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Executive summary

On 25 October 2018, following the publication of the draft secondary legislation creating the temporary permissions
regimes (TPRs) for ‘inbound’ EEA firms and investment funds which provide services in or are marketed into the UK, the
Prudential Regulation Authority (PRA) published two consultation papers (CP25/18" and CP26/187). These cover,among
otherthings, the PRA’s approachto banks and insurance companies in the TPR. This briefing summarises thoseelements
of the CPs which are relevant to EEA banks.

The PRA’s approachto theregulatory ruleset for the TPRs differs in anumberofrespects fromthat ofthe Financial
Conduct Authority (FCA) in its consultation paper CP18/29 (discussed in our earlier briefing). The PRA has proposed
taking atougher line in imposing the requirements applicable to third country firms on TPRfirms, subjectto relatively
limited (and as yet ill-defined) transitional relief.

The two PRA consultations run until 2 January 2019. Given the challenges firms will face to implement the requisite
changes by March 29 in the event ofa hard Brexit, it will be critical to reach a positionon the PRA’s expectations by
Christmas: we would urge firms to open lines of engagementwith the PRA as early as possible.
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Background

In December 2017, the UK Government confirmed that it would bring forward legislation to set upa TPR for inbound
passported EEA firms and investment funds toenable themto continuetheiractivities in the UK fora limited period
after Brexit. The aim ofthe TPRis to reduce the risk of harmassociated with an abruptloss of permissions by enabling
firms that passport into the UK to undertake new business that falls within the scope of their existing permissionsand to
service existing business. Itis also intended to allow relevant EEA -domiciled investmentfunds' to continue to be
marketed in the UK to newand existing investors.

Once the EU (Withdrawal) Act 2018 (EUWA) received Royal Assentat the end of June 2018, HM Treasury commenced
work on the secondary legislation required toensure the UK continues to havea functioning financial services regulatory
regime in the eventofa ‘hard’ Brexit where no transitional period s ratified. This has included the publication of the
statutory legislation creating the TPRs for EEA firms (including credit institutions) which passport (whetheron an
establishment or services basis) into the UK under the Financial Services and Markets Act 2000 (FSMA), including those
types of firms who also havetop-up permissions (TP firms) — the “EEA Passporting Rights (Amendment, etc., and
Transitional Provisions) (EU Exit) Regulations 2018™ statutory instrument (S1I) was laid before Parliament in September.

Whilst the TPR SIs include provisions to make the required changes to the UK’s legal framework (the legislative ruleset),
the question ofhow theregulators’ rulebooks (the regulatory ruleset) will apply to firms in the TPR has been left for the
regulators to devise andarticulate. It is for this reason that the publication ofthe consultations is to be welcomed. With

only five months untila possible ‘hard’ Brexit, clarity on how rule-set changes are to be dealt with during theregime is
critical.

Temporary transitional tool — the legislative ruleset

On 8 October, HM Treasury confirmed it will bring forward legislation toallow regulators to grantsome flexibility in
applying new legislative requirements under the EUWA. The power will enable the PRA to amend the effect of the
onshored EU legislative ruleset (suchas the Capital Requirements Regulation and European Market Infrastructure
Regulation). In the context of UK banks, the PRA indicates in CP25/18that it is considering exercising the transitional
powers in a broad way to delay the application of onshoring changes thatwould otherwiseresult in firms needingto take
action before exit day to comply with them, with certain limited exceptions. Itis not clear that, to theextent that the PRA
is responsible for onshored EU legis lation affecting EEA banks post-Brexit (for example aspects of MiFIR), transitional
relief will be provided.

Firms will need to assess how the changes brought aboutby the onshoring and amendmentofthe EU legislative ruleset
will affect themand may wish to approach the regulators where the changes are material.

Overview of how the TPR will operate

In relation to incoming EEA credit institutions and incoming EEA insurers, the PRA confirmed its approach to branch
authorisationand supervision backin March 2018 and requested that firms contact the regulator - please referto our
bulletin for more detail. Under the SI:

—  firms will need to notify the PRA thattheyintendto use the TPR. It is not yet clear what mechanismwill be used to
notify the PRA, orany timing or content requirements associated with the notification process: the PRA has
informally indicated that it will contact affected banks and thatthe notification process will be administrative only;

— thenotificationwindowwill close no later than exit day. Once the notificationwindow has closed, firms that have not
submitted a notification willnot be able to use the TPR. The FCA has indicated thatdetails of firms with temporary
permission will be shown on the FS Register;

—  firms with top-up permissions will need to submit a Variation of Permissions (VoP) application ratherthanan
authorisation application; and
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— if firms no longerwish to continue business in the UK they will be able to apply to cancel theirtemporary permission.
The FCA has indicated that an SI may be producedto legislate for the wind-down process for affected firms. The
Government has also committed to generate an Sl dealing with contractual continuity — ie permitting legacy contracts
to be serviced by EEA firms which cease to be authorised. This is yet to be published.

The CPs do not provide further information on the process whereby EEA banks may enterthe TPRs.

The PRA’s general approach in applying the

regulatory rule-set to TP firms

In contrastto the FCA, which has proposeda highly detailed set of rules determining the application of its regulatory
ruleset to TP firms, the PRA proposes a more straightforward approach, based on thefact that TP firms will become third
countryfirms fromthe point they enter into the TPR.

Branches

TP firms operating UK branches:

— will berequired to comply with all of the requirements towhich third country firms are subject, subject to
possible transitional relief;

— transitional relief is currently under consideration in respect of the following areas:
— PRA remuneration rules where they go beyond minimum CRD 1V requirements;and

— certain reporting obligations wherethey involve the segregation of branch dataand the reportingand review of
this datawhere thisis not already required.

Services firms
TP firms operating ona services basis will be subjectto amore limited set of rules that could apply toathird country
firm withouta UK branch. Chapter 7 of CP 26/18 indicates thatthese include parts of the:
— Fundamental Rules
— Auditors
— Change in Control
—  Close Links
—  Fees
— General Provisions
— Information Gathering
— Interpretation
— Notificationsand
— UseofSkilled Persons
— various Parts setting out the Senior Managers and Certified Persons (SMCR) requirements
— Parts relating to the FSCS.

In contrastto thepositionforbranches, the CP does notpropose transitional relief otherthanin relation to the SMCR
requirements.

We have indicated belowtherelevant parts that apply based on analysis of the proposed revised rules in the consultation:
this illustrates that there are other areas of the Rulebook thatwill apply that are notmentionedin chapter7.

All guidanceon therules set out above will also continue to be relevant.
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SMCR

The PRA has proposed applying the SMCR on the same basis to TP firms as it does tothird country firms. This would
entailboth branches and services firms appointingan SMF 19 with respect to the UK business, andin some cases other
SMFs.

To accommodate the need for new senior managers to be registered as a result oftheirchangein status, the Sl provides a
discretionary power for the regulators to deemsenior managers approved following the submission of their applicationon
a temporary basis. The PRA proposes to direct firms in the TPRto apply for SMF approval using an adapted formof Short
Form A and ashort formstatement of responsibilities. Firms will have a 12 week window fromexit day in which to
submit applications, within which relevant personnel will be deemed approved: thereafter they will be within the
transitional regime until the applicationis determined.

The PRA indicates thatit will also apply the certificationand regulatory references regimes to all TP firms, and is
consideringwhetherto granttransitional relief to services firms from the certification, conductandregulatory references
requirements.

Depositor protection

As aresult of Brexit, UK branches ofincoming EEA firms will no longerautomatically be within the scope oftherelevant

Home State depositor protection regime. It is expected that deposits taken by services firms froma place of business
within the EEA will continue tobenefit fromthe relevant Home State depositor protection regime.

In orderto ensure that eligible depositors with accounts with incoming branches remain protected, the PRA proposes to
provide FSCS protectionto suchdepositors fromexit day, with no transitional relief. This will oblige branchesto:

- put in place newdisclosures and acknowledgements (including stickers and posters) for new customers following
exit date;

- make disclosures to existing customers as to the changes in depositor protection within two months following exit
date;

- provide stafftraining onthe changein depositor protection;
- meet the UK Single Customer View (SCV) reporting requirements; and
- pay FSCS levies.

The systems changes necessary to provide information to the SCVare likely to be particularly challenging for branches.

How will application of the rule-set differ as between branch and services firms?

Afterexit day, the ruleset applicable to TP firms will change to that applicable to third -country firms, subjectto the
transitional provisions mentionedabove. TP firms that operate in the UK on a cross border basis (services firms) will see
the biggest change, as a number of requirements willapply to TP firms in the same way whetherthey operatein the UK
throughabranch or cross border. The table below summarises the main ruleset changes for TP firms®.

PRA Handbook / Branch impact Services firmimpact’
obligation

Fundamental Apply in full (ratherthan ona limited basis) | Apply in full
Principles

Note that the table is based on the position for a firm which has no top up permissions.

4 Note thata services firmwill most likely need to become a branch or a subsidiary once TPR ceases to apply.
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PRA Handbook /

Branch impact

Services firmimpact

obligation

Allocation of Apply in full Apply to activities in the UK; possible

Responsibilities transitional relief

Auditors Apply in full

Certification Apply to UK branch Apply to activities in the UK; possible
transitional relief

Change in Control Apply in full

Close links Apply infull

Conduct Rules Apply to UK branch Apply to activities in the UK; possible

transitional relief

Depositor Protection | Apply to UK branch deposits Do notapply
Dormant Account Apply to UK branch deposits Do not apply
Scheme
Fees Possible changeto basis of calculation of Apply
fees
Financial Apply in full (note thatvarious exclusions exist from the substantive requirements of the

Conglomerates

module for third country firms)

Fitness and Propriety | Apply to UKbranch Do notapply
General Provisions Some minor changes (disclosure) Apply
Housing Apply in full

Incoming Firms and No change

Third Country Firms

Information No change

Gathering

Internal Governance | Applyinfull Do not apply
of Third Country

Branches

Management Apply infull Do notapply
BExpenses in Respect

of Relevant Schemes

Notifications Apply in full

Permissionsand No change

Waiwers

Related Party Apply in full

Transaction Risk

Regulatory Reporting

Apply: likely changes to reporting

Apply: newreporting obligations
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PRA Handbook / Branchimpact Services firmimpact
obligation
Remuneration Apply to UK branch: UK superequivalent | Do notapply

requirementsto apply; subjectto possible
transitional relief

Senior Management | Apply to UKbranch Apply to activities in the UK; possible
Functions transitional relief

Senior Managers Apply to UK branch Apply to activities in the UK; possible
Regime — Applications transitional relief

and Notifications

Senior Managers Apply to UK branch Apply to activities in the UK; possible
Regime — Transitional transitional relief

Provisions

Use of SkilledPersons | No change

Contrast with the FCA approach to TP firms

The approachthatthe PRA has proposed s radically different fromthe FCA’s proposals. Differences include:

- the FCA generally proposes only to preserve thoserequirements which implement EU directives; the PRA has
chosento apply its rules generally;

- the FCA is offering substituted compliance for those rules which implement EU directives; the PRA does not;

- the FCA has sought to preservethe application of existing rules which are deleted at the point of Brexit; the PRA
has not.

This will make implementation particularly challenging in those areas where common requirements are currently applied
by both regulators — for example systems and controls requirements, which are applied by boththe PRA in a prudential
context and the FCA in a conductcontext.

Practical comments

The PRA’s approach will involve the assumption ofa large number of obligations at the point of Brexit. It seems likely
that firms will wish to pushbackbothon thevolume of requirements that apply — particularly to services business—and
the timing for their application.

As part of contingency planning for a hard Brexit, firms will need to prepare a gap analysis andan implementation plan
which takes accountofthe changed FCA and PRA ruleset and makes the necessary changes to policies, processes,
disclosures etc. As many firms undertake both branch and services activities in the UK, they will need to analyse the
proposed requirements taking intoaccountboth branch andservices business. (Interestingly, some of the new requirements
would not applyto services business where the relevant firmhas a branch — eg the SMCRrequirements — whilst in some
casesthe requirements will apply bothto branchandservices business.)

Given the limited time available to firms, it will be important to feed back early on the proposals, seek clarity on the
proposals (forexample whether they will be treated as lead regulated firms for reporting purposes) andto understand the
PRA’s approachto transitional relief well in advance of Brexit to finalise and operationalise the implementation plan. It is
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likely that some hard choices may be needed to prioritise resourcingto make sure that the most importantaspects of the
PRA’s expectations are met (the FSCS arrangements are likely to be most important here).
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