 
HM Customs & Excise consultative groups 
 
Joint Alcohol, Tobacco and Customs Group 
Joint Customs Consultative Committee 
Joint VAT Consultative Committee 
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List 2 
 

Organisations represented during consultation 
 
The organisations listed below are those who have been involved in the 
consultation exercise.  Many of these organisations were represented at several of 
the consultative meetings and / or participated in bilateral meetings with the 
Treasury to explore issues they raised in more detail.  In these cases, discussion has 
taken place with a number of people representing the organisation to ensure that 
all aspects of their interest (such as corporation tax, VAT and personal taxes) have 
been considered and discussed with the appropriate specialists.   
 
100 Group          
Airline Operators Committee Cargo UK (AOCC UK)    
Allen & Overy          
Ashursts          
The Association of Accounting Technicians (AAT)     
The Association of British Insurers (ABI)      
The Association of British Travel Agents Ltd (ABTA)    
The Association of Chartered Certified Accountants (ACCA)   
The Association of Consulting Actuaries (ACA)     
The Association of Convenience Stores      
The Association of International Courier Express Services (AICES)  
The Association of Pension Lawyers (APL)      
The Association of Remote Gambling Operators     
The Association of Taxation Technicians (ATT)     
The Automated Customs and International Trade Association (ACITA)  
Berwin Leighton Paisner        
Betfair           
The Betting Exchange Trade Association      
Birmingham City Council         
Bonded Warehousekeepers Association      
Brindex          
British American Tobacco        
British Amusements Catering Trade Association     
British Bankers’ Association        
British Beer and Pub Association       
British Chambers of Commerce       
British Chemical Distribution & Traders Association    
British Computer Society        
British Essence Manufacturers Association      
British International Freight Association      
British Ports Association        
British Retail Consortium        
British Telecom         
Chamber of Shipping         
Charities Tax Reform Group        
Chartered Institute of Management Accountants (CIMA)    
Chartered Institute of Taxation (CIOT)      
Child Poverty Action Group        
Citizens Advice Bureaux (CAB)       
Clifford Chance         
Confederation of British Industry (CBI)      
The Council for Ethnic Minority Voluntary Sector Organisations   
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Customs Air Transport Consultative Group (CATICG)    
Customs Practitioners Group (CPG)       
EMI Group Plc         
Ernst & Young         
The Environmental Services Association      
Eversheds          
Federation of Independent Advice Centres      
Federation of Small Businesses (FSB)  
Finance and Leasing Association (FLA)     
Food and Drink Federation (FDF)       
The Forum of Private Business       
Freshfields          
The Gin and Vodka Association of Great Britain     
HHG Plc          
HSBC           
ICI Plc           
Institute of Chartered Accountants in England and Wales (ICAEW)  
Institute of Chartered Accountants of Scotland (ICAS)    
Institute of Chartered Shipbrokers (ICSB)      
Institute of Directors         
Institute of Financial Accountants (IFA)      
Institute of Indirect Taxation        
Institute of Payroll and Pensions Management     
KPMG           
Law Society of England and Wales       
Law Society of Scotland        
Linklaters          
Local Government Association       
Low Income Tax Reform Group       
Macfarlanes          
The Money Advice Association       
The National Association of Cider Makers      
The National Association of Pension Funds (NAPF)     
The National Association of Welfare Rights Advisers (NAWRA)   
National Council for One Parent Families      
The National Market Traders Federation      
National Pharmaceutical Association       
Oil Taxation Action Committee       
Payroll Alliance         
Pinsents          
PriceWaterhouseCoopers        
The Princes Trust         
Railway Industry         
Retail Enterprise Network        
Rolls Royce          
Royal Bank of Scotland        
The Scotch Whisky Association       
Scottish Power         
Slaughter & May         
Small Business Service        
The Society of Pension Consultants (SPC)      
TaxAid          
The Tobacco Manufacturers Association      
UBS           
UK Oil Industry Taxation Committee      
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UK Travel Retail Forum        
United Kingdom Commercial Aviation Industry Customs Group   
United Kingdom Offshore Operators Association     
United Kingdom Vineyards Association      
United Kingdom Warehousing Association      
Unilever Plc          
VAT in Industry Group        
VAT Practitioners Group        
Vodafone          
The Wine and Spirit Association of Great Britain and Northern Ireland 
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1 Introduction 

Business and industry is subject to a range of different requirements and obligations imposed 
by officialdom. This is done in order to regulate the businesses conduct so that overall social 
considerations are observed. But if the businesses are subjected to expenses through 
regulation, that could have been avoided, then it is a matter of a societal waste. It is thus 
possible to regulate the businesses’ conduct in a more optimal – and, for the businesses, a less 
resource intensive – manner, without the overall societal objectives with the regulation being 
set aside. 

In its growth strategy Growth with purpose from 2002, the Danish government has, therefore, 
taken as its objective the reduction of the administrative burdens year on year for business 
and industry whereby, in 2010, it will be reduced by up to 25 per cent. In order to achieve this 
aim the government has, in connection with the action plan A more business-friendly public 
sector, published goals regarding the extent by which each individual ministry is to reduce the 
administrative burdens. At the same time it has been decided that there will be an annual 
follow-up of the preceding year’s efforts by the ministries aimed at reducing the burdens. The 
goal of reducing the administrative burdens by 25 per cent was most recently brought up again 
in connection with the Government Basis II of February 2003, in which, for example, it is 
stated that ”The government wishes to ease the politically conditioned costs and reduce the 
businesses’ administrative difficulties”. 

By means of a Standard Cost Model measurement – An activity-based measurement of the 
businesses’ administrative burdens – it is possible to follow up the government’s objectives, 
because it is possible to follow the development of the administrative burdens. At the same 
time the results from the Standard Cost Model measurements are directly applicable in 
connection with the ministries’ rule simplification efforts, in that the results can be employed to 
show that rule simplifications are necessary if the administrative burdens are to be reduced. 

 

Different types of Standard Cost Models measurements 

A Standard Cost Model measurement may consist of a measurement of the anticipated 
administrative consequences of a draft law, draft executive order or other initiative. Such a 
measurement is designated an ex-ante measurement of the administrative consequences 
insofar as it is a matter of a measurement of the administrative consequences of a rule or 
initiative before it is implemented. The results from an ex-ante measurement may, for 
example, form part of the overall consequence assessment of a bill’s economic and 
administrative effects on the public sector, businesses, citizens, environment etc. 

A Standard Cost Model measurement can also consist of the factual administrative 
consequences for the businesses in respect of an implemented law, statutory instrument or 
other initiative. Such a measurement is designated an ex-post measurement of the 
administrative consequences, insofar as it is a matter of measuring the administrative 
consequences that are brought about after the rule or initiative has come into effect and has 
been able to be ”felt” in the businesses. An ex-post measurement is carried out when an initial 
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measurement is to be made of the overall consequences regarding a rule area, known as a 
baseline measurement. 

A baseline measurement is a statement of the overall administrative costs that Danish 
businesses have in following a current set of rules at a given point in time. A baseline 
measurement may be made of selected parts of the regulation or of the entire regulation that 
encompasses the businesses.  

Ex-post measurements are, however, also conducted in order to keep the baseline 
measurement updated with the consequences of new or amended rules. By constantly 
keeping the baseline measurement updated it becomes possible to follow the development of 
the overall administrative costs within a sector, whereupon it can be followed up with regard to 
the government’s goal of reducing administrative burdens by up to 25 per cent in 2010. 

The carrying out of a Standard Cost Model measurement – whether it is a question of an ex-
ante or an ex-post measurement – is dealt with in greater detail in chapter 3. 

The Danish Commerce and Companies Agency has the responsibility for carrying out both the 
ex-ante and ex-post measurements. The measurements cannot, however, be carried out 
without extensive involvement by the relevant government departments, insofar as these 
possess the professional expertise in the legislative areas. The actual measurements are 
conducted by external consultants. Ultimately the business organisations will also follow the 
measurements. 

 

The objective of the manual 

This manual describes how a Standard Cost Model measurement is to be carried out. The aim 
of the manual is for it to provide an exhaustive description of the Standard Cost Model method, 
whereby the most important questions in connection with the employment of the method may 
be answered by reference to the manual. It is, however, important to stress that the method is 
not static. The fundamental principles remain intact, but elements in the method will be 
constantly developed in line with the method being employed in new areas and in relation to 
new problems. The manual is not, therefore, definitive, but will be updated in keeping with the 
method’s continued development. 

The current version of the manual is thus the fourth edition. The manual has been under 
constant development in connection with the carrying out of the baseline measurements that 
have been carried out to date. At the same time use has been made of international 
experiences through what is termed the International Standard Cost Model network. This 
network maintains cooperation with a number of countries that all employ the Standard Cost 
Model in connection with the measurement of the administrative costs to which the businesses 
are subjected through business-related regulation. 

The manual is structured so that chapter 2 contains an examination of the key concepts in 
relation to the method. Chapter 3 provides a step-by-step description of how an ex-ante or ex-
post measurement is carried out. 
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2 The Standard Cost Model method 

In order to be able to conduct ex-ante and ex-post measurements of the administrative costs 
in respect of regulation, what is termed the Standard Cost Model method is employed. With 
the method it is possible to identify standardised figures for the resources used by businesses 
in order to comply with specific laws and executive orders. 

The Danish name for the Standard Cost Model – “AMVAB” stands for ’Aktivitetsbaseret Måling 
af Virksomhedernes Administrative Byrder’ [Activity-based Measurement of the Businesses’ 
Administrative Burdens]. The SCM/AMVAB method involves identifying those textual parts of 
regulation that require businesses to make information available to the authorities or third 
parties. These information obligations may be further sub-divided into a number of pieces of 
information that the businesses are required to make available – these are known as 
messages. In order to produce the information concerned the businesses have to carry out a 
range of standardised administrative activities (e.g. gathering of information in the business). 
These activities require, on the one hand, an internal resource consumption in the form of use 
of employees’ time and, on the other hand, an external consumption of resources in the form 
of fees for auditors, external experts and the like. Taken as a whole the administrative costs of 
a piece of legislation are the costs that are associated with having to carry out the various 
administrative activities. Figure 1 below illustrates the relationship between information 
obligations, messages, administrative activities and cost parameters. 

 

Figure 1: Breakdown of a law or rule by means of the Standard Cost Model method 
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1The basic idea behind the method is that typical businesses  are interviewed about how much 
time and money is spend performing those administrative activities that are necessary, in 
order to fulfil an information obligation. Based on personal interviews with business 
representatives, the costs for a normally efficient business2 are determined. By extrapolating 
data it is thereby possible to arrive at an overall statement of the administrative costs 
associated with a given rule. 

The methodological strength of the Standard Cost Model method is that it is characterised by a 
high degree of detail in the measurement of the administrative costs of the businesses. The 
result of a measurement of the businesses’ administrative costs will, however, never be able to 
reflect the actual administrative costs 100%. Both the Dutch and the Danish experiences to 
date show, however, that the businesses are better able to assess time and resource 
consumption in connection with the individual rules, by means of this method, than has been 
the case with earlier forms of investigation. In addition the method’s strength lies in the fact 
that it is highly action-orientated in connection with the rule simplification work that is a 
natural extension of a Standard Cost Model measurement. By means of the method it is thus 
possible to point out some specific parts of the legislation that are particularly difficult for the 
businesses to comply with. 

2.1 The objective of the Standard Cost Model measurement 

The Standard Cost Model measurement of the businesses’ administrative costs serves five 
overall objectives: 

1) Measuring the entire administrative costs for Danish businesses at a given time, i.e. the 
execution of the actual baseline measurement.  

2) Providing an overview of the development in the administrative costs for the businesses 
as a consequence of amendments to the business-related legislation both seen as a 
whole, but also at the ministerial level. This is accomplished by constantly keeping the 
baseline measurement updated by means of ex-post measurements. 

3) By means of the ex-ante measurements, estimating the administrative costs for the 
businesses in the event of new and amended rules, including the consequences of new 
business-related initiatives (especially digitalisation initiatives). 

                                          

1 The typical business is found through a ”screening” of a range of businesses. This point is dealt with further in 

section 3.3.1. 

2 Normally efficient businesses are understood to mean businesses that handle their administrative tasks in a normal 

manner. That is to say that the businesses deal with the tasks neither better nor worse than can be expected. The 

concept is extended further in section 2.3.3. 
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4) Contributing with input to rule simplification and inspiration for new digital initiatives. A 
baseline measurement reveals where in the business processes the administrative costs 
occur, and thus where rule simplification can be applied to greatest effect. The collected 
data may be employed in analysing how amendments to the information obligations, 
that a given regulation imposes on the businesses, will affect the administrative costs. 
The baseline measurements are therefore, in themselves, an important tool in 
connection with the aim of lessening the administrative burdens by up to 25 per cent in 
2010. 

5) Finding information regarding possible best practice among businesses. Compared with 
time and resource consumption in e.g. the normally efficient business, this can be 
utilised for teaching other businesses how they may deal with their administrative 
activities in a cheaper and more efficient manner. 

2.2 Definitions and concept explanation 

The Standard Cost Model method is a way of decomposing or breaking down laws, executive 
orders, and any other type of regulation into a range of manageable sizes, that can be 
measured. In a Standard Cost Model measurement it is not the actual objective of the 
regulation that is focused on. Thus, with the measurement there is no question mark set 
against whether it is reasonable for certain businesses to sort out waste or to draw up a 
workplace evaluation. It is only the administrative activities in the businesses that the 
regulation generates (e.g. that certain businesses shall keep accounts of the waste flow), that 
are focused on. What is of interest are the information obligations, that are imposed on the 
businesses, in order for official authorities to be able to enforce and control the law. 

The most important concepts of the method will be defined in the following. 

2.2.1 Administrative burdens versus administrative costs 

As stated in the introduction it is the businesses’ administrative costs that are measured by 
means of the Standard Cost Model. The difference between administrative costs and 
administrative burdens is: 

Administrative costs 

The costs regarding the administrative activities that businesses have to carry out in order to 
comply with the information obligations that are imposed through official regulations3. 

                                          

3 Official regulation means all regulation that is implemented in Danish law. This thus also applies to EU-directives and 

other international rules that are implemented in Danish law, and the direct working EU-regulation that may have 

been implemented in Danish legislation in the form of laws or executive orders. Other direct working EU-regulations 

are not measured. 
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Administrative burdens 

That part of the administrative costs that the businesses sustain simply because it is a 
requirement from officialdom. 

 

The administrative burdens are thus a subset of the administrative costs in that the 
administrative costs also encompass the administrative activities that the businesses will 
continue to carry out if the rules were to be abolished. 

Figure 2: Illustration of the concepts administrative costs and administrative 
burdens: 
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All administrative activities that belong under business administration, i.e. administrative 
tasks that the business carries out in connection with running the business and that are not 
statutory, are not included in the measurement. 

2.2.2 Information obligations 

The fundamental concept behind a Standard Cost Model measurement is to focus on the 
information that the businesses, as a consequence of official regulations, are to provide and 
typically submit to the public sector or communicate to a third party. These obligations to 
provide information and data to the public sector or third parties are termed information 
obligations: 
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An information obligation is the passage in a law or regulation text that requires a business to 
provide or draw up information, and make this available, i.e. a duty that the business cannot 
avoid without entering into a position of opposition to the law. 

An information obligation does not necessarily mean that the businesses have to send in the 
information to a public authority as is, for example, the case with VAT accounts. It can also be 
a matter of information that the businesses have to have available and forward/display upon 
request, such as a an assessment of work and health for example. In Box 1 there is shown, 
respectively, an example of an information obligation that businesses, according to law, are 
required to report in to public authorities, and an information obligation that businesses, 
according to law, are required to make available to customers. 

 

Box 1: Examples of information obligations 

 

2.2.3 Message 

Each information obligation consists of a range of different information that the businesses 
shall provide in order to be able to comply with the information obligation – these are the 
messages. 

Messages comprise the information that is, for example, required in the individual 
classifications in connection with a reporting in schedule. An example of a message is shown in 
Box 2. 

 

Box 2: Examples of messages associated with an information obligation 

Example 1: 

In connection with joint stock companies’ duty to submit an audited set of annual accounts (information 

Example 1: Information obligation towards a public authority: 

Joint stock companies’ obligation to send in an audited set of annual accounts to Danish 
Commerce and Companies Agency. 

 

Example 2: Information obligation towards a third party: 

According to statutory instrument regarding energy marking etc. of new passenger cars” the 
car dealers shall mark the cars with their fuel consumption. 
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obligation) a range of messages are required of the businesses. This relates, for example, to 

• management report and management endorsement 

• statement of assets 

• statement of liabilities 

• equity capital statement 

 

Example 2: 

In connection with the information obligation regarding energy marking of passenger cars 
there are, for example, the following messages: 

• The passenger car’s fuel consumption 

• The passenger car’s CO2 emission 

• Annual ownership charge 

  

 

2.2.4 Administrative activity 

The time and resource consumption that the businesses use in providing the information that 
is necessary in order to comply with a given message requirement, is measured by analysing 
the administrative activities in the individual businesses. 

Box 3 shows which administrative activities that, e.g. are associated with the message 
”liabilities” in connection with the information obligation ”submission of audited annual 
accounts”: 

Box 3: Examples of administrative activities 

In connection with the message ”liabilities”, the following administrative activities in the 
businesses are associated: 

• gathering of information 

• registration of the information 

• insertion of the information in a digital or physical form 

• checking of the information 

The administrative activities are described further in section 3.2.1 in Box 15. 

 

2.2.5 Cost parameters 

In order to calculate the resource consumption in connection with an administrative activity, it 
is necessary to identify the cost parameters that are associated with the activity. 
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Cost parameters are the expense variables that are associated with the individual 
administrative activities. 

The cost parameters that are included in the Standard Cost Model measurement, are shown in 
Box 4. 

Box 4: Cost parameters 

Internal cost parameters: 

• Time 
• Hourly rate 
• Overhead 

 

External cost parameters: 

• Time 
• Hourly rate 

 
Acquisitions 

The cost parameters are described further in section 3.2.7. 

2.2.6 The normally efficient business: 

The fundamental concept – and unit of measurement – of a Standard Cost Model analysis is 
the normally efficient business. This is understood to mean businesses within the target group 
that handle their administrative tasks in a normal manner. In other words the businesses 
handle their administrative tasks neither better nor worse than may be reasonably expected. 
The intention with the Standard Cost Model is thus to identify general contexts that can be 
traced directly back to political regulation. The Standard Cost Model measurement does not, 
therefore, include businesses that, for various reasons, are either particularly efficient or 
inefficient. 

The normally efficient business is found by conducting interviews in a number of typical 
businesses within the target group with possible external advisors that deal with outsourced 
tasks for the businesses, and possibly other experts. The objective of the interviews is to find 
out how much time the businesses use on the individual activity that is associated with a 
message. A check is made to see that there is consistency in the businesses’ answers. If this is 
not the case, more business interviews are conducted until it is possible to ascertain a 
standardised time consumption associated with the administrative activities for the normally 
efficient business. 

Identification of the normally efficient businesses is described more fully in section 3.2.2. 
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2.2.7 One-off costs and recurring costs: 

In connection with carrying out a Standard Cost Model analysis distinction is made between 
the one-off costs and the recurring costs that follow from the regulation. 

One-off costs are the costs that are only sustained once in connection with the businesses 
adapting to a new or amended legislation/regulation. This does not include the costs that a 
business may have in relation to complying with existing regulations for the first time, e.g. as 
a consequence of increased turnover or expansion with new areas of activity in the business. It 
is thus only upon the introduction of new or amended regulation that there can be a matter of 
one-off costs. 

The one-off costs are not measured in connection with an ex-post measurement, but only in 
connection with an ex-ante measurement, so that the result can be included when the bill is 
presented to the Folketing [Danish parliament]. The results are included in the overall 
regulatory impact assessment of that draft proposal.  

Box 5 below gives an example of a one-off cost. 

Box 5: Example of a one-off cost 

A few years ago rules were introduced stating that a business’s VAT-registration number has 
to be added to all invoices. This made it necessary for the businesses to alter their invoicing 
systems so that the information would be automatically added in the future. There were thus 
some one-off costs associated with the change to the invoicing system.  

 

The recurring costs are the administrative costs that the businesses constantly have in 
complying with the information obligations under the legislation. It may be a question of costs 
that arise at regular intervals, e.g. with VAT returns. It can also be a matter of costs that arise 
at irregular intervals for the individual business, e.g. if they are to apply for an export subsidy 
or submit a planning application. It can similarly be a matter of an administrative task that the 
individual business only experiences on one occasion, e.g. in connection with business 
registration where one applies for a VAT number or upon application for authorisation. 
Common to these two types of costs is that they arise in connection with a given situation for 
the business, hence the term situation-determined costs.  

The crucial point is that the cost at the aggregated societal level is a recurring cost. Even if the 
individual business only experiences the administrative cost once or on rare occasions, the cost 
at the social level is a recurring cost because there are always businesses that, for example, 
apply for export subsidies or authorisation. 

The recurring administrative costs are measured both in connection with an ex-ante 
measurement and an ex-post measurement. 
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2.2.8 Involved parties in a Standard Cost Model measurement: 

A Standard Cost Model measurement is based on a high degree of involvement by a range of 
different people who, in different ways, have detailed knowledge of the rules to which the 
businesses are subjected and how compliance with these rules is effected in the businesses. In 
this way it is ensured that the measurement’s quantitative and qualitative results are 
constantly assessed and validated. The following persons would be relevant to involve. 

Practitioners in the businesses: The practitioners in the various businesses who, in the capacity 
of their daily work, have developed expert competence in relation to how their business deals 
with the various administrative duties. They are therefore able to contribute with crucial 
information regarding the extent of the administrative costs in the businesses. It is these 
persons who constitute the target group for the business interviews that are conducted in 
connection with phase 2. 

Professional bodies/industrial organisations: In addition to involving the businesses it is 
important to involve their professional organisations in the work, as they also possess wide 
knowledge of how their member businesses deal with the administrative activities. 

Professional experts: Professional experts with considerable insight into the sector in question 
that is the subject of a Standard Cost Model measurement would be relevant to involve. In the 
case of a measurement involving the Presentation of Accounts Act it was, for example, a case 
of auditors, while within the fisheries sector consultants have been involved who work closely 
on a day-to-day basis with the fishermen. These experts have as their ongoing task in the 
procedure, the critical assessment of the gathered data and helping towards, for example, 
ensuring that the defined cost parameters are as true and fair as possible. 

Relevant government departments: The relevant government departments are an important 
resource in the Standard Cost Model measurement, as it is the ministries that possess the 
detailed knowledge of the structure of the rules. It is therefore important to involve the 
relevant government departments in the different phases of the measurement, e.g. in 
connection with validation of the legislation, the breakdown of it, the bringing to light of 
populations and frequencies, as well as in connection with the identification of relevant 
segmentation variables. 

2.3 What does Standard Cost Model measure? 

Under a Standard Cost Model measurement a value determination is made of the 
administrative costs that private Danish businesses have when complying with future or 
existing business-related Danish laws and executive orders. Business-related is understood to 
mean in this context, that the rule contains information obligations or messages that involve 
administrative costs for private businesses. Apart from the administrative consequences of the 
rules, measurement is also made of the effects of the initiatives that the authorities launch, in 
order to make the businesses’ handling of the administrative tasks easier. Here it will typically 
be a matter of digital reporting solutions such as, e.g. ToldSkat’s [Customs and Tax] digital 
VAT returns or the business portal Virk.dk. 
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2.3.1  International rules implemented in Danish legislation are measured 

4All Danish business-related laws and statutory instruments  with information obligations 
and messages are included in the measurement. Also included here are EU rules as well as 
international conventions to the extent they are implemented in Danish legislation. 

2.3.2 Only rules that cover private businesses are included in the measurement 

A Standard Cost Model measurement measures the administrative costs relating to the 
regulation that affects active private Danish businesses. These are businesses that are 
registered in Denmark, e.g. via the business register (the Danish CVR registry). However, the 
business register contains businesses that, for different reasons, are not really active. These 
businesses are not measured in a Standard Cost Model measurement. Rules that only affect 
foreign businesses are not measured either, cf. the example in Box 6 below.  

Box 6: Example of rule that will not be measured by the Standard Cost Model method 

A foreign business selling its products via the Internet, does not need to be registered in 
Denmark in order to sell to Danish customers. The business is not subject to Danish 
requirements and it would therefore not be relevant to include it in the measurement. 

 

A private business lies outside of what is designated the public sector. The public sector is 
understood to mean: 

• units that produce services that are not sold on the free market, but made available to 
citizens and businesses either free of charge or against non-cost determined payment, 
and 

• units that produce goods and services under market conditions, but that are wholly or 
predominantly owned or controlled by the state, county/region or local municipality. 

Also falling outside the definition of a private business are those units that organise activities 
of a public usefulness or leisure nature. These units are also designated civil units. The 
characteristic for such units is that the objective of the activities that are carried out by the 
unit is not to earn money but, on the contrary, to ensure general education, social work, 
sporting activities and the like. 

Against this background private businesses are defined as follows: 

Private businesses are understood to mean units (physical persons, companies and 
other legal entities), that produce and/or supply goods and/or services under market 
conditions with the objective of generating profit for the owners. 

                                          

4 Also included here are regulations that have status of executive orders, i.e. ordinances, technical regulations and 

notifications etc. 
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The above definition shall, in the first instance, be employed in connection with the clarification 
of whether a rule refers to private businesses or not. 

The definition is, however, also important when one is to set a figure to how large the 
population is that will be affected by a given rule. A rule may thus influence the public sector, 
private businesses and civil units, which is why it is important to be able to separate out the 
number of public and civil units whereby, in the calculation of the overall administrative 
consequences, only the number of private businesses is included, cf. Box 7 below. 

Box 7: Identification of the population of private Danish businesses 

Payment of VAT covers units that fall within the public, private and civil sector. For example 
public businesses shall pay VAT on the same basis as private businesses. In the same way 
water works – that, by virtue of their pay-for-itself principle, are to be regarded as public 
utility units and therefore fall within the civil sector – shall pay VAT. In order to work out the 
overall administrative costs that commerce and industry is subject to when paying VAT, it is 
thus important that the population consists only of private Danish businesses. A simple 
selection of the number of VAT-registered businesses shall, therefore, be filtered, so that units 
that fall within the public or civil sector are not included. 

 

2.3.3 All obligatory and certain types of voluntary, rules are measured 

As far as the rules that are to be measured are concerned, it is important to distinguish 
between two types of rules. The obligatory rules that the businesses have to follow, and the 
voluntary rules that the businesses may choose to follow. 

All the costs that the businesses incur in complying with information obligations in obligatory 
rules – i.e. rules, the compliance with which, means that the businesses will not come into 
conflict with the law – are measured in connection with a Standard Cost Model measurement. 

It is different with the rules that the businesses may choose to observe. It is here necessary to 
distinguish between, on the one hand, rules that the businesses follow because it is necessary 
in relation to being on the market and, on the other hand, the rules that the businesses follow 
without it being regarded as necessary. 

A voluntary rule is regarded as being necessary to follow when the majority of the businesses 
for which the rule is relevant, choose to observe the rule, e.g. requirements regarding 
applications for agricultural subsidies. 

In the Standard Cost Model only voluntary rules are measured that are necessary in order to 
be able to operate on the market. 

The opposite is true of the voluntary rules that cannot be said to have major significance for 
being on the market. These are not included in a Standard Cost Model measurement. 
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Examples of this type of rule can be certain types of statistical information that the businesses 
may themselves choose whether they wish to provide. 

An example of a voluntary arrangement that will be included in the measurement, is shown in 
Box 8.  

Box 8: Voluntary rule that will be included in a Standard Cost Model measurement 

Pursuant to the Forest Act a subsidy may be given for product development with the objective of 

strengthening the competitiveness and reduce the market fluctuation sensitivity in forestry and the 

wood industry. 

 

2.3.4 Full observance of the rules 

When one is to measure the businesses’ administrative costs by following a set of rules, it is 
important to make it clear beforehand whether one wishes to measure the costs that the rule 
incurs, if it is followed to the letter, or the actual costs that the businesses incur through only 
partially following the rules. There can be many different reasons why a rule is not followed to 
the letter by all the businesses that are covered by it. One possibility is that the legislation is 
misunderstood by the businesses, while another is that the businesses consciously fail to follow 
parts of the provisions of the set of rules. 

The measurement of a rule by means of the Standard Cost Model method is based on a 
measurement of the costs that all the businesses concerned have in following the rules 
completely. It is thus not the actual number of businesses that observe a rule that is of 
interest, nor whether the individual business only follows the rules partially. The interesting 
factor is how many businesses are to follow the rule and what costs these businesses have in 
following those parts of the set of rules that they are required to. 

 

2.3.5 Information obligations that are not included in the measurement 

The overall rule for a Standard Cost Model measurement is, that all information requirements 
imposed upon private businesses are included in the measurement. There are, however, 
exceptions: 

Laws or executive orders that are assessed as involving less that 100 hours administrative 
work in all – or a similar figure in external assistance or acquisitions – for all the businesses 
concerned, are not included in connection with the Standard Cost Model measurement. This 
demarcation is set up out of consideration of the fact that the costs involved in carrying out a 
measurement of the rule in question, will often not be able to compare favourably with the 
possible rule simplification potential that will be illustrated in connection with a measurement. 
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In some cases the businesses are subjected to information obligations where, however, they 
have their expenses in connection with the provision of the required information, covered. 
Such cost-determined reimbursements in connection with information obligations, are not 
covered by a Standard Cost Model measurement. 

 

Box 9: Example of an information obligation with cost-determined reimbursement 

The Foodstuffs Economics Institute collates accounts statistics for agriculture, nursery, 
ecological agriculture and fishery. The statistics are based on material that the advisers of 
the businesses in question employ when they work out the operating accounts for their 
clients. For this service, the institute pays the adviser an amount per set of accounts that, in 
2004, amounted to DKK 2 770. The amount thus covers the costs that the adviser has had 
in having to produce the information and the information obligation is thus not covered by a 
Standard Cost Model measurement. 

 

2.3.6 Measurement of digital solutions 

For a growing number of information obligations digital solutions are made available to the 
businesses whereby they are able to report the required information, apply for subsidy or 
permits etc via the internet. A digital solution is understood to mean that the businesses are 
able to send in the required information via digital communication. A form that the businesses 
can download from a homepage, and which subsequently has to be printed out and submitted 
by letter or fax, is thus not a digital solution. 

The effect of these digital solutions shall also be measured and, in the cases where digital 
solutions are made available to the businesses, it will be relevant to segment the businesses 
accordingly, cf. further details on this under step 5. 

The actual measurement of a digital solution is carried out in the same way as the 
measurement of the corresponding manual solution, i.e. how much time do the businesses 
employ on the administrative activities that are involved in being able to comply with the 
information obligation. The effect of a digital initiative may thus be shown by comparing the 
time consumption of the manual solution with that of the digital solution. 

In a number of cases a digital solution will form part of a wider digitalisation initiative. This 
applies, for example, to the solutions that are developed for Virk.dk. In such cases it should be 
registered that the digital solution in question is part of a larger digitalisation initiative. 
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3 Step-by-step implementation of a standard cost 
analysis 

Implementation of a standard cost analysis for a given area of regulation requires a detailed 
knowledge of the standard cost method and the circumstances prevailing in the ministerial 
sphere to which the area of regulation belongs.  

The work of implementing a standard cost analysis is undertaken by a firm of consultants with 
experts in the field at its disposal. The responsible ministry is involved in validation during the 
various steps. The responsible ministry also contributes expert knowledge of the area, 
including background data relating to the population of affected businesses, the proportion 
(i.e. rate) of businesses affected by a given requirement and the frequency with which they 
have to report. The ministry also has to classify the regulation according to whether it is of 
national or international origin.  

The Danish Commerce and Companies Agency takes care of day-to-day cooperation with the 
firm of consultants and coordination with the responsible ministry. The Commerce and 
Companies Agency also has the task of ensuring that the standard cost method is applied 
consistently in analyses that cut across different areas of regulation.  

It is important for the data collected to be entered in a database that is able to handle the 
relatively large amounts of complex data that form the basis for the results of a standard cost 
analysis. The data collected must therefore be stored in the manner indicated in the data 
structure with which the Commerce and Companies Agency provides the consultants. The 
consultants are under an obligation to collect, store and transfer data from the analyses to the 
Commerce and Companies Agency in accordance with this data structure. 

The analysis itself can be divided into four main phases with a number of subsidiary steps. 
These are summarised in Box 10 below and then described step by step. 

Box 10: The various phases of a standard cost analysis 

Phase 0. Start-up 

• The business-related regulation to be included in the analysis is identified before the 
preparatory analysis is started. In the case of large analyses, especially baseline 
measurements, but also certain ex-ante analyses and updates, start-up meetings 
attended by the responsible ministry, the Commerce and Companies Agency, the 
consultants and any other relevant parties are held.  

Phase 1. Preparatory analysis 

• Step 1: The text of the regulation is broken down into a number of information 
obligations. The information obligations are then broken down into messages and 
relevant administrative activities are identified. The responsible ministries then start to 
categorise the regulation into national and international elements. 
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• Step 2: Related regulation is identified and demarcation carried out. 

• Step 3: The information obligations are classified according to type.  

• Step 4: The relevant business segments are identified. 

• Step 5: Identification of population, rate and frequency. 

• Step 6: Clarification of which information obligations are to be assessed by means of 
business interviews and which will have time consumption estimated later in phase 3 
(step 14) by means of expert assessment. 

• Step 7: The relevant cost parameters are identified. 

• Step 8: An interview guide is prepared for use in interviews. 

• Step 9: An expert review of steps 1-8 is carried out. 

Phase 2. Analysis of time consumption and costs in businesses 

• Step 10: Typical businesses from the legislation’s target group are selected for 
interview. 

• Step 11: The businesses are interviewed. 

• Step 12: Standardisation of time and resource consumption per activity per business 
segment. 

• Step 13: An expert review of steps 10 and 12 is carried out. 

Phase 3. Calculation and presentation 

• Step 14: The validated data are extrapolated to a national level. 

• Step 15: The results are presented in a report and the data set is entered in the overall 
database. 

3.1 Phase 0 – Start-up 

Before the analysis proper can be started, it is necessary to clarify what is to be analysed. This 
includes clarification of whether all the parts of the selected regulation fall within the scope of 
the standard cost analysis, cf. the definitions in section 2.3. First of all it is clarified whether 
the regulation relates to business, then whether compliance is compulsory/necessary, whether 
it can be expected overall to entail more than 100 hours of administrative work for the 
businesses affected, and whether a cost-determined reimbursement is involved.  
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There will often be a number of borderline cases where it may be difficult to decide whether a 
rule falls within the scope of the standard cost analysis or not, cf. the three examples in Box 
11 below. It is important to ensure that such borderline cases are discussed and evaluated in 
the light of decisions taken in other similar areas so as to ensure consistency with regard to 
which rules are included in the analysis. 

Box 11: Examples of borderline cases in relation to the scope of standard cost 
analyses 

Example 1: Treatment of complaints in the standard cost analysis 

The right of businesses to complain about decisions is not an administrative burden and so is 
not measured in a standard cost analysis. It is not classified as an administrative burden 
because no information obligations are imposed on businesses in connection with complaints – 
the legislation just describes how to complain about a decision and what the formal 
requirements are, i.e. that the complaint has to be in writing and include supporting 
documentation, if any. 

In some cases, however, it may be relevant to ask about a business’s experience of the 
complaints system. This applies in particular to areas where it is common for businesses to 
complain. This may be an indication of the rules generally being difficult for businesses to 
understand. As part of the standard cost analysis it is, for example, possible to ask businesses 
about which parts of legislation they have particular trouble understanding. This would only 
involve qualitative reporting, with no extrapolation of burdens to a national level. This means 
that it would not be possible to produce a standardisation of how long a normally efficient 
business spends on a complaint. The time consumption for a complaint is too variable for this.  

The results from the qualitative survey can be used to make the rules easier for businesses to 
understand, which may help to reduce the amount of time spent by businesses on 
familiarising themselves with the rules. The number of complaints can also be reduced, 
thereby relieving pressure on the public complaints process. 

 

Example 2: Differentiation between the private sphere and the business sphere 

When the self-employed apply for typical employee rights such as part pensions and early 
retirement certificates, it often results in relatively extensive administrative activities for 
them. Among other things, they have to document their employment and income situation. 
This form of administrative work is not included in the standard cost analysis because the self-
employed are regarded in such situations as acting as employees and not as businesses. 

 

Example 3: Borderline cases between private and civil units 

Under the provisions of the Danish Water Rates Act registered businesses (public waterworks) 
have to charge rates for piped water. According to the Water Rates Act, waterworks have a 
duty to supply users with water at prices that include the necessary costs of maintenance, 
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pay, depreciation, etc. (cf. section 52 a of the Danish Water Rates (Consolidation) Act of 
1999). This means that the waterworks are to be regarded as civil units whose purpose is not 
to make money, so rules that affect them should not be included in the analysis. 

Example 4: Measuring the administrative costs of inspections 

Businesses are subject to a range of different inspections. However, there are only 
administrative costs involved in relation to inspections to check whether businesses have 
fulfilled their obligations in relation to an information obligation. An inspection carried out to 
check the basis for an application submitted by a business is therefore covered in a SCM 
measurement. An inspection visit carried out to check whether the business is complying with 
working environment rules where no information obligation is involved is not included in the 
measurement. Such an inspection is only to check whether the business acts or conducts itself 
according to the manner described in the legislation. 

 

Initial screening leaves the set of rules to be included in the analysis. It is important, however, 
to document which rules have been eliminated by screening and why, including how any 
borderline cases have been handled. 

The results are submitted to the responsible ministry for validation.  

In the case of a major standard cost analysis it may also be necessary to hold a start-up 
meeting with the responsible ministry. This provides an opportunity for important matters to 
be clarified, including what precisely is to be analysed, how the analysis is to be carried out, a 
timetable for delivery of results to the Commerce and Companies Agency and the responsible 
ministry by the consultants, when the responsible ministry is to contribute to the analysis, etc. 

Completion of phase 0 

The firm of consultants prepares a data set of the business-related laws and executive 
orders to be included in the analysis. More and more information will gradually be added to 
the data set as the subsequent steps of the analysis are completed. For a precise account of all 
the information that should be contained in this data set on completion of the analysis, please 
see the data structure prepared by the Commerce and Companies Agency.  

The consultants also draw up a list of the business-related rules that are not to be included in 
the analysis, including the reasons for their omission. 

The data set must be submitted to the responsible ministry. This is so that the ministry 
can validate that all the business-related laws and executive orders have been included in the 
analysis. The time allowed for this process is to be agreed in detail with the responsible 
ministry. 
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3.2 Phase 1 – Preparatory analysis 

A large part of the work involved in carrying out a standard cost analysis is linked to the 
preparatory analysis, which precedes the actual collection of data. In short, the purpose of the 
preparatory analysis is to identify the business-related information obligations and resulting 
messages in the relevant legislation. Then the administrative activities to be performed by 
businesses in order to supply the required information have to be identified. The next step is to 
identify the relevant background variables. Finally, the business segments covered by the 
regulation are identified. 

In the following this process is divided into nine steps. The process is continuous, however, 
with considerations and choices in the various steps having mutual relevance. It is therefore 
essential to think of the process as a whole.  

It is also important to validate the information produced by the preliminary analysis on an 
ongoing basis. This means that:  

• the Commerce and Companies Agency has to be involved on an ongoing basis with a 
view to making methodical and technical choices 

• the responsible ministry has to be involved on an ongoing basis with a view to ensuring 
technical quality 

• relevant experts are involved with a view to evaluating and validating the classifications 
and specifications generated in steps 1-8. 

 

3.2.1 Step 1: Breaking down the rule into a number of information obligations and 
messages 

Procedure 

Based on the list of business-related laws and executive orders produced in phase 0, the 
consultants break the rules down into a number of information obligations. This work is 
based on detailed perusal of the actual text of the individual rule, its explanatory notes, 
relevant circulars and any guidelines relating to the regulated area. The information obligations 
(one or more) that give rise to administration on the part of businesses are identified in the 
course of this perusal.  

Box 12 gives examples of a number of different information obligations.  

Box 12: Examples of information obligations 

• Returns and reports: This relates to returning and reporting information, e.g. tax deducted 

from income at source.  

• Applications for permission for or exemption from…: This relates to all types of application 
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for permission for or exemption from various activities, e.g. application for a licence to sell 

spirits.  

• Applications for authorisation: This relates to applications for authorisation to carry out 

certain activities, e.g. authorisation as a sewer contractor.  

• Notification of activities: This relates to businesses having to notify the authorities of specific 

activities, e.g. notification of the transportation of dangerous cargo. 

• Entry in a register: This relates to businesses having to be entered in a register or on a list, 

e.g. entry in the business register.  

• Carrying out inspections of…: This relates to the business itself carrying out inspections of 

machinery and equipment that can represent a risk to health or the environment, or monitoring 

the conditions for employees. Inspections are normally carried out by certified organisations, 

e.g. drawing up a workplace assessment. 

• Applications for subsidies or grants for…: This means the business applying for a subsidy or 

the like, e.g. a subsidy for job training. 

• Keeping commercial emergency plans and programmes updated, etc….: This relates to 

the business keeping those documents required by the authorities up to date. It would include 

manuals and emergency plans, for example.  

• Cooperating with audits/inspections of…: This relates to informing and assisting inspectors 

who carry out inspections of and auditing work for a business, or who visit a business in 

connection with enforcement of a regulation.  

• Statutory labelling for the sake of third parties: This means, among other things, labelling 

products or installations with consumer information, e.g. energy labelling of domestic appliances.  

• Providing statutory information for third parties: This relates to providing third parties with 

information (as distinct from labelling), e.g. a financial prospectus to accompany investment 

products. 

• Framing complaints and appeals: This relates to submitting complaints about and (possibly 

later) appealing against a decision made by the authorities. This information obligation should 

only be analysed if it is characteristic of a normally efficient business to complain in the area in 

question. 
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Box 13 below outlines a concrete example of how a law, in this case the Danish Value Added 
Tax Act, can contain information obligations. 
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Box 13: Material information obligations in the Value Added Tax Act 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Once a law or executive order has been broken down into one or more information obligations, 
the information obligations are broken down into messages. This is done by identifying all the 
messages in the regulation that go to make up the individual information obligation. There are 
many different messages – some will be very specific with regard to the concrete information 
obligation, while others will recur in different information obligations in various laws across the 
ministries. Box 14 illustrates a number of messages that occur in connection with various 
information obligations in laws across the ministries. 

Box 14: Examples of typical messages 

An information obligation may lay down requirements with regard to the following information, for 

example: 

• Identity of business – name and business registry number, etc. 

• Business’s turnover/statement of turnover 

An examination of the Value Added Tax Act shows that the primary information obligations 
for businesses fall into three areas. Firstly there is registration of the business for VAT with 
the authorities as required by part 12 of the Act. Secondly and thirdly, part 15 of the Act 
defines a number of obligations in relation to VAT returns and settlement. 

 

Part 12. Registration 

Part 12 of the Value Added Tax Act requires businesses to register with the authorities, cf. 
section 47. This represents the information obligation. 

“Taxable persons who conduct business involving the supply of goods and 
services that are not exempt under section 13 must apply to register their 
business…” 

 

Part 15. Settlement of tax 

Part 15 defines the detailed provisions that businesses must comply with when settling VAT. 
Taken together, these provisions represent the information obligation. The general provision 
is set out in section 57, which states that: 

“After the end of each tax period registered businesses must inform the 
government customs and tax authorities of the amount of their output and input 
tax in the period and the value of goods and services that are exempt from tax 
under sections 14-21 or section 34…” 
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• Statement of business’s equity 

When breaking down information obligations into messages, the consultants must carry out a 
systematic classification of the individual messages. The aim is to make it more practicable 
to develop a standard cost catalogue based on a standardisation of the cost of compliance with 
various types of message.  

The messages have to be classified in two main types of category – “messages – process” and 
“messages – content”. Both have a number of subordinate categories. Efforts have been made 
to describe the categories in such a way that they are mutually exclusive. As with the other 
master table lists in the standard cost database, it is possible to expand the subordinate 
categories in the event of a message not fitting in any of them. Should this happen, the 
category must be agreed with the Commerce and Companies Agency. 

Messages – process: 

There are currently three subordinate categories that describe the process of complying with 
the message in question in the business. The idea is that the nature of the message and 
therefore the process of complying with it affect how long it takes to comply with the message. 

1. Manual process 

This subcategory covers ad hoc tasks. In other words, tasks that are performed so rarely that 
the information has to be constructed each time and therefore produced “manually”. This can 
include both one-off and situation-related tasks. One-off tasks might, for example, be an 
application for a licence, while a situation-related task could be an application for planning 
permission. Compliance with messages in this category will usually be characterised by high 
time consumption per transaction. 

2. Partially automated process 

This subcategory covers tasks where up to half the information has already been generated or 
can be generated relatively easily. This means that some of the information needed to comply 
with the message can be generated using either IT tools or systemised administrative 
processes in the business. Compliance with the message will usually be characterised by both 
lower time consumption and higher costs of obtaining information than in the above category. 

 

3. Predominantly automated process 

This subcategory covers tasks where more than half the information has already been 
generated or can be generated relatively easily. This means that most of the information 
needed to comply with the message can be generated using either IT tools or systemised 
administrative processes in the business. Compliance will usually be characterised by both 
lower time consumption and higher costs of obtaining information than in the two above 
categories. 

Figure 3. Decision tree for classifying messages - process 
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Figure 3 shows using a decision tree how messages can be classified based on the process of 
complying with the message in the business. Messages are assigned to the three categories by 
assessing the proportion of information needed to comply with the message in question that 
can be generated by means of a manual or an automated process respectively. Assignment to 
a category is not therefore determined by the time consumption involved in obtaining 
information manually or automatically.  

Messages – content: 

There are currently seven subordinate categories that describe the content of the message in 
question: 

1. Business data 

This category covers various forms of fixed data about the business. This includes the name of 
the business, its address, its telephone number and its business registry number. This is 
general information that has to be included in the majority of reports. It also includes more 
specific information arising from the individual reporting obligation: e.g. data about ownership, 
area, rent, etc.  

Overall, business data can be characterised as fixed information about the business that a 
report always has to contain owing to a given regulation requirement. This category differs 
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from the other subordinate categories in that the information is fixed in the short term. A 
business does not, for example, change its name and address very often.  

2. Production data 

This category covers all messages relating to actual production of goods/services in the 
business. This includes data on volumes produced, discharges or emissions from the business’s 
production and the like.  

3. Personnel data 

This category covers all forms of data about the personnel in the business. This includes 
information on the individual employee: e.g. pay, terms of employment, maternity leave, 
courses, sick pay. It also includes more general information/obligations not directly linked to 
the individual employee: e.g. Workplace Assessment.  

4. Purchasing 

This subcategory covers messages about input into the business. This includes information on 
purchasing (whether gainful or not) of goods/services for the business, stock movements and 
the like. This category covers both domestic and foreign purchases. 

5. Sales 

This subcategory covers messages about output from the business. This includes information 
on sales (whether gainful or not) of goods/services by the business, customers and the like. 
This category covers both domestic and foreign sales. 

6. Product data 

This subcategory covers messages about the product itself, including miscellaneous consumer 
information. The requirement will often relate to information to be attached to the product 
itself, e.g. weight, list of contents, statutory warnings, but can also involve information on the 
right to complain. 

7. Accounting data 

This subcategory covers data from the accounting systems to be used for a report. Accounting 
data consist of processed data from the six above categories.  
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Figure 4: Decision tree for classifying messages - contents 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Message relates to fixed 

data about the business Business data 

Message relates to 

produced goods

Message relates to 

input/output and/or 

purchase/sale of goods 

Message relates to 

actual production of 

goods in the business 

Message relates to 

processed data from 

above categories 

Accounting data 

Message relates to data 

about product itself 
Product data 

Purchasing 

Sales 

Message relates to 

production of goods 

Message relates to 

personnel who produce 

Production data 

Personnel data 

YES 

YES 

YES 

NO 

NO 

NO 

YES 

 

 

 

 

 

 30 



 

Figure 4 uses a decision tree to show how messages can be classified based on their content.  

A specific message within a segment can only have one classification – e.g. manual 
process/business data. A message that applies to several segments within a law/executive 
order, on the other hand, can have various classifications. In other words, what is classified as 
manual process/business data in one segment might be classified as partially automated 
process/business data in another. As the example illustrates, the subordinate classification 
does not vary in these cases.  

The actual classification in categories can be done in the way that best fits in with the working 
process of the firms of consultants. One possible approach could be to classify “Messages – 
content” by breaking down the legislation, while classifying “Messages – process” by 
standardising data. 

 

Identification of administrative activities 

Once the messages have been pinpointed, the next task is to identify the administrative 
activities that businesses have to go through in order to comply with the individual message. 
These will be finally validated during interviews with businesses at step 11. The identification 
of administrative activities is based on 16 standard administrative activities, cf. Box 15 below. 
It is important to make an independent decision on which administrative activities are linked to 
the individual message.  

 

As regards the first administrative activity, the resources used by businesses to familiarise 
themselves with the information obligation, it is linked to the actual information obligation, 
while the rest of the administrative activities are linked to the individual message. 

 

Box 15: Standard administrative activities 

1. Familiarisation with the information obligation. The resource consumption of 
businesses in connection with familiarising themselves with the rules for a given 
information obligation. 

2. Information retrieval. Retrieving the relevant figures and information needed to 
comply with a given information obligation. 

3. Assessment. Assessing which figures and information are necessary for the public 
authorities to accept the report. 

4. Calculation. Performing the relevant calculations needed for the public authorities to 
accept the report. 

5. Presentation of figures. Presenting the calculated figures in tables or the like. 
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6. Checking. Checking the calculated figures, e.g. by reconciliation with other data.  

7. Correction. If the business’s own checks reveal errors in the calculations, corrections 
are made afterwards. 

8. Description. Preparation of description, e.g. the directors’ report in the Danish 
Financial Statements Act.  

9. Settlement/payment. Payment of tax, charges or the like. 

10. Internal meetings. Meeting held internally between the various personnel groups 
involved in complying with the information obligation. 

11. External meetings. Meetings held in cases where compliance with the information 
obligation requires meetings with an auditor, lawyer or the like. 

12. Inspection by public authorities. Businesses must assist external inspectors when 
they carry out their inspection at the business. 

13. Correction result from inspection by public authorities. If the external inspection 
identifies faults/defects, corrections are made afterwards. 

14. Training, updating on statutory requirements. Relevant employees must be kept 
up to date with rules that change frequently (at least once a year). 

15. Copying, distribution, filing, etc. In some cases the report is copied, distributed 
and/or filed in order to comply with the information obligation. It may also be 
necessary to store the information obligation with a view to subsequent production in 
connection with an inspection. 

16. Reporting/submitting information. In cases where compliance with an information 
obligation requires the submission of information on the business, the information 
must be sent to the relevant authority. 

It is not unlikely that further standard activities may be required. Proposals for new standard 
activities must be very well founded, however, and require the approval of the Commerce and 
Companies Agency.  

The identification of the relevant administrative activities is intended to help give an idea of the 
process that businesses have to go through in connection with each rule. In the interview 
situation itself it is also easier for businesses to relate to specific administrative activities when 
they have to specify the resources they use. This results in more valid measurements of the 
administrative costs, as businesses do not have to look at a whole body of laws to the same 
extent, but just relate to quite specific administrative activities. 

Once the consultants have broken down all the business-related laws and executive orders into 
information obligations and messages, the breakdown must be validated by the responsible 
ministry. 
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ABC classification – classification of regulation according to origin 

When the ministries receive the breakdown of legislative material for validation, they can 
classify the regulation according to origin, which is known as ABC classification, cf. below. 

As mentioned in section 2.3.1, an analysis is made of all Danish laws and executive orders 
that have consequences for business. This means implicitly that the analysis will also cover 
international rules that are implemented in Danish legislation.  

In order to provide an overview of where the administrative costs of businesses originate from, 
messages have to be classified in three main categories – depending on their origin: 

A. Messages that are exclusively and completely a consequence of EU rules and other 
international obligations. The international rules describe which information 
businesses have to produce.  

B. Messages that are a consequence of EU rules and other international obligations. The 
purpose will be formulated in the international rules, while implementation (including 
formulation of the specific messages) will be left to the member states. The 
international rules do not describe which information businesses have to produce.  

C. Messages that are exclusively a consequence of rules formulated at national level.  

The messages are classified in categories A, B and C by the responsible ministries, who have 
the knowledge needed to be able to carry out the classification.  

The classification process distinguishes between three different categories in the case of 
messages in type-A regulation: 

• Category A-EU-Directive 

• Category A-EU-Regulation 

• Category A-International 

 

For all three type-A categories the message and its implementation must be laid down by the 
EU (A-EU-Directive or A-EU-Regulation) or in other international rules (A-International). This 
means that the rules stipulate which information must be provided by businesses and how this 
should be done. The international rules describe which information businesses have to 
produce. In this situation a ministry has limited or no influence5 on the administrative burdens 
in the short term. 

                                          

5 Limited influence should be understood in relation to the immediate sphere of influence. An international context 

does offer opportunities for reducing the administrative burdens, of course, but it has to be done in consultation with 

the international community.  
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The classification process also distinguishes between three different categories in the case of 
messages in type-B regulation: 

• Category B-EU-Directive 

• Category B-EU-Regulation 

• Category B-International 

For all three type-B categories, the message must be a consequence of EU rules (B-EU-
Directive or B-EU-Regulation) or other international obligations (B-International). In this case 
the international obligation will only formulate a purpose, which the states have to implement 
in their own regulation. The international rules do not describe which information businesses 
have to produce. It is therefore up to the states themselves to formulate any messages to be 
provided by businesses.  

Type-C regulation only covers one type of regulation, i.e. messages that are exclusively a 
consequence of national laws and executive orders. Both the information obligation and its 
implementation are laid down at national level. 

 

Classification in categories A, B and C forms the basis for investigating whether and to what 
extent administrative burdens fall within the Danish sphere of influence. Category A does not 
in principle fall within Denmark’s immediate sphere of influence, while the administrative 
burdens in category C fall exclusively within the Danish sphere of influence. Category B comes 
between these two categories, with implementation falling more or less within the Danish 
sphere of influence.  

The classification procedure is described in detail in the “Guide to classifying the administrative 
burdens on businesses according to national or international origin”.  

Classification serves two purposes. First of all it provides a balanced picture of the composition 
of a ministry’s rules and the potential for rule simplification in the short term. A ministry with a 
lot of national legislation (i.e. mainly type-C regulation) will find it easier to reduce the 
administrative costs of businesses in the short term than a ministry that is mainly responsible 
for regulation formulated under the auspices of the EU, for example (i.e. type-A regulation).  

Classification also serves another, longer-term purpose. If substantial, inexpedient costs are 
identified in connection with an EU-Directive where the information obligations are laid down in 
the directive, the analysis can serve as important argument on the part of Denmark for the 
directive to be reconsidered by the EU. 

 

Completion of step 1 
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The firm of consultants breaks down each individual business-related law and 
executive order into information obligations and messages plus associated administrative 
activities for each message. It must be possible to identify which business-related laws provide 
a statutory basis for each executive order. A section and subsection reference must also be 
given for the messages so that they can be found quickly in the rule in question.  

The data set containing the breakdown of legislation into information obligations, messages 
and administrative activities must be submitted to the responsible ministry. This is so that 
the ministry can validate that all the relevant information obligations and messages have been 
identified. The deadline for completion of this process is to be agreed in detail with the 
responsible ministry. In connection with step 1 it will also be important to obtain the assistance 
of the ministry with identifying any digital reporting solutions that may be linked to the 
information obligations. 

It is on the basis of this data set that the responsible ministry classifies the regulation in 
categories A, B and C. The responsible ministry is given plenty of time to carry out this 
classification, which does not have to be ready until the consultants start work on reporting 
results, i.e. phase 3. 

When the deadline expires, the data set is sent to the Commerce and Companies Agency for 
final approval.  
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Box 16: Example of how to break down the Danish Financial Statements Act 

The Financial Statements Act contains only one information obligation – the duty to submit 
audited annual accounts. The figure below shows the process of breaking down that 
information obligation into messages and the subsequent identification of administrative 
activities. Please note that the messages listed have been grouped into a number of 
categories for the sake of clarity. In the actual analysis the information obligation is divided 
into more than 50 messages. It is important to identify all the information requirements with 
their administrative activities separately. 
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The Financial Statements Act means that the businesses covered by it have to submit audited 
annual accounts. The messages include information on assets/liabilities and the auditors’ 
report.  

This requires the individual businesses to carry out a number of administrative activities that 
are linked to a number of costs in the form of time and money, both within the business and 
in relation to external advisors, etc. 

 



 

3.2.2 Step 2: Identification and demarcation with regard to related regulation 

Procedure 
It is important in any standard cost analysis to clarify whether the administrative costs of an 
information obligation or message are attributable to one or more rules. If the administrative 
costs are attributable to two or more rules, it is also vital to divide the costs between the 
various rules. This problem is illustrated in the two examples in Box 17.  

Box 17: Examples of demarcation with regard to related regulation 

Example 1: 

The Financial Statements Act contains a requirement to the effect that annual accounts 
have to contain information on the company’s turnover. This information must also be 
included in businesses’ tax statements, a duty that follows from the fiscal requirements for 
accounts laid down in the Danish Tax Act. The same cost should not be measured twice, so 
it is reasonable to divide the costs of having to produce this information between the two 
laws.  

 

Example 2: 

The Danish Bookkeeping Act regulates the duty of commercial enterprises to record their 
financial transactions. The Act does not, however, require the information recorded to be 
submitted or the like, it just has to be possible to document that the transactions have been 
recorded. The recording of transactions does not therefore serve a direct purpose in relation 
to the Bookkeeping Act, but the information recorded is needed in all sorts of other 
contexts. The financial transactions recorded are, for example, used in processed form to 
prepare annual accounts, VAT returns, tax accounts, etc. Although these laws do not 
explicitly state that businesses must record their financial transactions, compliance with 
such rules is dependent on compliance with the requirements of the Bookkeeping Act. It is 
therefore reasonable to divide the costs arising from the Bookkeeping Act between it and 
the laws that make direct use of the information generated by recording financial 
transactions.  

As the two examples show, the problem of dividing costs that involve several rules is relevant 
in two contexts.  

To begin with, it is relevant in cases where two different rules require businesses to provide 
the same information. If demarcation with regard to other regulation is not done correctly, 
there is a risk in this situation of measuring the cost to businesses of producing the same 
information twice. In cases where two regulations require the same information, the cost of 
producing the information must as a matter of principle be divided equally between the two 
rules. 

The problem is also relevant in cases where the requirements of one law or executive order 
provide a basis for compliance with messages or information obligations in other legislation. It 
is important to be aware that the first rule does not have to contain information obligations or 
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messages, but can simply be about how businesses have to handle the work. The actual duty 
to make the information available to authorities or third parties will be formulated in another 
law. It is therefore vital that the link between the various rules can be identified. 

 

Completion of step 2 

The consultants produce a clear demarcation and definition of the area of regulation where 
administrative costs are to be measured. Related regulation is identified and costs are divided 
so that identical information obligations are not counted more than once. The consultants 
integrate the information on related regulation in the data set for the business-related laws 
and executive orders from step 1. As part of the status report that has to be produced at the 
conclusion of phase 1, the consultants also have to describe which laws and executive orders 
connect with other regulation, including whether the information obligations and messages 
identified are identical to information obligations and messages in other rules and/or to what 
extent there are interfaces between regulation. Demarcation in relation to legislation that falls 
within other ministerial spheres must be coordinated with the relevant ministries. Final 
demarcation must be approved by the Commerce and Companies Agency.  

 

3.2.3 Step 3: Classification of information obligations into different types 

Procedure 

In order to obtain the best possible overview of the origin of costs, information obligations 
have to be classified according to whether they constitute a duty that businesses must comply 
with – compulsory information obligations – or schemes that businesses can opt to make use 
of – voluntary information obligations.  

The classification of identified information obligations according to whether they are 
compulsory or voluntary is carried out by the firms of consultants in collaboration with the 
ministry. As mentioned in section 2.3.3, all compulsory information obligations have to be 
analysed, whereas it is necessary to differentiate between voluntary information obligations. If 
a voluntary information obligation is complied with by the majority of businesses to which the 
information obligation applies, compliance with the information obligation is regarded as 
necessary for the business to be able to operate on the market. This type of voluntary 
information obligation is analysed.  

Once it has been clarified which information obligations are to be included in the analysis on an 
equal footing with compulsory information obligations, all these information obligations must 
be classified according to whether they are: 

 Information obligations relating to subsidies 

 Information obligations relating to certificates 
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 Information obligations relating to regulation requirements which in this context cover 
information obligations that are neither of the above. 

It can not be ruled out that further categories of information obligation may be required. 
Proposals for new categories must be very well founded, however, and require the approval of 
the Commerce and Companies Agency. 

This classification is used, among other things, to analyse which types of information obligation 
characterise the legislation of the individual ministries.  

 

Completion of step 3 

The consultants have to integrate the information on which of the above three categories each 
information obligation belongs to in the data set of business-related laws and executive orders.  

The classification is approved by the Commerce and Companies Agency and the responsible 
ministry. 

 

3.2.4 Step 4: Identification of relevant business segments 

Procedure 

In step 4 the consultants have to classify businesses in relevant segments. In other words, 
businesses have to be segmented according to the criteria that affect the scope of resources 
used to comply with information obligations and messages. 

The relevance of criteria depends to a large extent on the rule involved. If the rule affects all 
types of business, it may be relevant to segment according to industry or size if these criteria 
are judged to be significant variables. A lot of legislation is industry specific, however, in which 
case the segment is specified in advance in that it will consist of the industry in question. With 
some legislation a business’s turnover or number of employees, for example, determines 
whether the business is covered or not and which of the rules it has to comply with.  

If a digital solution has been made available for reporting an information obligation, it will 
always be relevant to segment according to whether the business reports digitally or manually.  

Similarly, it will be relevant to distinguish between businesses that have opted to outsource 
the task, i.e. use external assistance to perform the task to a large extent, and businesses that 
do the work themselves.  

If segmenting is done by industry, the industry codes employed by Statistics Denmark, among 
others, should be used. Statistics Denmark will also be able to say how many businesses there 
are in each industry. 
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If the size of business (number of employees) is not judged to be a significant variable, 
segmenting should not be done by size. Even if segmenting is not done according to the size of 
businesses, the consultants should make sure as far as possible when selecting businesses for 
interviews that businesses of different sizes are included in the analysis.  

It may be “tempting” to segment on the basis of a number of different variables. Any attempt 
to capture the complexity in full will, however, soon result in the method breaking down 
because it is case based. Because complexity increases as more and more factors are included 
in the analysis, such an attempt would very quickly lead to measurements having to be carried 
out in far too many business segments. It is therefore essential to achieve a sensible balance 
between the degree of segmentation, optimisation of benefits and resource consumption in the 
project. It is necessary to focus on those factors that are judged to be most important when it 
comes to identifying differences in the administrative costs of businesses. The number of 
segments will vary from time to time, and will depend on a concrete assessment in relation to 
the specific information obligation. The decisions made on what to include and what not to 
include in the measurement must be well founded and should also be documented so that it 
will be possible to reproduce the results of the analysis at a later stage. 

 

Completion of step 4 

Segmentation is approved by the Commerce and Companies Agency and the information is 
integrated in the data set of business-related laws and executive orders from step 1. The 
consultants must also decide in consultation with the Commerce and Companies Agency 
whether there are special segments that ought to be analysed in more detail.  

The status report that has to be produced at the conclusion of phase 1 should also include a 
description of how segmentation was done.  

 40 



 

Box 18: Example of business segmentation 

In the VAT Act it is possible to identify four essentially different types of business with 
regard to how VAT has to be calculated and reported. They are: 

 

• Ordinary businesses liable for VAT 
• Businesses with foreign trade 
• Mixed businesses 
• Property letting 

 

It is also relevant to segment for digital reporting and outsourcing. This segmenting is 
illustrated in the following table. 

 

Ordinary Businesses with Mixed businesses Property letting 
businesses liable 
for VAT 

foreign trade 
 

 
Out- Not out- Out- Not out- Out- Not out- Out- Not out-
sourced sourced sourced sourced sourced sourced source sourced 

d 
Manual 

        
VAT 
reporting 
Digital 

        
VAT 
reporting  

 

3.2.5 Step 5: Obtaining background information – population, rate and frequency.  

In step 5 figures have to be obtained for population, rate and frequency. 

Each law or executive order has a population. The population indicates how many businesses 
are affected by the law or executive order in question.  

As a law or executive order can affect several different business segments – as identified in 
step 4 – populations have to be identified for each segment.  

The businesses in each segment comply with a number of information obligations. A population 
has to be specified for each information obligation. In this case the population indicates the 
number of businesses in the segment that comply with the specified information obligation. If 
an information obligation can be reported both manually and digitally, the population for each 
of the two options also has to be specified. 
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Each information obligation contains a number of messages. These do not have a population 
specification, but a rate. The rate indicates the proportion of businesses complying with the 
information obligation that comply with the given message.  

A population is generally the number of businesses affected by a given piece of legislation. It is 
important to be aware, however, that a population can also be an event: e.g. the number of 
annual applications or reports. 

Because the figures from the population specifications are used at step 14 to extrapolate the 
standardised resource consumption pr business when complying with a rule, it is important for 
the population to be as accurate as possible. 

There are also a number of precautions to be taken when identifying populations. It is, for 
example, important to ensure that only private businesses are included in the population. 
Many information obligations affect public, private and civil units, so it is necessary to 
eliminate those parts of the population that do not constitute private businesses.  

Specifically when calculating the population for subsidy schemes, it is possible to 
differentiate between two types. Firstly, there those schemes where the subsidy is granted if a 
number of objective criteria are satisfied. This applies to hectare subsidies, for example. In this 
case the population is only those businesses that receive the subsidy, while those businesses 
that do not satisfy the criteria and so do not receive the subsidy have to be left out of the 
population. Secondly, there are schemes where the subsidy is granted on the basis of an 
assessment of all the applications received. The applicant cannot therefore be sure of receiving 
the subsidy in advance. An example of this would be innovation grant schemes, where 
businesses submit project proposals, after which a selection committee decides which 
proposals will receive a grant. In this case the population is the number of project proposals 
submitted. 

 

Frequency indicates how many times a year a message/information obligation has to be 
complied with. In some cases the frequency can be derived directly from the legislation. In 
certain instances there many be an information obligation/message that all businesses have to 
report, but to a varying extent. This applies to a number of statistics such as Intrastat and 
commodity sales statistics, for example. It is also important to be aware that some information 
obligations are not required every year – this applies to a range of statistical information, for 
example. The frequency for such obligations will therefore be 0.5 if the statistic has to be 
reported every other year and 0.33 if it has to be reported every three years, etc.  

 

Box 19: Examples of specifying population and frequency 

 
Example 1: 
If a business has to report a set number of times annually (e.g. twice), the frequency must be 
specified as 2 and the number of businesses that submit this type of report (e.g. 4000 
businesses) must be specified as 4000 under population. 
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Example 2: 
If 70 businesses are covered by an information obligation that requires them to report every 
other year, the Population is: 70 and the Frequency is: 0.5. 
 
Example 3: 
If there is no regular reporting for the individual business (e.g. once in the life of the business 
for authorisation, for example), the frequency must be specified as 1, while the number of 
annual reports of this type (e.g. 70 annual authorisations of this type) must be specified 
under population as 70. 
 
 

When identifying population, rate and frequency, it is important to remember the discussion of 
100% compliance with the rules that appears in section 2.3.4.  

There are several different sources that can be used to determine population, rate and 
frequency:  

 The ministries have information on how many inspections have been carried out, how many 
applications have been received, how many businesses have been registered for a certain 
circumstance, etc.  

 Information can be taken from statistical material. It is, for example, only possible to 
calculate the administrative costs of maternity leave on the basis of statistics regarding the 
number of instances of leave in the private sector.  

 In some cases it may be necessary to carry out a survey in order to identify the number of 
business affected by a certain law, or the ratio of businesses that employ a certain option 
in the law. If it is a matter of certain businesses dealing with an information obligation 
themselves while others outsource it, it may also be necessary to carry out a survey in 
order to establish what proportion of businesses outsource, and what proportion of 
businesses handle the task themselves.  

 If it is not possible to obtain the necessary information, the solution may be to make a 
qualified estimate of the information in question. It may, for example, be very difficult to 
find out how many businesses have a duty to inform their customers in connection with an 
agreement (i.e. an information obligation in relation to third parties), particularly because 
this will depend on how many customers the businesses have in total. It may therefore be 
necessary to make an estimate.  

Whatever the method used, it is import to document the source of the information so that the 
information can be reproduced in the same way at a later date. Specifically in situations where 
an estimate has been made, it is essential to document the criteria for the estimate.  

 

Completion of step 5 
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The consultants obtain as much information as possible about populations, rates and 
frequencies, and incorporate it in the data set. This information is validated by the responsible 
ministry, which also identifies any information that is missing. The Commerce and Companies 
Agency is involved with a view to pinpointing the information that neither the consultants nor 
the responsible ministry could identify.  

The process of identifying population, rate and frequency can take a long time. Therefore, it 
does not have to be completed during phase 1, since the information will not actually be used 
until extrapolation is carried out in phase 3. It is essential, however, to identify which 
information obligations affect the most businesses so that this information can be included in 
considerations regarding what the business interviews should focus on, cf. step 6 regarding 
clarification of what should be calculated by means of business interviews and expert 
assessment respectively.  

 

 

3.2.6 Step 6: Business interviews versus expert assessment 

Procedure 

6The basic assumption in a standard cost analysis is that everything has to be evaluated . This 
also applies to information obligations that might only be relevant for a small number of 
businesses or that only involve very minor administrative activities for the individual 
businesses.  

Not all information obligations must necessarily be evaluated by means of business interviews, 
however. Information obligations that only cover a very small number of businesses and 
minimal administrative costs can, for example, be quantified using other methods. This 
includes expert assessment, in which specialists with considerable knowledge of the field in 
question are involved in quantification of the administrative costs for a normally efficient 
business. An alternative would be to make use of the extensive data gathered in the business 
interviews conducted in phase 2. Based on this data, it will often be possible to quantify less 
burdensome information obligations by comparing them with similar information obligations 
analysed by means of business interviews. This is done in step 14 of phase 3. 

It is difficult to produce unambiguous criteria for when a less burdensome information 
obligation can be evaluated using either expert assessment or existing data. A concrete 
appraisal has to made in each case, but it is important to emphasize that it must be made 
clear which information obligations and messages are being selected for later evaluation. The 
data structure stipulates that the consultants must make a note in the database to show which 
information obligations have been analysed not by means of interviews, but on the basis of 
similar existing data/expert assessment.  

                                          

6 Subject to the exceptions in section 2.3.6, however. 
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Completion of step 6 

The consultants incorporate the information on which information obligations will be measured 
by business interview and which will be evaluated later in the data set of business-related laws 
and executive orders from step 1. The criteria on which the division between interviews and 
expert assessment is based must be made clear in order to facilitate validation by the 
responsible ministry. These criteria must also be included in the status report to be prepared 
at the conclusion of phase 1. The material is sent to the Commerce and Companies Agency 
and the responsible ministry for approval.  

Box 20: An example of an information obligation that is selected for later evaluation 

The VAT Act contains special rules for a very small number of businesses. For some 
businesses there is a requirement for secondary meters to be installed to document the 
resale of electricity in caravans and pleasure craft.  

These special rules will be evaluated by means of expert assessment. 

 

3.2.7 Step 7: Identification of cost parameters  

Procedure 

The task in step 7 is to identify the relevant cost parameters of businesses for the work 
involved in complying with individual messages. This applies to both cost parameters within 
the business and cost parameters relating to work done by external advisers, etc. The work 
involved in this step mainly consists of making sure that the relevant cost parameters of 
businesses are identified before the interviews are conducted in step 11. It is these interviews 
that finally establish which employee groups perform a given administrative activity.  

The analysis uses 2005 prices. The cost parameters used are set out in table 1 below. 

Table 1: Cost parameters for administrative activities 

Cost areas Cost parameters in the calculation 

Internal Number of minutes spent on administrative activity 

Mean hourly pay for various personnel groups that 
perform administrative activities 

Overhead 
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External Number of minutes spent on administrative activity 

Mean hourly pay for various personnel groups that 
perform administrative activities 

Acquisitions Expenditure on DKK on necessary acquisitions to comply 
with specific information obligations and/or messages 

 

Internal personnel groups 

The internal personnel groups are the employee groups within the businesses that perform the 
administrative activities. Internal hourly pay is based on personnel groups with their hourly 
pay from Statistics Denmark’s pay index for the private sector (LON02). Hourly pay is specified 
in 2005 prices7 and represents mean rates for the entire country irrespective of gender. The 
personnel groups with their hourly pay can be seen in appendix 2. 

Hourly pay comes from the concept of earnings in relation to hours worked used by Statistics 
Denmark. The concept covers all of an employee’s income from employment, including 
pension, the Danish Labour Market Supplementary Pension, fringe benefits and payments for 
public holidays, Sundays and non-business days. Illness, leave, etc., are deducted.  

The consultants are under an obligation to use the personnel groups with their hourly pay from 
appendix 2 when identifying the personnel groups who carry out the administrative activities. 
If the consultants are unable to find a personnel group in appendix 2 that corresponds to the 
personnel group that performs the administrative activity/activities they are charting, they 
must suggest a new personnel category with hourly pay and overhead. This personnel 
category must be approved by the Commerce and Companies Agency. 

 

Overhead 

An overhead of 25% must be used unless specific circumstances suggest otherwise. Appendix 
2 gives the 25% overhead for each personnel category in whole DKK. The overhead for the 
individual employee represents costs in addition to direct pay costs. The overhead covers costs 
in connection with fixed administration costs, such as expenses for premises (rent or building 
depreciation), telephone, heating, electricity, IT equipment, etc. The overhead also includes 
absence owing to illness, since the hourly pay used to calculate administrative costs should, as 

                                          

7 In Statistics Denmark’s pay index the latest hourly pay is specified in 2002 prices. The pay has therefore been 

projected to 2005 prices on the basis of the mean pay increase percentage for the period 2002-2004 (see Statistics 

Denmark’s pay index, ILON2). The pay from 2002 has been increased by a total of 11.3% in order to represent 2005 

prices.  
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far a possible, be the hourly pay per effective hour. Appendix 3 explains the components on 
which the overhead is based in greater detail. 

As there is no central statistical source that can throw light on overheads for all industries and 
sizes of business, it is difficult to specify an overhead percentage that is both generally 
applicable and accurate. In cases where the consultants suggest that the guide overhead of 
25% is nowhere near the overhead costs that they encounter for the personnel groups 
performing the administrative activities, they must estimate the overhead percentage 
themselves. The consultants must state why the overhead percentage differs from the guide 
overhead percentage and the percentage must be approved by the Commerce and Companies 
Agency.  

 

External personnel groups 

In some cases businesses outsource administrative activities to employee groups outside the 
business. These personnel groups are called external personnel groups.  

Appendix 2 specifies the external personnel groups with their hourly pay as they exist at 
present. The consultants must use the personnel groups with their hourly pay from appendix 2 
when identifying the personnel groups who carry out the administrative activities. If the 
consultants are unable to find an external personnel group in appendix 2 that corresponds to 
the personnel group that performs the administrative activity they are charting, they must 
suggest a new personnel category with hourly pay. This personnel category must be approved 
by the Commerce and Companies Agency. 

An overhead does not have to be added to the hourly rate for external personnel groups. 

 

Acquisitions 

Acquisitions are defined as acquisitions that are necessary in order to comply with an 
information obligation or message and are used solely for that purpose. The costs of such an 
acquisition are included as a cost parameter in administrative burdens alongside internal and 
external pay costs. 

Examples of an acquisition might be the postage for letters sent in order to comply with an 
information obligation or message, e.g. the costs involved in sending in annual accounts. 
Another example might be the cost of purchasing and installing a meter to enable the 
business to take a reading for subsequent reporting. A third example might be the cost of 
purchasing external administrative services that cannot be converted directly into hours. 
Examples of this include costs connected with external payroll administration for which a 
fixed annual charge is payable. This cost cannot be broken down into a specific number of 
hours spent by the external supplier.  

The costs are calculated per year. Where an acquisition has a service life of several years – 
e.g. a meter – a fixed annual cost equivalent to the total cost divided by expected service life 
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is specified for the acquisition. After a certain number of years it is assumed that a new 
meter will be purchased – if this is the type of acquisition involved – on the same terms.  

As the examples illustrate, the costs must be incurred solely to enable the business to 
comply with a specific information obligation/message. A business may well need an Internet 
connection in order to comply with a digital reporting duty, but because the connection is 
also used for many other purposes, the costs of the connection are not included directly in 
the measurement. They are, however, included indirectly through the overhead.  

It will not usually be necessary to obtain information on acquisition costs from businesses. As 
far as postage is concerned, the relevant postal rate is used plus DKK 1 per letter to cover 
paper, printing and insertion costs. Any indirect production costs such as relevant machinery, 
computer equipment, etc., are already included in the overhead and so do not count. As far 
as the example of the meters is concerned, it will be possible to obtain information on the 
costs of purchasing and installing a “normal” meter. Then the same cost will be applied to all 
businesses. 

 

Completion of step 7 

The administrative activities are split into a number of cost parameters that can be evaluated. 
The Commerce and Companies Agency must be involved in this work if it gives rise to specific 
problems.  
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3.2.8 Step 8: Preparation of interview guide 

Procedure 

The purpose of an interview guide is to ensure uniform, accurate data collection which ensures 
that all the information to be used for calculations in the database is gathered with the 
greatest possible precision. 

It is also important for the interview guide to be structured in such a way that the interviewees 
can answer the questions as precisely as possible, allowing the interview to be conducted 
efficiently. 

In addition to the collection of quantitative data at activity level, it is important that the 
interview sheds light on qualitative aspects as well so that such information can be included in 
subsequent reporting. It is, for example, important to gather knowledge concerning: 

• Proposals for rule simplification 

• Irritation burdens 

• Best practice in businesses 

• Whether businesses use the information in other contexts (cf. demarcation in relation to 
other legislation) 

• Whether businesses just prepare information for the government or whether they also 
use it themselves (cf. the terms administrative burdens and administrative costs) 

 

It is important for the interview guide to give businesses the opportunity to make suggestions 
with regard to rule simplification and digitalisation initiatives within the information obligations 
in question. It is also important to note how businesses perceive given regulation, particularly 
if an information obligation is regarded as especially irritating/onerous.  

An important element of the interviews also consists in acquiring knowledge of efficient ways 
of handling the administrative work, i.e. best practice. Such knowledge can subsequently be 
used to advise other businesses on what they can do themselves to reduce the costs of the 
administrative work.  

In connection with the interviews it is also important to ascertain whether the information to 
be provided by businesses is only used to comply with the information obligation in question or 
whether it is also used in other contexts. This would include reporting to other ministries, 
counties and local authorities. The information obtained in this way will have to be coordinated 
with the demarcation of legislation carried out in step 2. 

In addition, it is important for the consultants to clarify in the course of the interview whether 
the business would continue to produce the information in full or in part even if the information 
obligation were to be discontinued. The basic assumption is that the business complies with 
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the information obligation in question and related messages purely because of a statutory 
requirement. In this case it is possible to say that the burden percentage is 100, which 
corresponds to the administrative costs being equal to the administrative burdens. If there is 
anything to suggest that the business would continue to comply with all or part of the 
information obligation even if there were no statutory requirement, i.e. that the burden 
percentage is not 100, this should be stated. In this case it must be stated for each message 
(or information obligation) whether the business would continue to produce the information in 
question or not. On this basis it is possible to calculate how large a percentage of an 
information obligation is an administrative burden. Most businesses would, for example, keep 
books even if there were no government requirement for them to do so. Bookkeeping helps 
give businesses an adequate information basis concerning their own financial activities. It is 
probable, however, that businesses would not keep such detailed records of their financial 
transactions with several different accounts if there were no specific statutory requirements in 
this respect.  

The standard cost method measures the administrative costs of regulation. They are not 
always equal to the administrative burdens, because there will be certain information that 
businesses would still produce to satisfy their own requirements even if there were no 
government requirement for them to do so. This problem is illustrated in figure Figure 2 on 
page 9.  

 

Completion of step 8 

The firm of consultants prepares an interview guide, which is approved by the Commerce and 
Companies Agency.  

 

3.2.9 Step 9: Carrying out an expert review of steps 1-8 

Procedure 

In this step the results of the preliminary analysis have to be submitted to the reference 
group. The reference group is made up of trade organisations that have knowledge of and are 
in contact with the area being charted. There should also be participants from the responsible 
ministry and the Commerce and Companies Agency. The reference group is put together by 
the Commerce and Companies Agency and the responsible ministry. 

It is the task of the various experts to use their expertise and detailed knowledge to assure the 
quality of the process from step 1 to step 8 and offer criticism and fine-tuning wherever 
necessary. It is particularly important that major methodical and technical choices for and 
against should be submitted to the reference group. It is then important for all the parties to 
reach agreement so that the results from steps 1-8 can be approved so as to provide the basis 
for proceeding to phase 2. 
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Completion of step 9 

Based on the material that is produced continuously in connection with phase 1, the 
consultants have to draw up a status report for the work in phase 1 that describes the 
implementation of steps 1-8, including how the work of identifying business-related laws and 
executive orders was done, which information obligations and messages are important, what 
demarcation has been done in relation to other legislative areas and integrated processes, 
which administrative activities are relevant and, not least, the segmentation of businesses, etc. 
The detailed guidelines for the status report are described in the Commerce and Companies 
Agency’s online process guide at http://www.eogs.dk/sw6371.asp (user name: 
byrdebarometer – password: amvabmåling). The status report is sent to the Commerce and 
Companies Agency and the responsible ministry for approval.  

A status memorandum is prepared on the basis of the status report and sent to the reference 
group. The guidelines for this can also be found in the above process guide. The consultants 
then have to present the results from phase 1 at a meeting with the reference group. The 
Commerce and Companies Agency is responsible for calling and organising the meeting. The 
reference group then has the opportunity to comment on the status memorandum and 
procedure for phase 1. The consultants then decide in consultation with the Commerce and 
Companies Agency and the responsible ministry whether the group’s comments give rise to 
changes in the choice of method, demarcation, etc. Once any such changes have been 
implemented, phase 1 is complete.  
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3.3 Phase 2 – Analysis of time consumption and costs in businesses 

Based on the preparatory analysis in phase 1, the task in phase 2 is to gather empirical data 
from interviews with a selection of typical businesses affected by a given piece of legislation. 
The overall task is thus to fill in all the “cells” in the data structure for the individual segments 
with standadised figures for each information obligation, message, administrative activities and 
cost parameters. This is done on the basis of between three and five in-depth qualitative 
interviews with typical businesses in each of the identified segments.  

3.3.1 Step 10: Selection of typical businesses for interview 

Procedure 

Businesses can be selected for interview in several ways. In the case of an information 
obligation where the target group is easy to define and where a large proportion of the target 
group is judged in advance to be affected, one option is to take a random sample and start to 
contact the businesses to arrange an interview. When it comes to screening the businesses for 
interview, the businesses can be asked a few questions with a view to gaining an indication as 
to whether it is typical of the target group. It is also possible to use this initial contact as an 
actual survey, with the businesses being asked about outsourcing, IT use or other matters that 
are judged significant with regard to the business’s resource consumption in complying with an 
information obligation.  

In some cases it will be difficult to find sufficient affected businesses using the above method. 
Here it may be advantageous to make use of the often very concrete information held by the 
responsible ministry on the individual businesses covered by the given information obligation. 
In such situations it will be possible for the responsible ministry, working in cooperation with 
the Commerce and Companies Agency, to write to some of the affected businesses and “warn” 
them that they are going to be phoned by a firm of consultants with a view to arranging an 
interview. 

The selection of businesses should result in it being possible to implement qualitative 
interviews with between three and five typical businesses in each business segment. This will 
provide an insight into the resource consumption of a normally efficient business with regard 
to the information obligation in question.  

While one business can logically only cover one segment with regard to a given information 
obligation, the same business can be interviewed about other information obligations within 
the legislative area by which it is affected.  

Consideration should also be given to whether external experts can be involved in connection 
with assessing the administrative costs for a normally efficient business. With an external 
expert it is possible to cover several business segments at once with regard to a given 
information obligation. An accountant, for example, will often be able to assess the 
administrative costs for a number of business segments. The assessments made by external 
experts must never be used in isolation, however.  

Completion of step 10 
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The consultants draw up a plan regarding how to identify the businesses to be interviewed and 
how many typical businesses should be interviewed. Both parts of the plan must be approved 
by the Commerce and Companies Agency. The procedure must also be described in the status 
report to be produced at the conclusion of phase 2. It is normally the firm of consultants that 
contacts the businesses. In some cases it will be more appropriate, however, for the 
responsible ministry or the Commerce and Companies Agency to make initial contact with the 
businesses. Box 21 illustrates an example in which the responsible ministry and the 
Commerce and Companies Agency make initial contact with the businesses. 

Box 21: Example in which the responsible ministry and the Commerce and 
Companies Agency make initial contact with the businesses 

It is judged in advance to be difficult to identify the businesses that report various types of 
selective excise duty because this is not industry-dependent. Therefore the Ministry of 
Taxation and the Commerce and Companies Agency, working in collaboration, contact some 
of the businesses that the Ministry of Taxation knows to have paid the selective excise duty 
in question. The firm of consultants can then contact them to arrange an interview.  

 

3.3.2 Step 11: Conducting business interviews 

Procedure 

Using qualitative interviews with businesses that are affected by the legislation, it is possible to 
identify which of the 16 standard administrative activities a business has to carry out in order 
to comply with a message and how much time is spent on each activity. This makes it possible 
to evaluate the individual messages that make up an information obligation. In some cases it 
will not be possible for the business to say how long it spends on each activity. In such cases it 
may be necessary to ask how much time is spent on complying with the actual message and 
how that time is divided between the administrative activities that are carried out in order to 
comply.  

The interviews will also make it possible to validate the information obtained with regard to 
time, wages, outsourcing, etc.  

Implementing the interviews with businesses is a task that requires experienced interviewers 
with fundamental knowledge of the method and area of legislation. The interviewers must use 
the interview guide, cf. step 8, and the interview itself should take the form of a qualified 
dialogue between the business and the interviewer. 

There are basically three types of methods for interviewing businesses: 

 Personal interviews with businesses are the preferred method for identifying the 
administrative costs of regulation. The interviews typically last 1-2 hours for each business, 
but this can vary depending on the complexity of the area of legislation in question. In the 
case of complex areas of legislation it may also be an advantage to have two interviewers. 
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 Telephone interviews with businesses can be used in cases where only the costs of 
isolated information obligations have to be identified and where the interview may be 
expected to last less than half an hour. 

 Focus group interviews with a small number of businesses and relevant experts may be 
an option in the case of highly complex legislation. The discussions of the focus group can, 
for example, help to analyse complex information obligations correctly, including the 
administrative activities that a normally efficient business has to carry out and how long 
they take.  

Specifically with regard to personal interviews and telephone interviews, it is important for the 
interviewers to be sure both during and after the interview that the business interviewed can 
still be described as typical as far as resource consumption is concerned. The business does 
not necessarily have to be typical in all areas, but if it is not normally efficient in a number of 
areas, the data for it should not be included in the data material. It is difficult to set out clear 
criteria for when a business is not normally efficient, but resource consumption that is 
substantially different from that specified by other businesses without there being a good 
explanation for the discrepancy must be regarded as not meeting the criteria for a normally 
efficient business. If a business is excluded from the data material, it must be replaced with a 
new business, which will have to be interviewed.  

The consultants are asked to let the Commerce and Companies Agency know if an interview 
with a business cannot be used because the business cannot be regarded as normally efficient.  

Figure 5 shows how the time consumption for a normally efficient business is calculated, and 
illustrates whether a business can be described as normally efficient or not.  
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Figure 5: Calculation of time consumption for a normally efficient business 

 
Administrative activity A:

30 min.Company 5

10 min.Company 4

10 min.Company 3

10 min.Company 2

10 min.Company 1

30 min.Company 5

10 min.Company 4

10 min.Company 3

10 min.Company 2

10 min.Company 1

10 min.

Administrative activity B:

15 min.Company 5

20 min.Company 4

10 min.Company 3

20 min.Company 2

10 min.Company 1

15 min.Company 5

20 min.Company 4

10 min.Company 3

20 min.Company 2

10 min.Company 1

15 min.

Administrative activity C:

5 min.Company 5

2 min.Company 4

50 min.Company 3

20 min.Company 2

10 min.Company 1

5 min.Company 5

2 min.Company 4

50 min.Company 3

20 min.Company 2

10 min.Company 1

More

interviews

Administrative activity D:

15 min.Expert 2

20 min.Expert 1

25 min.Company 3

20 min.Company 2

10 min.Company 1

15 min.Expert 2

20 min.Expert 1

25 min.Company 3

20 min.Company 2

10 min.Company 1

20 min.

 

 

 

 

 

 

 

 

 

As far as activity A is concerned, business 5 is clearly different from the others and therefore 
should not be counted as a normally efficient business. There is no need to carry out further 
interviews, however. In the case of activity B, the consultants have assessed what the level for 
a normally efficient business should be. Further interviews will have to be conducted with 
regard to activity C because the answers given by the businesses vary too much for it to be 
possible to assess the level for a normally efficient business. In this case consideration should 
also be given to whether the businesses selected are not typical or whether it is simply 
because specific circumstances mean that the businesses have different resource consumption. 
In this case the segmentation carried out as part of the preparatory analysis should be 
reconsidered and, if necessary, further segmentation carried out, resulting in more business 
interviews. In the case of activity D an expert assessment should be made of what the level is 
for a normally efficient business. 

Completion of step 11 

The consultants must describe the procedure for implementing the interviews for use in the 
status report to be produced at the conclusion of phase 2. The Commerce and Companies 
Agency must be involved in the clarification of problems arising in connection with 
implementation of the interviews. 

 

3.3.3 Step 12: Standardisation of time and resource consumption per activity per 
business segment. 

Procedure 
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When all the interviews have been carried out, the results have to be summarised for the 
individual business segments. Based on the interview material, an assessment must be made 
of how long it takes a normally efficient business to carry out the various administrative 
activities required to comply with a message for a given information obligation. Then the 
business’s internal costs and costs for external assistance are calculated. 

In other words, based on the information provided by the businesses in the interviews, the 
consultants have to make a qualitative assessment of how long businesses spend on each 
individual administrative activity connected with compliance with a message. This should make 
it possible to insert a standardised figure in the data template. It is important in this context to 
make a critical assessment of the individual results and decide which results are most reliable. 
It goes without saying that this is a time-consuming process in which it is important to 
document the individual considerations on which each choice is based. 

The approach does not entail calculating a mean average uncritically on the basis of the data 
collected. Instead a standardised figure has to be set on the basis of the data collected and 
any expert assessments, see also Figure 5. 

During the process the consultants are under an obligation to prepare burden forecasts to give 
the Commerce and Companies Agency a clear idea of how the burden figures are developing. 

Completion of step 12 

All the cells in the data structure are filled in with relevant standardised entries for time 
consumption both internally and externally. A burden forecast is produced in this connection 
and sent to the Commerce and Companies Agency.  

 

3.3.4 Step 13: Carrying out an expert review of steps 10 and 12 

Procedure 

The process and purpose for this step are the same as for step 9. That is, to make sure that 
the affected parties and experts assure the quality of the collected data so that phase 2 can be 
completed and phase 3 commenced.  

Completion of step 13 

The consultants draw up a status report summarising the most important results from the 
phase, including an account of the choices and estimates made. The guidelines for the status 
report are contained in the Commerce and Companies Agency’s process guide. The status 
report is approved by the Commerce and Companies Agency, which involves the responsible 
ministry.  

A status memorandum for the reference group is prepared on the basis of the status report. 
The main purpose of this status memorandum is to involve the reference group in validation of 
the standardised data from step 12. The guidelines for the status memorandum for the 
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reference group are also contained in the Commerce and Companies Agency’s process guide. 
The results from this phase are presented to the reference group at a meeting if judged 
necessary. Alternatively, the status memorandum can simply be sent to the reference group 
for its information. As with phase 1, the reference group has the opportunity to comment on 
the implementation of phase 2. If this gives rise to changes of method, etc., such changes 
must be implemented by the consultants. Phase 2 can now be concluded.  

3.4 Phase 3 – Calculation and presentation 

3.4.1 Step 14: Scaling the validated data up to national level 

Procedure 

Once the standardised data from phase 2 have been approved by the Commerce and 
Companies Agency and the reference group, the validated data material has to be scaled up to 
national level for each individual segment in the analysis. This is generally done by multiplying 
the standardised time and resource consumption (time x pay costs (inc. overhead)) for a 
normally efficient business in a segment by the population of the segment. The results are 
then combined. The figures produced include: 

• the total costs for each segment of complying with each information obligation 

• the total costs to businesses of complying with the information obligation 

• the total costs of complying with the law or executive order in question 

Completion of step 14 

The consultants make the relevant calculations, which then form the basis for writing the 
report in step 15. 

 

3.4.2 Step 15: Reporting 

Procedure 

In addition to giving the administrative costs for the area of regulation analysed, the report 
communicating the results from a standard cost analysis must also explain how the analysis 
was carried out, what problems were encountered in the course of the analysis and how these 
problems were handled. The detailed requirements for reporting an ex-ante and an ex-post 
standard cost analysis respectively are contained in the standard reporting templates produced 
by the Commerce and Companies Agency for the purpose. 

It is important for the report to be in a complete, presentable form. The report has to be 
published, so the Commerce and Companies Agency attaches importance to it being possible 
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for the report to be understood by a broad public who will not necessarily know anything about 
the methodology involved. The report must therefore be easy to read and communicate the 
results correctly. It is a good idea to illustrate the report with graphs and figures that both 
illustrate the problems of using the standard cost method for the given regulation base and the 
results produced by the analysis. An English abstract of the report also has to be written.  

 

Completion of step 15 

The consultants write a report in which all the results are presented and which gives a detailed 
account of the method used and considerations involved.  

The report is approved by the Commerce and Companies Agency and the responsible ministry 
before being sent to the reference group for consideration. It is also possible to organise a 
meeting with the reference group at which the main results of the analysis can be presented 
and discussed. The reference group has an opportunity to comment on the report. If this gives 
rise to any changes to the report, they must be seen to by the consultants. The report is then 
ready. 

Once the report has been finally approved, the consultants deliver a data set to the Commerce 
and Companies Agency, including all the figures at national level, based on the data structure 
supplied by the Commerce and Companies Agency. The Commerce and Companies Agency 
approves the data set. Phase 3 is now complete. 
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Appendix 1: Business registry number – ownership forms 

For each form of ownership it is defined whether it is a matter of a private form of business or 
not. All forms of business marked in bold are non-private businesses. 

10 One-man business 

20 Estate of deceased person 

30 Partnership 

40 Limited partnership 

50 Joint-ownership shipping company 

60 Joint stock company 

70 Limited partnership company/Partner 
company 

80 Limited liability company 

90 Fund 

100 Commercial fund 

110 Association 

130 Cooperative (society) 

140 Cooperative (society) with limited 
liability 

150 Association or company with limited 
liability 

160 European Financial Company Group 

170 Branch of foreign joint stock company, 
limited partnership company 

180 Branch of foreign limited liability 
company or company 

190 Branch of foreign business with limited 
liability 

200 Branch of other foreign form of 
business 

210 Other foreign business 

220 Fixed place of business of European 
Financial Company Group 

230 State administrative unit 

240 County council 

250 Municipality 

260 Parish council 

270 Unit in process of establishment in 
Danish Commerce and Companies 
Agency 

280 Other forms of business 

990 Unreported forms of business 

The codes relate to the code for the form of ownership that is employed in the business 
register. It is, however, important to make yet a further distinction, in that certain types of 
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publicly owned or controlled companies are to be found under the heading of Joint Stock 
Company or Partnership. This type of public business shall not be included in the 
measurement. A list of these public businesses will be drawn up and made available. The list 
will be based on their bbusiness registry numbers. 

The business register contains businesses that, for various reasons, are not really active. 
These businesses are not measured in a Standard Cost Model measurement. Rules that only 
affect foreign businesses, are not measured either. 

All municipal and county-owned companies are, incidentally, shown in the following report: The 
report to the Folketing’s [Danish Parliament] Commercial Committee regarding the 
municipalities and county councils’ participation in commercially active companies etc. 
(http://www.eogs/dk/sw658.asp), while the state joint stock companies are shown by the 
State joint stock companies – inspection, liability and management 
http://www.fm.dk/db/filarkiv/8379/Samlet_publikation.pdf) 

 

 

 60 

http://www.eogs/dk/sw658.asp
http://www.fm.dk/db/filarkiv/8379/Samlet_publikation.pdf


 

Appendix 2: Personnel groups with associated hourly rates 

 

Internal personnel groups: 

As stated in section 3.2.7 the consultants shall select the internal personnel groups with 
associated hourly rates quoted in 2005 prices from the list below which is based on the Danish 
Central Bureau of Statistics’ wage index for the private sector, LON02. 

The personnel group is marked in bold. The Danish Central Bureau of Statistics does not 
operate with statistical wage statements for personnel groups, but merely regarding work 
functions associated with the specific wage-earner groups. The work function and wage earner 
group are stated in parenthesis after the personnel group. Note that only two wage-earner 
groups are involved: Managers and wage earners without management responsibility. 

The indication of work function and wage-earner group in parenthesis after the personnel 
group is only intended to serve as an aid for the consultants, as it is difficult to assess purely 
on the basis of the personnel group name, if one of the following personnel groups covers the 
personnel group that the consultants have to identify in connection with a Standard Cost Model 
measurement. 

Overhead costs of 25% are stated in DKK. Moreover the overall wage cost is stated, including 
overheads. In the cases where the consultants estimate that the suggested overhead 
percentage of 25% is significantly different from the overhead costs that the consultants may 
encounter for the personnel groups that carry out the administrative activities, the consultants 
shall themselves estimate an overhead percentage. 

 

Personnel group 2005-prices Overhead (25%) Incl. overhead
Administrative manager 
(Management regarding. administration and 
financing - managers) 96 384 480 
Administrative staff 
(Administration work – wage-earner without 
management responsibility) 62 246 308 
Lawyer  
(Lawyer’s work – wage-earner without 
management responsibility) 86 345 431 
Lawyer - partner  
(Lawyer’s work – management) 108 432 540 
Lawyer’s secretary 
(Lawyer’s secretary work – wage-earner 
without management responsibility) 55 221 276 
Book-keeper 
(Book-keeping work - wage-earner without 
management responsibility) 61 245 306 
Shop assistant  
(Sales work in shop etc. – wage-earner 
without management responsibility) 41 165 206 

58 Shop manager 233 291 
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(Sales work in shop etc. - manager) 
Driver  
(Taxi and goods vehicle driver – wage-earner 
without management responsibility) 45 178 223 
Director  
(Most senior, across the board management 
– manager) 108 430 538 
Property broker 
(Buying and selling of property – manager) 75 299 374 
Craftsman  
(Craft-related work - wage-earner without 
management responsibility) 54 215 264 
Craftsman - master  
(Craft-related work – manager) 65 260 325 
Buyer 
(Purchasing work - wage-earner without 
management responsibility) 62 248 310 
Engineer  
(Architecture and engineering work etc – 
wage-earner without management 
responsibility) 81 322 403 
Lawyer  
(Legal work - wage-earner without 
management responsibility) 86 344 430 
Cashier  
(Cashier work - wage-earner without 
management responsibility) 50 202 252 
Warehouseman 
(Transport and warehouse work (manual) – 
wage-earner without management 
responsibility) 47 189 236 
Agricultural worker  
(Work in agriculture, nursery etc. – wage-
earner without management responsibility) 45 181 226 
Agricultural technician 
(Technical work, biology, agriculture etc. -
wage-earner without management 
responsibility) 61 242 303 
Land inspector 
(Land inspector work - wage-earner without 
management responsibility) 70 281 351 
Manager of business with at least 10 
employees (Management of businesses with 
at least 10 employees – manager) 98 392 490 
Manager of business with less than 10 
employees (Management of business with 
less than 10 employees – manager) 66 263 329 
Machinist 
(Process and machinist work – wage-earner 
without management responsibility) 50 198 248 
Environmental technician 
(Technical work, biological subjects - wage-
earner without management responsibility) 58 231 289 
Porter/caretaker 
(Inspection – caretaker and porter work – 
wage-earner without management 
responsibility 47 188 235 
Accounts manager (Auditing and 97 386 483 
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accounting work – manager) 
Accounts staff member 
(Calculation work regarding accounts, 
auditing - wage-earner without management 
responsibility) 53 212 265 
Auditor  
(Auditing and accounting work – manager) 97 386 483 
Sales and service worker  
(Sales and service work - wage-earner 
without management responsibility) 44 175 219 
Secretary (Administrative secretarial work 
etc. - wage-earner without management 
responsibility) 61 245 306 
Technician (Technical work, non-biological 
subjects - wage-earner without management 
responsibility) 67 266 333 
Finance manager (Businesses’ organisation 
and finances – manager) 99 397 496 
Finance staff member (Businesses’ 
finances and organisation - wage-earner 
without management responsibility) 79 316 395 

 

External personnel groups: 

As stated in section 3.1.6 the consultants shall select the internal personnel groups with 
associated hourly rates stated in 2005 prices, from the list below. 

 

Audit assistant: DKK 400/hour 

Auditor: DKK 800/hour 

Chartered accountant: DKK 1200/hour 

Lawyer: DKK 1500/hour 

 

Overheads shall not be included in addition to the external hourly rates 
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Appendix 3: Overhead percentage 

Accounted in the following is how the overhead percentage of 25 per cent is calculated. The 
calculation was made in connection with the pilot measurement of the Presentation of Accounts 
Act.8 Unless specific conditions militate otherwise, an overhead percentage of 25 per cent shall 
be employed in all measurements. 

In addition to the direct staff wage costs there is a range of indirect costs associated with the 
undertaking of administrative activities in the businesses. These are included in the overhead. 
The various types of indirect costs are outlined below: 

 

Human Resource 

- Personal training and development 

 

Information technology 

- Telephone / Communication facilities 

- IT - infrastructure 

- Hardware, Software 

 

Personal indirect costs 

- Entertainment 

- Office articles 

- Subscriptions 

- Memberships 

 

General indirect costs 

- Depreciation 

- Rent 

                                          

8 Danish Commerce and Companies Agency: ”Standard Cost Model – Baseline measurement of the Presentation of 

Accounts Act (January 2004). 

 64 



 

- Insurance 

- Light, electricity and water 

- Repairs 

 

There does not exist one immediate data source that can be employed for the calculation of 
overheads at the departmental level in the businesses. It is therefore necessary to compare 
several different sources for the calculation of the individual elements of the overhead. 

 

Information technology 

The outlay for investment and maintenance of IT is assessed, against the background of the 
interviews with the businesses (in the measurement of the Presentation of Accounts Act), as 
being the largest indirect cost that can be specifically attributed to the staff in the accounts 
department. In addition to the direct investments in hardware and software, costs of internal 
IT support, technical service from external suppliers, training of staff etc., shall be attributed 
to the IT costs. 

It is difficult to assess the extent of the IT costs per employee in the businesses. The 
investments in IT can be determined by the businesses against the background of their 
internal accounts, but the other costs will require a number of calculations to establish. In 
calculating the overhead percentage for use with the measurement of the Presentation of 
Accounts Act, the decision was made therefore to employ the Gartner Group’s TCO analyses 
(Total Cost of Ownership), which are general calculations of what it costs to operate an IT 
workplace for a year. Described below is what is covered by a TCO analysis. 

 

Establishment costs 

- Acquisition of software and necessary hardware components 

- Installation, setting up and rolling out of software 

- Training of IT personnel 

 

Operating costs 

- Internal ongoing support and maintenance costs 

- Updating 

- End-user support 
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External costs 

- Agreements regarding facility management, technical service, hotline etc. with external 
suppliers. 

- Training costs for super users and general users 

- Costs of integration between sub-systems 

 

Hidden costs 

- Costs in connection with lost productivity as a result of broken down systems 

- Lower end-user efficiency and performance 

- Extra costs that follow from ”non-standard” configuration 

 

Gartner’s calculations result, on the average, in TCO comprising 2 to 3 times the purchase 
price of hardware and software, corresponding to an annual outlay of the order of magnitude 
DKK 40 000 to 60 000 per IT workplace. Some estimates are made in connection with the 
measurement of the Presentation of Accounts Act, based on individual businesses’ internal 
accounts that support this interval of IT costs. The interviews with the businesses have shown 
that the accounts department in the biggest businesses is generally supported by more 
advanced IT systems than in the smaller businesses. Combined with Gartner’s results for the 
average TCO of an IT workplace, the IT costs per member of staff in the accounts department 
in the small businesses, i.e. the B-businesses, are set at DKK 40 000, while the IT costs in the 
C-businesses are set at DKK 60 000 per year.9

 

General indirect costs 

From the Danish Central Bureau of Statistics’ accounts statistics it is possible, by means of a 
special analysis, to produce information regarding the businesses’ expenditure for rent etc. and 
expenses regarding acquisition of small inventory/operating equipment with a short lifespan, 
that are assessed as covering half of the general, indirect costs for staff in the accounts 
department, cf. the table below. These costs cannot be specifically attributed to the accounts 
department, but the share of the costs per member of staff may be assumed to be largely the 
same for all departments in the business. 

                                          

9 B-businesses as generally assessed as corresponding to small and medium-sized businesses, while C-business are 

assessed as being large businesses. 
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Table 1: General indirect costs per member of staff apportioned according to number 
of staff in the business 

 0-9 10-19 20-99 100+ All 
groups 

286 446 2.198 5.852 2.945 Outlay for acquisition of small inventory/operating 

equipment 

Outlay for rent 5.691 11.839 17.894 16.706 13.487 

In all 5.977 12.285 20.092 22.558 16.432 

 

It is seen form the table that the general indirect costs per employee are less in businesses 
with fewer than 20 employees, which is first and foremost due to lower expenditure on rent.  

 

Training 

The Danish Central Bureau of Statistics publishes annual Work Costs Statistics that contain 
data regarding the businesses’ staff costs that are not directly related to wages. The statistics 
contain information about costs for training broken down according to size of business and 
type. The training costs comprise the sum of:  

- Costs of external training 

- Fees to external instructors 

- Costs of internal training 

 

The annual training costs are broken down in the table below according to number of staff in 
the business. 

Table 2: Annual training costs per member of staff apportioned according to number 
of staff in the business 

Number of staff Costs per member of staff 

10-49 employees 1.753 

50-99 employees 2.285 
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100-199 employees 2.423 

Over 200 employees 2.936 

In all for all businesses 2.187 

 

It is seen from the table that the training costs increase with the size of the business. For the 
smallest businesses the cost is DKK 1 753 a year and, for the largest businesses, almost twice 
that at DKK 2 936.  

The statistics do not cover businesses with less than 10 employees. However, since the 
training costs increase with the size of the business it is likely that the training costs for 
businesses with less than 10 employees will be less than DKK 1 753 per year per employee. 
This is, however, devoid of significance for the overall result, as the training cost is limited in 
relation to the overall overhead. 

 

Personal indirect costs 

The last component in the overhead for accounts staff is the personal indirect costs. It has not 
been possible to produce data for calculating this cost. It may, however, be assumed that the 
cost is limited in relation to the other costs, and it has therefore been decided to ignore this in 
the calculation of the overall overhead. 

 

Calculation of overall overhead 

The following table summarises the calculated overhead costs of the staff in the accounts 
department. It is seen that the overall overhead in the small and medium sized businesses is 
DKK 50 884 and in the large businesses DKK 83 873 per member of staff per year. 

 

Table 3: Overhead costs per member of staff per year, 2002 

 Small and medium 
sized businesses 

Large businesses 

Information technology 40.000 60.000 

General indirect costs  9.131 21.325 

Training  1.753 2.548 

Personal indirect costs - - 
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In all 50.884 83.873 

 

In order to calculate the overall cost per hour as the sum of the direct and indirect costs for 
the various groups of staff, it is necessary to work out the overhead per hour. The direct wage 
costs are established as the earning per work hour performed, i.e. including overtime and 
excluding holiday times, free times on public holidays and absence times as a result of illness 
etc. The overall number of performed work hours is accounted by the Danish Central Bureau of 
Statistics in the Labour Survey. In these statistics there is stated, among other things, the 
number of performed hours for persons with a normal working week of 37 hours which, 
averaged over the year, amounts to 31.1 hours. This corresponds to the number of performed 
hours on an annual basis being 1 617 hours. This figure is used for the calculation of overhead 
per performed work hour. 

The table below summarises the direct and indirect costs for each of the three categories of 
businesses, where the same overhead in DKK is assumed for all groups of staff.
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Table 3. Overall costs per performed work hour broken down according to category 
of business and type of staff 

 

 Direct  
cost 

Indirect  
cost 

In all Indirect costs as a 
percentage of direct 

costs 

 Small and medium 
sized businesses 

    

Accounts department 185 31 216 17 

Accounts 
manager/Finance 
manager 

 
224 

 
59 

 
283 

 
26 

Director/management 236 59 295 25 

     

Large businesses     

Accounts department 185 52 237 28 

Accounts 
manager/Finance 
manager 

 
261 

 
52 

 
313 

 
20 

Director/management 387 52 439 13 

The calculation covers the most important elements in the overhead of staff in the accounts 
department that varies from 13 to 28 per cent of the direct costs. With regard to future 
updating of the baseline measurement it is appropriate to assume a fixed percentage that is 
retained over several years. As some of the smaller costs are not included in the above, for 
example the personal indirect costs, a fixed percentage of 25 is assumed that lies at the upper 
part of the interval. 
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Appendix 4: Overview of amendments made to the manual 

 

Amendments carried out May 2005  

 Introduction amended, whereby both ex-ante and ex-post measurements are now 
described. 

 Removal of all text regarding zero-base measurement 

 Section on population, frequency and incidence compiled and examples inserted 
(section 3.2.5) 

 Different types of business interviews have been described (section 3.3.2) 

 Levels 15, 16 and 17 deleted, as they are covered by the template for reporting  

 

 

Amendments carried out January 2005  

 Regulations with an executive order status are also included in the measurement 
(section 2.3.1). 

 Information obligations that are not included in a Standard Cost Model measurement: 
rules that involve less than 100 hours administrative work and information obligations 
where a cost-determined reimbursement is given (section 2.3.5). 

 Measurement of digital solutions (section 2.3.6). 

 Memoranda shall no longer be sent to the Danish Commerce and Companies Agency as 
an extension of the conclusion of each individual level in the measurement. Instead the 
consultants shall continually assure themselves that it is documented how the individual 
levels are carried out. This documentation shall form the basis of the status reports that 
is to be drawn up in extension of phases 1 and 2, as well as when drawing up the final 
report under phase 3. This does not, however, alter the fact that the Danish Commerce 
and Companies Agency shall be continuously brought in and advised about 
methodological choices, demarcations etc. in connection with carrying out the 
measurement. 

 Categorisation of messages has been updated (step 1, section 3.2.1) 

 The number of standard activities has been extended by an activity regarding 
”Reporting/submitting information” (step 1, section 3.2.1) 
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 Division into obligatory/voluntary information obligations, including the subsequent 
division in regulation requirements, subsidies and certificates, has been specified (step 
3, section 3.2.3) 

 It has been specified that no ABC division shall be made of the rules that are to be 
included in the zero-base measurement (section 4) 

 External personnel groups with associated hourly rates are included (appendix 2) 

 

Amendments carried out October 2004  

It is specified in chapter 4 that the zero-base measurement shall only include rules that are 
adopted after 27 November 20901. The effect of a proposal is, however, calculated in relation 
to the date when it comes into effect. 

 

Amendments carried out September 2004 

The amendments consist primarily of extensions and specifications of methods and procedures 
under the individual levels. The only actual additions are that the businesses’ expenses for 
acquisitions shall, in certain cases, also be included in the measurement, cf. section on cost 
parameters (step 7, section 3.2.7), and that the messages shall be categorised in connection 
with the mapping of regulations, cf. section of breakdown (step 1, section 3.2.1). 

Other specifications relate to, e.g.: 

 Demarcation of the measurement – only commercial-relevant Danish laws and statutory 
instruments are measured (section 2.3.1) 

 Specification of when voluntary rules are to be measured, and categorisation of this 
(section 2.3.3, and step 3, section 3.2.3) 

 Definition of private businesses has been extended (section 2.3.2)  

 Categorisation of the messages is added under step 1. In addition the ABC division has 
been moved to step 1, as the ministries can proceed with the division as soon as the 
legislation is broken down (section 3.2.1)  

 It is specified that the breaking down of the legislation under step 1 shall also cover the 
laws and executive orders that are to be included in the zero-base measurement 
(section 3.2.1) 

 Section on related regulation and demarcation to other legislation is specified (´step 2, 
section 3.2.2)  

 Digital reports have been defined in section 2.3.6  
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 Acquisitions and standard wage rates have been added under step 7, section 3.2.7  

 The working out of the interview guide has been extended under step 8, section 3.2.8  

 The inclusion of the reference group in levels 9, 13 and 15 is specified  

 The business register’s statement of forms of ownership is included (appendix 1) 

 Internal personnel groups with associated hourly wages are included (appendix 2) 

 The calculation of the overhead percentage of 25% is included (appendix 3) 

 

Finally a few specifications have been made of the ABC guideline to the ministries, that 
primarily consist of A and B being divided into, respectively, ”EU” or ”other”. In addition it is 
unspecified whether it is all Danish laws and statutory instruments that are measured, and 
thereby what there must be of decrees/follow from decrees in these. Finally some linguistic 
corrections have been made. 
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Experience on executing 
Impact Assessment in 

Germany

Dr. Claus-Michael Happe
Ministry of Finance, Berlin



European Level

• White Paper 2005:

„ Dynamic consolidation is the leitmotiv of 
the Commission`s approach – an 
approach that is practical, ambitious and 
reflects stakeholders sentiment.”



National Level

Conclusions of the European Council, 
Brussels March 8/9 th:
“The Council invites Member States to set 
their own national targets of comparable 
ambition (ref. to the EU reduction target of 25% 
by 2012) within their spheres of 
competence by 2008, taking into account 
different starting positions and regulatory 
traditions.”



Cabinet decision of 25 April 2006:

“ Programme for the Reduction of Bureaucracy 
and Better Regulation”:

• Appointment of a Regulatory Control Council 
(RCC) as independent body under the auspices 
of the chancellory

• Creation of a political Steering committee to 
monitor the work in progress

• SCM as obligatory measure tool



National RegulatoryControl Council

• Tasks:

screening existing bureaucracy
preventing new bureaucracy



Processing structure



Specificity of the German approach

• only payroll cost, no  overheads 
(some MS reflect 50% overhead charge 
for Financial Institutions) 
compared to status quo: 25% easier to 
achieve???

• Assumption of homogeneous 
companies, i.e. it does not provide for 
differences in reporting obligations. 



State of work
• Focus on information obligations (IO) on federal 

and EU-level
• Exchange of experiences and knowledge with 

the Federal States (Länder) to ensure common 
methodology and discuss simplification 

• Ministries reported more than 10.000 IO for 
entrepreneurs (natural or legal persons)

• IO for citizens and administration will follow
• Commitment to a national reduction target of 

25% by 2011 (cabinet decision of 28 feb 2007)



2nd measurement circle
• Kick off for full scale SCM-baseline valuation in Jan 2007
• Federal Statistical Office measures the administrative 

burden of 20% of IO, that should cover about 80% of the 
costs

• Method: questionnaires, surveys or on-the-spot 
interviews

• These days panels are being held to specify the time 
needed to fulfil IO

• Evaluation: two blocks:
» Wages of employees x time
» Number of companies x frequency
» administrative burden = bloc 1 x bloc 2



Preventing new bureaucracy 

• new legal obligation must be examined in 
advance to determine new bureaucracy 
costs

• New  Council is part of legislative 
procedure



Example:
Law on Investments

Data Legal 
Basis

IO
Requ.

Time/
min.

Wages/
h

Price
t x w

Frequ. Numb
er of
Cases

Quan
t.
F x N

Price
P x QU

Risk
report

report 348 52,80 306,2 4 38 152 46.548

Notif. Noitfy
new 
funds

59 37,60 41,97 2 79 158 6.632



Preventing new bureaucracy:
Effect

Cut in Bureaucracy costs:

• Investment Law old: 14.252.547 €

• Investment Law new: 6.950.065  €



Complementary Work

• Financial Markets are dominated by 
“Brussels regulations”

• ex: CRD exposure limits in Artt. 111-115 of 
directive 2006/48/EC: transposition 
created high number of form sheets

• Consequence:
New government took a  “1 to 1 
transposition” approach to achieve a level 
playing field



Additional Activities

• In the implementation of the 2005 coalition 
agreement, a survey on Germany`s 
Banking surveillance system was carried 
out.

• DIW sent out  more than 800 
questionnaires and received a return of    
65 %



DIW survey

• In the average, banks are satisfied with the 
surveillance practice in general

• significant spread between different typs of 
banks (credit banks, saving banks, corporative 
banks)
– ex.: Does an integrated surveillance cause more 

bureaucracy? Spread between credit bank s and 
saving bank: 30%!

• lack in transparency and communication skills
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