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Dear Sirs
Safeguards for partial property transfers

INTRODUCTION

1. Ernst & Young LLP welcomes the opportunity to offer its views on HM Treasury’s Special
resolution regime: safeguards for partial property safeguards (“the Proposals™). We trust
these views will be considered in reference to our overall opinions on the Special
Resolution Regime (SRR), which we shared with HM Treasury in our response to earlier
consultations.

Our interest

2. Ermnst & Young is one of the largest global professional services organisations. We provide
a wide range of audit, accounting, tax, corporate finance and other business advisory
services. All of our UK activities are supervised by the Institute of Chartered Accountants
in England & Wales, with further supervision over certain parts of our business by the
Financial Reporting Council, the Financial Services Authority (“FSA”") and other regulators.

3. Our interests in the Proposals are twofold:

o Qur client base is diverse representing most sectors and industries, including
banking. As business advisers, particularly in the areas of auditing, advisory and
restructuring, we have seen the wide-ranging effects of the recent “credit crunch”
on most sectors and industries, including those effects which form the subject
matter of the Proposals.

o We are a large business in the UK with over 9,500 partners and employees. Not
only do all of our people have a personal interest in the specific issue of depositor
protection but, as individuals and as a business, we are dependent on a fully
functioning banking system in the UK.
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4. \We have a number of general observations to make on the Proposals that we outline
below, before commenting on specific questions. The observations highlight issues which
we consider to be particularly important, especially in the context of protecting creditors’
interests in a partial property transfer and rebuilding confidence in the banking sector.

GENERAL OBSERVATIONS

Principles-based code

5.

Firstly, we note that the proposed safeguards are to be covered, for the most part, in a non-
statutory code rather than secondary legislation. The use of a code should allow some
degree of flexibility for the Treasury, in terms of when and how safeguards are to be
applied. Similarly, a code should be in the interests of creditors, given that financial
products and contracts are constantly changing and therefore the scope of safeguards

 needs to keep pace. This is more easily done if they are framed in a code rather than

legislation. However, we believe this could have the effect of making some creditors feel
uncertain, rightly or wrongly, about the extent of protection that might be afforded to them in
the event of a bank failure, notwithstanding the principle of No Creditor Worse Off (NCWO).
For this reason we suggest that compliance with the code should be made mandatory in
legislation.

Carve-outs

B.

In the current climate we advise against taking any measures that could be perceived
negatively by creditors, especially if there is a risk that they could undermine trust in the
SRR as a whole. For this reason we welcome the proposal fo introduce - in secondary
legislation - partial transfer carve-outs for those contracts which are subject to set-off and
netting arrangements. This should help to protect regulatory capital requirements for the
banks and their counterparties, who might otherwise have to settle liabilities on a gross
basis and limit their lending capacity accordingly.

Creditor categorisation
7. However, under this arrangement some creditors, e.g., those categorised as “retail

depositors” and safeguarded by the Financial Services Compensation Scheme (FSCS),
might not be transferred in every case to a bridge bank or private purchaser. We believe
this raises an important issue as to how different depositors are categorised, because it
could have a bearing on whether they are left in the residual bank or transferred to a
newco. Therefore we encourage the Treasury to provide clear and detailed guidance on the
categorisation of creditors, and to consult on this from time-to-time to ensure it is
transparent and provides up-to-date information.

On a related point, we note that there may be reasons why it might be difficult to conduct a
“whole bank transfer”, when the Treasury is required to transfer foreign creditors. There
may be situations where local laws in the creditors’ home jurisdictions regard this type of
action as prejudicial to the interest of these creditors. This might create a situation whereby
a partial transfer takes place in all but name, leaving foreign creditors in a vulnerable
position.

We suggest that the Treasury might explore the foreign creditor question further, perhaps
with input from the Expert Liaison Group, to consider the probability of difficulties arising
and how they might be resolved. We believe it is important, in the interests of maintaining
the appeal of UK banks to foreign creditors, that potential complications like this are
identified early on and dealt with, as far as possible, via the SRR.
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Compensation

10.

Finally, regardless of the estimated counterfactual value of a “whole bank” liquidation, and

the level of compensation (or difference in value) awarded to residual bank creditors, there

needs to be a clear procedure and guidance for creditors who wish to contest the

compensation. This should be augmented with a principles-based compensation scheme,
which outlines how compensation is calculated.

RESPONSE TO QUESTIONS

Set-off and netting

Q1.

Q2.

Q3.

Q4.

Do you agree that there should be a broad ‘catch-all’ set-off and netting safeguard,
with appropriate carve-outs?

Yes we agree. We believe it is particularly important at this time, with the effects of the
credit crunch and economic slow down, that nothing is done to put further strain on
regulatory capital requirements and thereby restrict further the capacity or willingness of
banks to lend money.

A loss of set-off and netting provisions from just one partially transferred bank, could
force dozens of its counterparties fo account for their respective credit exposures on a
gross basis, constricting their future lending capacity to others. For this reason we
encourage the Treasury to keep these carve-outs under review, and to be open to
suggestions to consider others at the appropriate time.

Do you have any views on the likely effectiveness of this safeguard?

We believe it is important that these safeguards and the carve-outs are explained clearly
and consistently in the proposed code. Of particular note is the need to clarify matters for
foreign creditors to ensure there are no complications raised by their local laws and
regulations.

Do you agree with the proposed ‘carve-outs’?

We agree with the proposed carve-outs, but wish to encourage the Treasury to keep
these under regular review, to ensure they remain relevant. This means they should be
transparent and subject to appropriate consultation, to help maintain confidence at alil
times.

Do you agree with the proposed actions to be taken following a breach of this
safeguard?

There does not appear to be a great deal of information on proposed actions in the event
of a breach. Section 6 of the draft Safeguards Order, (Annex A in the consultation
document) states that a person who considers that there has been a breach may notify
the Bank, specifying why and how it considers that a breach has occurred. The Bank
then has 30 days in which to take steps to remedy the breach or notify the person
concerned why it considers that a breach has not occurred.
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Q5.

Qeé.

We believe there is more scope for the Treasury to explain the applicable process if a
safeguard has been breached, perhaps with the inclusion of illustrative scenarios to help
build confidence in the regime.

Do you have any views on how the safeguard is framed in the draft Order?

Other than the points raised in response to Q4, we believe there should be an option for a
complainant to contact a specially convened Treasury panel (comprised of independent
valuers) which can adjudicate on complaints and compensation claims. This could help to
expedite resolutions outside Court, reducing time and cost accordingly. We believe this
could be particularly useful in the event that a creditor wishes to contest a counterfactual
valuation.

Are there any practical considerations {for example around the operation of events
of defauit) that the Government will need to address to ensure that the set-off and
netting safeguard works as planned?

We cannot identify any specific considerations, other than the timing of a partial transfer
and communications with creditors and other stakeholders, at the beginning, middle and
end of the process. As with any insolvency situation, identifying the key parties and
keeping an open dialogue with them can help to avoid or diffuse misunderstandings and
potential conflict.

Security interests and structured finance

Q7.

Q8.

Do you agree that this safeguard should encompass all charges?

Yes we agree, safeguarding even the broadest floating charges shouild help to augment
the market’s confidence in the overall effectiveness of the SRR. However, it will be
difficult in legal terms to define a clear carve-out for floating charges over “substantially”
all of a bank’s assets. In addition, the Financial Collateral Directive — extended by UK
protections — places a legal requirement on the government to ensure that the integrity of
security interests is upheld. This alone will add complexity to any proposed carve-out.

Do you agree that the likelihood of banks beginning to grant wide-ranging floating
charges over their assets (whether in ‘normal’ conditions, or under stress} is low?

Yes we agree. In support of our response to Q7, and accepting that a broad floating
charge could hinder a partial transfer, we believe the prospect of a majority of banks
granting wide-ranging floating charges is unlikely, especially in the current climate. in
particular, there is a possibility in our view that banks which have already granted wide-
ranging floating charges may be regarded by other potential lenders and creditors in
general, as over exposed and a “bad risk”. This alone should deter maost banks from
adopting this type of borrowing arrangement.
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Q9.

Q10.

Q11.

Q12.

Q13.

Do you have any other views on how the issues related to floating charges and
SRR flexibility could be addressed?

In our opinion the key issues to which this question refers are outlined in the Proposals.
They provide a clear and succinct summary of the situation and we have no further
comments to add at this time. However, we note that the Treasury intends to consult
further on these issues, and no doubt this will capture views from other banks and law
firms. We look forward to the subsequent report, and at that time we may have more to
say on this matter.

What are your views on the Government’s proposal to restrict the observance of
EU law to the strict Directive definitions? Are there elements of the UK
implementation of the relevant EU laws that the Government should consider
protecting in the safeguard?

If the government believes, as we do, that banks are unlikely to grant wide-ranging
floating charges, for reasons we have already explained, maybe the safeguards should
cover the UK'’s extended definitions of security interests. This would be consistent with
the government’s intention to build confidence in the markets in general, and the regime
in particular. The added safeguards might also help to provide added competitiveness to
the UK's banking markets, by increasing confidence amongst existing and future
creditors.

Do you agree with the proposed actions to be taken following a breach of this
safeguard?

We agree with the proposed actions, as outlined in the Safeguards Order paper.
However, if or when actions are enforced, we encourage the Treasury to review their
effectiveness, in the interests of the creditors and with a view to making any amendments
to the Safeguards Order deemed necessary by the market. This should be done through
public consultation, and any changes made should be fully transparent.

Do you have any views on how the safeguard is framed in the draft Order?

No we do not.

Are there any practical considerations (for example around the operation of events
of default) that the Government will need to address to ensure that the security
safeguard works as planned?

We refer you to our response to Q6, which outlines general “good practice” in situations
such as this. This means focusing on the timing of a partial transfer and communications
with creditors and other stakeholders, at the beginning, middle and end of the process.
As with any insolvency situation, identifying the key parties and keeping an open dialogue
with them can help to avoid or diffuse misunderstandings and potential conflict.
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Proposed safeguard

Q14.

Q15.

Q16.

Do you agree with the Government’s position that ‘structured finance’
arrangements should not be subject to possible disruption in a partial transfer
situation?

Yes we agree with the government’s position on this maiter. In our view, any form of
disruption, or even a perceived threat of this outcome to structured finance deals, could
severely restrict the ability of banks to make use of the underlying instruments in the
future. This is because a partial transfer disruption would, in effect, breach the terms of
structured finance contracts and undermine the integrity of the bank as a trusted OTC
counterparty, creating significant uncertainty in the financial sector. Certainty is essential
because without it financial institutions might struggle to obtain clean legal opinions on
their netting arrangements. This may in turn adversely affect their regulatory capital
requirements which could decrease further the level of liquidity in the banking sector.

Do you think that an additional explicit term protecting ‘structured finance’
arrangements from disruption is required in the Order?

If the government believes that an additional explicit term in the Order would help to
bolster the protection of structured finance arrangements in the SRR, for the reasons
explained in response to Q14, we can think of no immediate objection to the principle of
taking this action.

However, close attention will need to be paid to define the specific types of “arrangement”
to be included in the Order. This is because these contracts are constantly evolving and
therefore changes will need to be made to the Order to ensure these protections remain
relevant and applicable. If this proves to be problematic, it might be advisable to keep this
list in a code underpinned by statute, which can be updated relatively quickly and easily.
The examples of contracts provided in the Proposals seem acceptable to us, but no
doubt this list could be extended.

If this is necessary, do you have any suggestions for how this term might be
framed in a sufficiently powerful but flexible way as to provide legal certainty and
avoid damage to the Authorities’ ability to execute a partial transfer?

We have no suggestions at this time, but we would be interested in reviewing and
commenting on any wording the government proposes to use.

Third party compensation

Q17.

Do you agree with the need for the NCWO safeguard?

Yes, but only to the extent that a Third Party Compensation Order works effectively in
support of the NCWO safeguard, and there are procedures in place for any third party
who wishes to contest their award under a claim for compensation.
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Q18.

Q19.

Q20.

Q21.

Do you have any views on the process stated above, or on the assumptions we
suggest that an Independent Valuer should work under?

We agree that the independence of the valuer must be assured at all times, and their
appointment by an independent third party should help in this regard. It also follows that a
valuer of high repute should be sought, because so much will depend on their judgment,
which could make or break the NCWO safeguard.

However, we believe that creditors might be concerned about the process for removing a
valuer. This is because the power to take this action is limited to the person who
appointed the valuer, on grounds (incapacity or serious conduct) which might be
complex, lengthy and subject to appeal. A delay in this process might undermine
confidence in the safeguard, and there may be issues with the time required to find and
appoint a successor.

To mitigate these risks we suggest that the Treasury considers the option of appointing,
by independent means, more than one valuer (but probably no more than three),
particularly in complex or lengthy cases. This could have three advantages by: i} adding
further independence and integrity to the process of valuation; ii) providing contingency if
one valuer has o be removed or chooses to resign; and iii) allowing for the calculation of
a “mean valuation”, which could add further credence to the valuation amount and deter
creditors from contesting the final compensation award, or seeking a “reconsideration”
through a Court or - as we suggested in our letter dated 15 September 2008 - an
adjudication panel. Clearly the potential advantages would have to be weighed against
the additional costs associated with more than one appointment.

Do you have any concerns over the likely effectiveness of the safeguard
Regulations as they are presently framed?

We have none, other than the potential issues we have raised in response to Q18. If any
changes are made in regards to the independent valuers, along the lines we have
suggested, we would expect to see them ratified in the Regulations.

Do you have any views on how the Regulations could be better framed?

Please refer to our response to Q19.

Do you agree that there should be no general restriction of scope safeguard in
secondary legislation given the other legislative safeguards that the Government is
proposing?

We agree, as long as the proposed code is underpinned by statute and provides
stakeholders with the legal certainty and assurance they need, whilst allowing for
flexibility to accommodate different forms of partial transfers in the future.
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Q22.

Q23.

Q24.

Q25.

Do you think there are other scope restrictions that would help give the industry
certainty without unnecessarily reducing the Bank’s flexibility to execute a partial
transfer?

We believe that the proposed scope of restrictions should help to give certainty to the
banking sector and markets in general, especially if they can be formed in a statutory
code.

Do you agree that there should be restrictions placed on reverse property
transfers?

We agree that restrictions on reverse property transfers should be introduced, but we
encourage the government to provide clear guidance to ensure that any reversals are
conducted on the grounds of a balanced decision. This means for example, that the
salability of a bridge bank is not compromised because prospective buyers are deterred
by previously undetected liabilities, which cannot be sent back to the residual bank.
Conversely, the transfer of a creditor from a bridge bank to the residual bank could deter
that creditor from doing business with the bridge bank.

Do you agree that the restriction should take the form of a list of property which
cannot be transferred under reverse property transfer powers?

We agree with this approach. This is because a list should provide more transparency
and certainty over the restriction, with a corresponding increase in confidence amongst
creditors. However, we encourage the Treasury to keep the list of restrictions under
review, via appropriate consultations, to help ensure that new forms of property are
accounted for in future partial transfers.

If so, what property should be protected from being transferred back?
We believe that the items highlighted in the Proposal (paragraph 5.20, page 27} ought to

be included, and any other contracts subject to set-off and netting arrangements, for
reasons already explained in responses to earlier questions.

Code of practice

Q26.

The Government is seeking general views on the draft code attached in Annex C
and requesting suggestions for other issues under parts 1, 2 and 3 of the Banking
Bill that it should cover.

We have no further comments to make.
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CONCLUSION

In conclusion we welcome the Treasury’s response to earlier consultations on the SRR,
particularly in regards to the request for safeguards against the potential downside of partial
property transfers. There are, however, issues which could add complexity to these matters
which perhaps merit closer inspection. They include the position of foreign creditors and
whether their local jurisdictions could impact on partial or “whole bank” transfers.

In general terms we encourage the Treasury to provide more detail in the code, perhaps
making use of examples to explain how the various safeguards will work in practice. This
should help to reassure creditors that sufficient fit-for-purpose safeguards are in place, and
these will operate effectively ifiwhen required.

Finally, we believe that in many respects these safeguards are about building stakeholder
confidence and promoting a positive image of the SRR, Therefore adding provisions to a
voluntary code might, for the time being at least, provide less certainty and assurance for some
creditors, notwithstanding the need for a degree of flexibility. For this reason the Treasury
might wish to make it a statutory requirement for banks to compiy with the code, whilst keeping
secondary legislation under close review to ensure it remains targeted, proportionate and
effective.

We are grateful to HM Treasury for publishing this consultation. We hope that you have found
our comments helpful. If you would find it useful, relevant members of our firm are available to
discuss further any of the points we have raised.

We wish you every success with the rest of the consultation process and encourage you to
publish all non-confidential responses shortly after the closing date. We look forward to reading
the results. '

Yours sincerely

Regulatory & Public Policy
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Special Resolution Regime: Safeguards for Partial Property Transfers
1. Introduction

We are grateful for the opportunity to respond to the November consultation of the tripartite authorities (the
Authorities) on safeguards for partial property transfers under the special resolution regime (SRR).

As a law firm, our principal concerns with the regime remain issues raised by the proposals which go to legal
and regulatory certainty. Accordingly, this response primarily focuses on legal and regulatory issues raised
by the proposals of the Authorities, and in particular addresses the proposed safeguards in respect of netting,
collateral and structured finance under the SRR. Other market participants are better placed to address
commercial and economic consequences of the proposals, and confidence (or otherwise) in the "no creditor
worse off" (NCWO) compensation provisions.

This response comprises some high-level thoughts on the issues raised by the consultation and individual
responses to the questions in the consultation. We would be delighted to meet with the Authorities to discuss
any aspects of this response, whether alone or with other law firms or market participants. Please refer any
questions or comments to Bob Penn (bob.penn@allenovery.com) in the first instance.

2. Summary

o The safeguards for security are welcome. Provided that the safeguards for security and set-off are
properly drafted, we are not convinced that the safeguards for financial collateral are necessary.

e For reasons of commercial certainty set-off and netting must be protected in all relationships between
commercial organisations. As an exception to this position, where the counterparty is an eligible
claimant under the Financial Services Compensation Scheme (FSCS) we believe that there may be
policy reasons for overriding set-off and netting.

o There must be protections in clauses 22 and 38 of the Banking Bill for contractual termination rights to
the extent necessary to allow counterparties to exercise set-off and netting rights.

e A non-statutory commitment not to upset regulatory capital netting is unworkable: statutory protections
are necessary.

o Explicit safeguards should be put in place for structured finance.
e In respect of arrangements subject to set-off and/or netting (nettable arrangements) which include a
foreign property element, an order must be made prohibiting the transfer of any part of the arrangements

from the failing bank.

o The definitions of "security interest", "set-off" and "netting" in clause 48 of the Banking Bill need to be
re-worked to preserve the legal meaning of these expressions, as generally understood by the market.

e We would question the complexity of the NCWO arrangements and whether there will be market
confidence in them.

3. Background and general comments
(a) Background

We refer to the background section of our response to the July consultations, which is annexed to this
response as Appendix 1.
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b) Process

We are disappointed that the Authorities have not been persuaded as to the need to defer the implementation
of a partial transfer tool until the issues have been properly considered and been subjected to cost-benefit
analysis. We remain of the view that a knee-jerk response could have considerable negative consequences
for UK banks, and that drastic change is being wrought too quickly and without due consideration.

It is unreasonable to expect the Expert Liaison Group to be able to give a considered view on the feasibility
of the legislation in the time allowed. We welcome the reassurances from the Authorities, however, that the
Banking Bill will not be brought into force until the relevant secondary legislation (referred to in the
consultation paper as the Safeguards Order) is finalised.

(c) Effect of the SRR

We remain concerned that the SRR, by upsetting legal certainty, could be a significant disincentive to
investment in the UK banking industry, and to contracting with UK banks under English law. As we
indicated in our earlier response, this could adversely affect the position of UK banks relative to their
competitors; the position of London relative to other European financial centres as the best European
headquarter for non-European financial institutions; and the success of the English legal system (and hence
legal industry). We are aware of at least one non-UK banking client which has indicated that, unless the set-
off issues referred to in this paper are resolved, it may cease doing business with UK banks. We also believe
that comparisons with the US regime are invidious given the differences between the nature (and mobility)
of the financial industries of the two jurisdictions.

The safeguards need to be addressed as a minimum condition to the feasibility of the regime. We are pleased
that the concerns raised about legal certainty, and the importance of netting and collateral arrangements, have
been acknowledged by the Authorities. Safeguards will be a key mitigant to the significant legal and
commercial risks to the place of the UK in international financial markets. However, the safeguards proposed
in the consultation are insufficient in our view to provide legal and regulatory certainty to market
participants, and could carry very significant costs for UK banks and their position in world markets. These
must be made to work properly: the costs of an unworkable regime would be very high. Negative effects on
interbank lending at this time would be highly undesirable.

@) Lessons from Iceland — foreign property

Recent events in Iceland illustrate the potential cost of inappropriate nationalistic responses to global
problems.

The Icelandic emergency legislation providing for the transfer of the undertakings of Landsbanki, Glitnir and
Kaupthing to state-owned vehicles were in part modelled on the Banking (Special Provisions) Act 2008. The
UK response to the Icelandic measures is well documented. Less well-documented, but of great importance,
is the illustration that the Icelandic situation provides of the limits of national governments' powers to
undertake rescues of cross-border banks. The exercise by the Icelandic authorities of powers under the
Icelandic legislation raised a number of complex conflict of law issues around the recognition of moratoria,
administrative proceedings and the transfer of assets.

Landsbanki, Glitnir and Kaupthing were party to a great number of foreign (non-Icelandic) law contracts,
and had substantial foreign assets (particularly in the case of Landsbanki and Kaupthing). Counterparties to
those contracts, and other stakeholders, have in many cases taken action without reference to the Icelandic
legislation: for example, closing out ISDA master agreements, exercising rights of set-off or commencing
proceedings outside of Iceland in order to attach local assets. Where the exercise of such set-off rights or the
commencement of such proceedings is specifically prohibited by the Icelandic legislation, there have been
real doubts as to whether foreign courts will recognise the Icelandic legislative overrides.
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The same position would be likely to apply were the Authorities to seek to exercise powers in relation to
foreign (non-UK) contracts or property — with overseas courts not recognising the transfer order made by the
Authorities. This is implicit in the provisions of the Banking Bill, but does not appear to have been
sufficiently thought through in constructing safeguards. We comment further on foreign property below.

(e) Bank holding companies

We note with interest the comments of the Chancellor in the pre-budget report in relation to applying the
SRR to bank holding companies and possible developments in relation to investment firm insolvency.

The question of scope of application of the SRR tools is of critical importance to the industry, which may
face some very difficult decisions in the event that the issues raised by this paper are not satisfactorily
addressed. These include potential restructuring to retain international competitiveness. The threat of group-
wide application of the SRR tools is of great significance to such measures. It is critical that the Authorities
give a clear view on the likely scope of revised application as soon as possible to enable banks and other
market participants to respond to the situation.

4)) Bill — other areas

While outside the scope of the consultation, it must be pointed out that the Bill contains a number of
unreasonable and disproportionate provisions. Specifically, the so-called 'Henry VIII' clause' and
unrestricted provisions to impose requirements on group companies on failing banks are heavy-handed,
unnecessary and undesirable. They may carry as yet unforeseen consequences and costs for the industry.
Although the amendments to clause 75 to the effect that the powers will not be used to amend the Bill or any
secondary legislation passed under the Bill are to be welcomed, it would be highly preferable (from the point
of view of preserving legal certainty) if this clause could be deleted in its entirety or its scope limited to
agreements entered into after the date of any such change in the law.

Furthermore, if the safeguards for set-off, netting and security interests referred to in the November
consultation paper are to be effective, certain changes would need to be made to clauses 22, 38 and 48 of the
Bill. These are discussed in section 5 of this paper below.

4. Constraints on carve-outs to nettable arrangements

The consultation does not adequately take into account the legal, regulatory and policy issues that need to
underpin the carve-outs in the safeguards order. We believe that these are as follows:

(1) legal and commercial certainty — counterparties to UK banks have a legitimate interest that they
should be able to operate nettable arrangements with UK banks on that basis that they can enforce
them: any limits there may be to this principle must be practicable and based on cost-benefit
analysis;

(i1) regulatory capital — nettable arrangements between a UK bank and a regulated counterparty must be
respected to be consistent with international standards for regulation and to enable UK banks to

continue to operate in the interbank markets; and

(iii))  foreign property — acknowledging the limits (referred to above) on overseas recognition of transfer
orders.

(a) The legitimate interest of counterparties: a conceptual framework for carve-outs

The SRR as a whole, and partial transfer powers in particular, have to balance the need for flexibility against
the costs of interference in legal and commercial certainty. Ultimately this is a question of cost-benefit

' Clause 72 of the amended Banking Bill.
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analysis - weighing the benefits of the Authorities' ability to cherry-pick nettable arrangements on one hand
against the costs to UK banks of the erosion of legal certainty and stakeholder rights on the other.

As we understand matters, the cost-benefit analysis associated with the proposals (or indeed any element of
the SRR - we make no comments on the larger question of whether the SRR is justified in the first place at
this stage) has not been conducted. This is contrary to the principles of good regulation.

Although we are not in a position to quantify them, we believe that the costs of the carve-outs currently
proposed would far outweigh the benefits (as well as being inconsistent with the aims of the Authorities to
protect regulatory capital netting).

We believe it is necessary to find an approach to the question of carve-outs from nettable arrangements
which is justifiable on cost-benefit grounds.

We believe that the correct distinction to make for the purposes of the carve-outs is between retail and other
counterparties. For these purposes we define retail counterparties as those clients who are eligible claimants
for FSCS protection (or would be claimants were they depositors of the UK bank in question).

Retail counterparties

Retail counterparties typically are not concerned as a commercial matter with rights of set-off or close-out
netting. Their credit relationship will typically be limited to deposits, overdrafts and mortgage loans. They
will also have FSCS protection in relation to their deposits, and are unlikely (given the statutory objectives of
the Bank of England under the Bill) to be left in a worse position on a bank failure. Because of this, a retail
investor has no real interest in set-off or netting as rights needed as part of a relationship with the bank.
There is therefore arguably no material cost to overriding this right.

Non-retail counterparties

By contrast, non-retail counterparties will have a legitimate interest in ensuring that rights of set-off are not
interfered with — and may be expected to levy a cost associated with the loss of that right or, in extreme
cases, may cease to do relevant business with a UK bank where such a right of set-off may be in doubt. In
the case of regulated counterparties, the additional capital costs associated with the loss of netting provide a
proxy for the economic cost of the loss of that right. We understand from preliminary dialogue with UK
banks that that cost will be very substantial (substantial multiples of additional capital required against
nettable arrangements with UK banks). It should not be overlooked that unregulated entities will bear the
same risks, albeit that they are not subject to regulatory capital requirements.

We therefore attach, at Appendix 2 to this note, our suggested amendments to paragraph 3 (set-off and
netting) of the Safeguards Order with a single exclusion relating to retail counterparties but making it clear
that the set-off and netting rights of all other counterparties are protected.

Costs of carve-outs to netting

In the context of off-balance sheet arrangements, the legitimate interest in netting and set-off is clear: the
enormous gross (relative to net) exposures under securities financing and derivatives transactions signpost
the increase of economic risk to counterparties to UK banks of losing netting protections.

In the context of deposits, the legitimate interest will be most evident in on-balance sheet netting
arrangements — whereby deposits and loans are operated on a net basis. On-balance sheet netting is a risk
management tool for banks: but set-off also protects counterparties. From the perspective of a commercial
counterparty, the position will be that loans and deposits will be set off on a failure of the bank. It should be
noted that the risk of bank failure currently has considerable prominence with corporate clients of UK banks
following recent bank collapses.
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It should also be added that compensation rights are not adequate to mitigate the loss of netting. The risk of
cherry-picking — for example, deposits being left with the insolvent residual company with loans moving to a
transferee - raises the spectre of liquidity problems. A requirement to pay back loans without recourse to, or
the right to set off against, deposits held with the lender imposes a potentially onerous liquidity burden on the
depositor/borrower. NCWO compensation will not be an adequate remedy in this situation as a right to future
compensation is not a useful substitute for immediate set-off rights.

The possibility of upsetting nettable relationships is of concern to banks' clients presently, and will
undoubtedly result in reassessment of banking relationships.

The cost will ultimately be measured in the ability of the UK banking industry to continue to operate at the
forefront of finance. There is a very real risk of counterparties seeking to move nettable relationships
offshore where the risk of bank failure to the counterparty is better met by a foreign law system. It is
therefore our belief that the costs of applying carve-outs for non-retail counterparties outweigh any benefits
for the Authorities. On this basis the only tenable carve-outs are for exposures to retail counterparties.

b) Regulatory capital

Regulatory capital remains the single biggest gap in the approach of the consultation to safeguards. A
number of our detailed comments relate to regulatory capital. We set out a summary of the requirements
applicable to netting below. We take the Capital Requirements Directive (CRD) as the starting point for our
analysis, as the CRD requirements are required to be implemented into the law of every EEA member state.
(We note that the Basel Capital Accord has similar requirements, but their implementation is to some extent
a matter for regulatory discretion.)

Netting is recognised in the CRD regime generally as a mitigant of credit risk. The CRD sets out detailed
requirements for the recognition of netting and collateral.

Off-balance sheet exposures

In relation to netting of off balance sheet exposures, Part 7 of Annex III sets out the relevant requirements.
These include that:

(1) any netting agreement must create "a single legal obligation... such that, in the event of a
counterparty's failure to perform owing to default, bankruptcy, liquidation or any other similar
circumstance, the credit institution would have a claim to receive or an obligation to pay only the net sum of
the positive and negative mark to market values of included individual transactions".

(i1) netting agreements should be recognised by competent authorities only if there is "a written and
reasoned legal opinion to the effect that, in the event of a legal challenge the relevant courts and
administrative authorities would find that the credit institution's claims and obligations would be limited to
the net sum of their transactions and rights under:

- the law of the jurisdiction in which the counterparty is incorporated....

- the law that governs the individual transactions included, and

- the law that governs any contract or agreement necessary to effect the contractual netting"

(paragraph (b) (ii) of Part 7).

On balance sheet netting
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On balance sheet netting is also recognised in respect of reciprocal cash balances between a bank and its
counterparty, provided that (inter alia) the on-balance sheet netting agreement is "legally enforceable and
effective in all relevant jurisdictions, including in the event of the insolvency or bankruptcy of a
counterparty" (Annex VIII Part 2 Point 3).

Again, absent satisfaction of the condition, on-balance sheet is not recognised — requiring capital to be held
on the basis of a gross, rather than a net, exposure.

Credit risk mitigation

The recast Banking Consolidation Directive (BCD) includes a specific regime for credit risk mitigation —
covering guarantees, credit derivatives, and collateral (Subsection 3, Section 3, Chapter 2, Title V).

Article 92(1) requires: "The technique used to provide the credit protection together with the actions and
steps taken and procedures and policies implemented by the lending credit institution shall be such as to
result in credit protection arrangements which are legally effective and enforceable in all relevant
Jurisdictions."

Article 92(4) sets out a high-level requirement in respect of funded credit protection (cash collateralized
exposures such as credit-linked notes) as follows: "In the case of funded credit protection, the lending credit
institution shall have the right to liquidate or retain, in a timely manner, the assets from which the protection
derives in the event of the default, insolvency or bankruptcy of the obligor — or other credit event set out in
the transaction documentation — and, where applicable, of the custodian holding the collateral. The degree
of correlation between the value of the assets relied upon for protection and the credit quality of the obligor
shall not be undue."

Article 92(5) sets out eligibility requirements for unfunded credit protection (such as credit default swaps and
guarantees): this includes that "the party giving the undertaking shall be sufficiently reliable, and the
protection agreement legally effective and enforceable in the relevant jurisdictions, to provide appropriate
certainty as to the credit protection achieved having regard to the approach used to calculate risk-weighted
exposure amounts and to the degree of recognition allowed."

An enforceability requirement

Failure to comply with these conditions results in the relevant protection not being recognised. It will be
clear from the requirements cited above that in order for the status quo to be maintained on regulatory
capital, there must be enforceability. This cannot be achieved by comments in consultations, ministerial
guidance or codes of practice. It must be addressed in the law.

Effect of the SRR on regulatory capital

It will be clear that, in light of the requirement cited above, each of the carve-outs for deposits, all liabilities
transfer, debt securities and foreign property would, if implemented, prevent regulated entities from
recognising netting with UK banks. This is because the courts would no longer be able to find that netting
would be effective under English, Scottish or Northern Ireland law (the jurisdictions in which a UK bank is
incorporated), and accordingly legal counsel will no longer be able to affirm that they would so find. The
commitment given in paragraph 2.16 of the consultation would be worthless for this purpose.

The consequences of failing to respect the enforceability of netting have been pointed out numerous times as
part of the consultation process, and are better quantified by banks than by lawyers. However, there is
agreement generally that to the extent that the SRR undermines legal certainty such that a bank cannot satisfy
itself as to the conditions above, then it will seriously affect the regulatory capital requirements associated
with the recognition of netting and collateral for counterparties to UK banks. This in turn will risk adversely
affecting the ability of UK banks to deal with regulated institutions.
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It is no exaggeration to say that this would threaten the continued presence of UK banks in the international
derivatives and securities financing markets. To avoid this outcome there must be recognition of netting
which at a minimum is consistent with the regulatory capital regime.

(c) Foreign property

The consequences of the inclusion of foreign property in nettable relationships still does not appear to have
been fully thought through. Arrangements involving foreign property are widespread, and will typically
include repurchase and stocklending arrangements (where the securities sold or lent are held with a foreign
depositary or custodian), prime brokerage agreements and exchange-traded derivatives clearing agreements.

The draft safeguards order indicates that foreign property forming part of a nettable arrangement may be
ignored for the purposes of the safeguards. This raises the possibility of the Authorities cherry-picking
nettable arrangements which include foreign property.

Most foreign property arrangements will be with foreign counterparties. In an international financial centre,
any suggestion that foreign counterparties should suffer worse consequences than domestic ones seems
highly unpalatable (and possibly in breach of our European obligations). It also raises the risk of retaliation
of the sort levied by the UK government on Iceland.

As discussed above, the ability to cherry-pick foreign nettable arrangements is fundamentally inconsistent
with the regulatory capital regime, as it will prevent counterparties from receiving opinions as to the
enforceability of such arrangements in accordance with applicable regulation. It also exposes counterparties
to the commercial risk of cherry-picking, which as discussed above is unjustified.

Appreciating that the issues raised by foreign property are intractable given the jurisdictional limits of UK
law, we believe that the Authorities must accept that the only way to leave the UK banking industry
competitive in the international markets is to carve out all netting arrangements involving foreign
property from the partial transfer powers.

Ultimately resolution of this issue may also merit further consideration of the structure of the SRR tools —
and in particular whether the SRR model may need to accommodate the residual company as "good bank"
with transfer of poor quality assets and/or liabilities to the bridge bank in order to give the Authorities the
greatest possible flexibility to deal with a failing bank with attractive foreign assets. We would be happy to
discuss such an approach further if requested.

5. Changes to Banking Bill

In many cases, there will be two separate stages to a counterparty exercising its rights of set-off or netting:
first, the counterparty may need to exercise any contractual termination rights in order to "close out" its
positions against the UK bank and secondly the counterparty will then exercise any set-off or netting rights
in respect of those terminated positions. The focus of the November consultation paper is (amongst other
things) on protecting set-off and netting. However, if the counterparty is unable to terminate the relevant
transactions or to "close out" its positions following the exercise of any powers in relation to the SRR, the
set-off or netting rights may not be available.

As currently drafted, clauses 22 and 38 of the Bill allow a share transfer instrument or a property transfer
instrument to disapply any contractual provision that would otherwise allow the counterparty to terminate a
contract or other agreement following the occurrence of certain specified events (including the exercise by
the Authorities of a transfer pursuant to the SRR). If the Bill is not amended in this regard to enable a
counterparty to exercise contractual termination rights for the purposes of exercising any set-off or netting
rights, any legal opinions regarding the availability of such set-off or netting rights in the event of the SRR
being utilised would need to be qualified. As these clauses do not automatically prevent the exercise of the
relevant contractual termination rights, but merely allow the termination right to be disapplied in the relevant
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transfer instrument, there would be implications, from the point of view of legal certainty, as to whether
rights of set-off or netting would be available in such circumstances.

Furthermore, in order to enforce any security granted by the UK bank, the secured counterparty will need to
be able to call an event of default. Clauses 22 and 38 as currently drafted would allow the Authorities to
disapply an event of default which might otherwise be triggered by the use of the SRR and so any collateral
opinions would need to be qualified in this respect. Again, this could lead to legal uncertainty.

We would therefore propose that clauses 22(2) and 38(2) of the Bill be amended as follows:

22(2) A share transfer instrument or order may provide for subsection (3) or (4) to apply (but need not
apply either) except that such an instrument or order shall not be disregarded in determining whether
a default event provision applies if such default event provision is necessary or incidental to the
exercise by the counterparty of any set-off or netting arrangement, or the enforcement of any security
interest, as those expressions are defined in section 48.

38(2) A property transfer instrument may provide for subsection (3) or (4) to apply (but need not apply
either) except that such an instrument shall not be disregarded in determining whether a default event
provision applies if such default event provision is necessary or incidental to the exercise by the
counterparty of any set-off or netting arrangement, or the enforcement of any security interest, as
those expressions are defined in section 48.

As currently drafted, clauses 22 and 38 are also wide enough to cover default event provisions in contracts to
which the UK bank in question is not a party (e.g. credit default swaps between two other parties where the
UK bank is merely the reference entity but is not itself a party to the credit default swap). Credit default
swaps are an essential way in which a counterparty can limit its exposure to a particular bank by "buying"
credit protection in respect of a default by that bank. If it becomes questionable as to whether such credit
default swaps will be effective (because of the ability of the Authorities to provide that any share transfer or
property transfer instrument is to be disregarded in determining whether a credit event has occurred in
relation to the UK bank as reference entity), this could have a negative impact on the market. This could be
addressed by adding the words "to which the bank is a party" after the words "a contract or other agreement"
in clauses 22(1) and 38(1).

Furthermore, the efficacy and scope of the set-off, netting and security protections in the Safeguards Order
depends on how the relevant terms are defined in clause 48 of the Bill. We are concerned that the current
wording of the definitions in clause 48(1) is misleading and does not reflect the understanding in the market
and the legal profession regarding these key expressions. In this regard, we are aware of the suggested
amendments to clause 48(1) which have been proposed by the City of London Law Society's working party
on the Bill and we would fully endorse these proposed amendments (a copy of which is attached as
Appendix 3 to this paper for your convenience).

6. Responses
(a) Chapter 2

1 Do you agree that there should be a broad ‘catch-all’ set-off and netting safeguard, with
appropriate carve-outs?

We remain of the view that insufficient analysis (including as to cost-benefit) has been undertaken to the
impact of having partial transfer within the SRR tools.

We agree that a catch-all set-off and netting safeguard is an appropriate starting point if partial transfer
powers are to be adopted.
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2 Do you have any views on the likely effectiveness of this safeguard?

See response to question 3 below.

3 Do you agree with the proposed ‘carve-outs’?

As discussed in section 4 above, we do not agree with the carve-outs. We discuss each below.
() Foreign Property

Paragraph 3(3) carves out foreign property. This is discussed in section 4(c) above, in which we conclude
that the power to transfer nettable arrangements which include foreign property is fundamentally
unworkable. Either there should be no carve out for netting arrangements involving foreign property (in
which case if it is not possible to transfer the foreign property as a result of cross-border recognition
concerns, it will not be possible to transfer any English law governed transactions under that netting
arrangement), or a separate Order should be made under section 42 of the Bill preventing the transfer of
arrangements involving foreign property, both to comply with regulatory capital requirements and on cost-
benefit grounds.

(i) Liabilities-only transfer

Paragraph 3(4) permits a liabilities-only transfer. Such a transfer may be commercially desirable from the
perspective of a counterparty, who will receive performance of his contract in respect of the transferred
liabilities of the transferee provided that the transferee does not fail and remains in a position to perform its
obligations.

This contravenes the regulatory capital requirements set out above, however. If the Authorities have the
power to transfer all the liabilities owed to any of a bank’s counterparties, banks would not be able to obtain
clean legal opinions on any netting agreement. This in turn would render all nettable arrangements
ineffective for regulatory capital purposes, with significant negative consequences for regulated
counterparties (as discussed above). The carve-out should be deleted.

(iii)  Deposits

Paragraph 3(6)(a) carves out deposits. It is understood why the Authorities might wish to carve out retail
deposits — this is conceptually in line with the carve-out for regulated mortgage contracts in sub-paragraph
(b). But the draft statutory instrument allows for the carve out of all deposits.

This would cast doubt on the enforceability of on-balance sheet netting agreements for counterparties, and
any set-off/netting agreements which included deposits would not be eligible for net regulatory capital
treatment in the hands of a regulated counterparty (see above).

For the reasons set out in section 4(a) above, we believe that this carve-out should be limited to retail
exposures — i.e. all rights and liabilities (including under deposits) in respect of a retail counterparty.

(iv) Regulated mortgage contracts

Paragraph 3(6)(b) carves out regulated mortgage contracts. For the reasons set out in section 4(a) above, we
have some sympathy with the policy of carving out regulated mortgage contracts (as they are exposures to
retail counterparties) but believe that a wider carve-out applying to all retail exposures — i.e. all rights and
liabilities (including under regulated mortgage contracts) in respect of a retail counterparty — would give the

Authorities greater flexibility.

w) Non-banking exposures
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Paragraph 3(6)(c) carves out non-banking exposures. We do not understand the policy grounds for carving
out non-banking business exposures. In addition to the inevitable problems identifying the border between
the banking and non-banking business of an institution, the carve-out is inconsistent with the regulatory
capital position and seems to be de minimis in terms of likely impact. We believe that it should be deleted.

vi) Self-issued securities

Paragraph 3(6)(d) carves out securities issued by the banking institution. We do not understand the policy
grounds for carving out exposures relating to self-issued exposures. It is suggested in the consultation paper
that this is aimed at subordinated securities but such securities are unlikely to be available for set-off in any
event. The carve-out would also render nettable arrangements involving self-issued securities ineffective for
regulatory capital purposes, with significant negative consequences for regulated counterparties (see below).
The effect would be that banks would be unable to use self-issued securities as collateral for repurchase or
stock lending arrangements (other than where those arrangements fell under the Financial Collateral
Directive). It seems to serve no specific purpose and should be deleted. If the Authorities do have specific
concerns about subordinated securities, the carve-out should directly reflect such concerns and should not
extend to all self-issued securities, including senior corporate bonds.

4 Do you agree with the proposed actions to be taken following a breach of this safeguard?

In addition to the remedy in paragraph 6 of the Safeguards Order, it should be made clear that any transfer of
an asset or liability that does not fall within the definition of "excluded right" or "excluded liability" as the
case may be remains subject to the relevant set-off or netting arrangement. Otherwise, it will not be possible
to give a clean opinion on the effectiveness of a netting or set-off arrangement. Any such provision would
need to disapply, at a statutory level, any legal requirement for "mutuality”" (i.e. that the rights and
obligations are owed by the same parties and in the same rights). An alternative would be for paragraph 6 of
the Safeguards Order simply to provide that a transfer in breach of the provisions of paragraph 3 is
ineffective.

5 Do you have any views on how the safeguard is framed in the draft Order?
For the reasons given above, we do not consider that the safeguard, as currently drafted, would be effective
for regulatory capital purposes. We suggest instead a revised paragraph 3 based on the wording set out in

Appendix 2.

6 Are there any practical considerations (for example around the operation of events of default) that the
Government will need to address to ensure that the set-off and netting safeguard works as planned?

Please see our response in section 5 above. We consider that clauses 22 and 38 of the Bill should be amended
to allow parties to exercise contractual termination rights to the extent that this is necessary or incidental to a
right of set-off or netting.

b) Chapter 3

7 Do you agree that this safeguard should encompass all charges?

Yes. We welcome the inclusion of an all charges safeguard.

8 Do you agree that the likelihood of banks beginning to grant wide-ranging floating charges over their
assets (whether in ‘normal’ conditions, or under stress) is low?

We agree with this statement. As a matter of practice UK banks for which we act do not grant floating
charges.
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9 Do you have any other views on how the issues related to floating charges and SRR flexibility could be
addressed?

As indicated informally, we believe that regulation prohibiting banks providing floating charges would be
uncontroversial.

10 What are your views on the Government’s proposal to restrict the observance of EU law to the strict
Directive definitions? Are there elements of the UK implementation of the relevant EU laws that the
Government should consider protecting in the safeguard?

Please see section 4 of this response above. If an approach is taken that preserves netting, collateral and set-
off in respect of all non-retail counterparties, then the question of interrelationship with EU law will be
irrelevant. In other words, it will not be necessary to have a separate carve-out for financial collateral.

11 Do you agree with the proposed actions to be taken following a breach of this safeguard?

Please see our response to question 4 above. We consider that a transfer in breach of this safeguard should be
ineffective.

12 Do you have any views on how the safeguard is framed in the draft Order?

We would recommend that the safeguard uses the definition of security interest in clause 48 of the Bill
(taking on board the amendments proposed by the CLLS) as there are some difficulties with the wording
currently proposed. In particular, paragraph 5 currently uses the expression "title transfer security" which is
confusing as a title transfer arrangement does not involve the creation of a security interest.

13 Are there any practical considerations (for example around the operation of events of default) that the
Government will need to address to ensure that the security safeguard works as planned?

We refer to section 5 of this paper above. If a counterparty is not able to enforce its security in respect of
financial collateral in the event of the exercise by the Authorities of their powers in respect of the SRR (and,
in particular, the disapplication of a default event provision under clauses 22 and 38), thought would need to
be given to whether this was consistent with article 4(1) of the Financial Collateral Directive which requires
Member States to ensure that, on the occurrence of an enforcement event (meaning an event of default
agreed between the parties), the collateral taker should be able to realize the financial collateral in the
manner provided for in article 4(1).

14 Do you agree with the Government’s position that ‘structured finance’ arrangements should not be
subject to possible disruption in a partial transfer situation?

Yes. We believe that it is important to the continued operation of the structured finance markets that
structured finance arrangements should be safeguarded.

15 Do you think that an additional explicit term protecting ‘structured finance’ arrangements from
disruption is required in the Order?

We believe that a structured finance safeguard is necessary. We have drafted a draft of such a safeguard: this,
together with background and justification for its scope, will be sent to the Expert Liaison Group.

16 If this is necessary, do you have any suggestions for how this term might be framed in a sufficiently
powerful but flexible way as to provide legal certainty and avoid damage to the Authorities’ ability to

execute a partial transfer?

See the response to question 15 above.
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(¢ Chapter 4
17 Do you agree with the need for the NCWO safeguard?
We welcome the introduction of the NCWO safeguard. We agree that it is needed.

18 Do you have any views on the process stated above, or on the assumptions we suggest that an
Independent Valuer should work under?

While it is not a legal or regulatory issue, we believe that there will be questions around the integrity of the
compensation calculation to the extent that the Government can direct the independent valuer. The powers
referred to in paragraphs 4.11 and 4.12 appear to offer the Government the power to upset the level playing
field for compensation. Dialogue with clients indicates that there is little confidence in Government's
willingness to offer fair compensation terms.

19 Do you have any concerns over the likely effectiveness of the safeguard Regulations as they are presently
framed?

See section 4 above.

20 Do you have any views on how the Regulations could be better framed?
See section 4 above.

d) Chapter 5

21 Do you agree that there should be no general restriction of scope safeguard in secondary legislation
given the other legislative safeguards that the Government is proposing?

No. See section 4(c) above.

22 Do you think there are other scope restrictions that would help give the industry certainty without
unnecessarily reducing the Bank’s flexibility to execute a partial transfer?

Yes. See section 4 above.
23 Do you agree that there should be restrictions placed on reverse property transfers?
Yes.

24 Do you agree that the restriction should take the form of a list of property which cannot be transferred
under reverse property transfer powers?

Yes.
25 If so, what property should be protected from being transferred back?

Restrictions should be placed on transfer back of any liability, or any position which is subject to the
safeguards.

Allen & Overy LLP
January 2009
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Appendix 1
Allen & Overy response to July consultations
Financial Stability and Depositor Protection: Further Consultation and Special Resolution Regime
Introduction

We are grateful for the opportunity to respond to the July consultations of the tripartite authorities (the
Authorities) on financial stability and depositor protection.

As a law firm, our principal concerns with the regime are issues raised by the proposals which go to legal
and regulatory certainty. Accordingly, this response primarily focuses on legal and regulatory issues raised
by the proposals of the Authorities, and in particular addresses the special resolution regime (SRR). Other
market participants are better placed to address commercial and economic consequences of the proposals.

This response includes a discussion of the wider issues that the SRR raises, together with an Appendix
responding to individual consultation questions. We would be delighted to meet with the Authorities to
discuss any aspects of this response, whether alone or with other law firms or market participants. Please
refer any questions or comments to Bob Penn (bob.penn@allenovery.com) in the first instance.

About Allen & Overy LLP

Allen & Overy is one of the largest international law firms with over 2,600 lawyers and some 5,300 staff
worldwide, and an annual turnover of over GBP 1 billion. Since opening its first office in London in 1930,
Allen & Overy has grown into a global organisation with 29 offices in 21 countries across Europe, Asia, the
US and the Middle East.

Background

English law (and English courts) is one of the great UK exports. It supports a thriving legal community in
the City and elsewhere. It is also a significant factor in the desirability of London as an international financial
centre.

London, and indeed English law, have competitors — both within and outside Europe. Key to a successful
legal system is respect for property rights, certainty and the rule of law. We believe that these are key to the
continuing success of the City. Any erosion of these risks undermining that success and the competitive
position of London.

The financial industry is global, highly competitive and mobile. (An example of that mobility is the
movement of equity derivatives business to London, following the regulatory turf-wars between the US
regulators in the early 1990s.) We are concerned that the SRR, by upsetting legal certainty, will be a
significant disincentive to investment in the UK banking industry, and to contracting with UK banks under
English law. This will adversely affect the position of UK banks relative to their competitors; the position of
London relative to other European financial centres as the best European headquarters for non-European
financial institutions; and the success of the English legal system (and hence legal industry).

The proposals therefore present risks not just to banks, but to the legal industry and indeed the wider

economy. Given the mobility of the financial markets, the Authorities must be careful not to give market
participants incentives to relocate.
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Why certainty matters

Certainty matters. Implicit in a decision to buy a bond from, or enter into a swap or repo with, a UK bank is
an assumption as to the enforceability of the rights in the bond or agreement; and an assessment of the
impact of failure of the bank on the rights of the bondholder or counterparty. Commercially, stakeholders
need certainty as to what they are buying into when they buy securities in, make a deposit with, or enter into
a swap with, a UK bank. This certainty extends to knowledge of their position on a default of the bank - in
particular that swaps and similar agreements can be closed out and collateral realised, and that the
stakeholder will be in the queue of creditors waiting to receive the proceeds of the insolvency. The law gives
them that certainty.

Uncertainty carries a cost. For example:

(a) A shareholder who is unsatisfied with the compensation he may receive for a bank nationalised or
sold under the SRR will be less willing to invest in bank stocks.

(b) A bondholder who discovers that the rules of the game have changed and he may not form part of
the orderly queue of creditors, or that fewer assets are left for creditors than would otherwise have
been the case, will demand a larger risk premium - or simply be unwilling to invest. Increased risk
premiums mean increased credit spreads.

() A lender who realises that he may not be able to pull his credit lines on a counterparty entering the
SRR may think twice about making a commitment to lend: in addition, a lender with existing
outstanding debt due from a borrower, who discovers his ranking on an insolvency of the borrower
may be impaired, will suffer greater risk as a result — and will be likely to find out that the secondary
market for such debt exposures is impaired.

(d) A party to a contract who finds that his contract is not enforceable with its terms against his
counterparty is likely to reconsider his position before entering further contracts with that
counterparty.

(e) An investor in a covered bond who discovers that the covered bond pool may not be ringfenced

against the issuer's default will want a higher risk premium to reflect the fact that he is possibly
unsecured — or not invest at all. Increased risk premiums mean increased credit spreads.

() A swap counterparty whose legal opinions change to indicate that he may no longer manage his risk
on a net basis as the close-out netting and/or collateral arrangements he has in place are not
enforceable on the occurrence of the SRR may reduce his credit lines to the bank, or change his
arrangements to take them outside the scope of the regime (for example by moving to non-UK
governing law and collateralising the relationship offshore), or simply take his swaps business
elsewhere.

(2) A rating agency rating a securitisation in relation to which there are doubts as to the true sale of
assets from the originator bank to the SPV may refuse to give a AAA rating to the deal — resulting in
the securitisation paper becoming unattractive to investors and ineligible for certain Bank of England
liquidity schemes.

All of these situations would carry a cost to the relevant UK bank. Some of them also have immediate wider

repercussions (e.g. on regulatory capital); some of them do not. Together they show how the loss of
certainty would have a damaging effect on the UK banking industry.
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The case for an SRR

The case for an SRR in the form proposed has not been made, in our view. Neither the initial consultation
nor the subsequent consultations have addressed the need for further powers for the Authorities in light of
their existing powers. The issues arising from Northern Rock were more about the failure of regulators than
the failure of regulation. For so long as regulators are incentivised to exercise forbearance the risk of
regulatory failure will persist. No amount of additional powers will address the risk — but they may do
further damage to the standing of UK regulated financial institutions.

In our view the right target for the Authorities is therefore improved regulation, not further powers to deal
with failing institutions.

However, we understand the perceived need for something to be done to address the potential risk associated
with a bank failure — and progress for the purpose of this paper on the basis that an SRR may be a useful tool
for the Authorities, if drawn up correctly, with appropriate powers and limits on those powers.

Concerns

Our primary substantive concerns are as follows:

o legal and regulatory certainty;

o predictability;

e ensuring so far as possible, equality of treatment of stakeholders in a failing bank; and

e avoiding preferential treatment of the Authorities and/or depositors (other than to the extent provided for
by the FSCS).

The balances between Authorities' powers and private law rights

The SRR has to strike a number of balances. These include the balance between the importance of
prevention of (i) systemic failure and (ii) depositor loss” on the one hand with the adverse consequences that
taking powers to deal with those events could have (i) on private law rights and (ii) as a result, on the wider
markets and investor confidence. In particular, a solvent rescue may necessarily involve infringing rights of
stakeholders in a failing bank.

The question of what is the right balance between these competing interests has been raised, but not
discussed in any detail, in the consultation process to date. The January consultation (question 4.5) asked
whether the potential abridgement of property rights in the special resolution regime can, in principle, be
justified with a suitable public interest test. The abridgement of property rights is an area of critical concern
and the answer is dependent on the form that this would take. However, respondents have not been given
sufficient information — even at this late stage — to formulate a meaningful answer to this fundamental
question.

In addition, comments of respondents to the first consultation on these areas appear not to have been taken
into account in the further consultations. Further, neither of the subsequent consultation papers has included
a discussion as to the balance to be struck between the maintenance of financial stability and the protection
of depositors on the one hand, and the erosion of the rights of stakeholders on the other, and no cost-benefit
analysis has been conducted to demonstrate the benefits of the proposed regime.

? We believe that of the two concerns — systemic failure and depositor protection — the second is of considerably less importance: improvements to the
FSCS should be capable of dealing with concerns around depositor protection.
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Cost-benefit: acknowledging the costs

We note above that no cost-benefit analysis has been conducted as yet into the proposals. It is in our view
essential that this analysis be undertaken in respect of each arm of the SRR, as we believe that the economic
costs associated with loss of legal or commercial certainty are likely to substantially outweigh any
incremental benefits for financial stability. Quantification of this is easy in relation to some areas, and
difficult in others: but as recent events show, market confidence is an intangible whose absence can have
serious effects.

Negative affects on legal enforceability have a direct economic cost. The simplest example is netting and
collateral, where economic capital and regulatory capital requirements will increase if market participants
can no longer achieve certainty as to the enforceability of their contractual and proprietary rights. This will
have knock-on effects for the availability of credit and the wider economy at the very point in the economic
cycle where such effects are least desirable. Other examples also exist — in particular the impact of
uncertainty on creditors to a bank where the partial transfer tool is used.

They also have indirect economic costs. The effect of decreased market confidence is one. Allowing
unfettered rights for the Authorities to disenfranchise stakeholders in failing banks (and possibly their group
companies) would damage market confidence in the UK system, which we believe will carry significant
costs for the industry when seeking to raise funds — particularly in the capital and inter-bank markets.

Increased financial instability is another. The SRR actually risks decreasing interbank liquidity and
increasing financial instability. If the SRR proposals ultimately discourage other banks from lending to a
UK bank facing financial difficulties (because of uncertainties as to the rights and position of such lending
banks in the event of the SRR being utilised), this could seriously jeopardise the rescue of that bank. This in
turn could exacerbate the financial instability which the SRR is intended to prevent. Contractual overrides
(in relation to lending or other commitments) could also have exactly this effect, for example.

Timing

From a procedural perspective we remain of the view that given the complexity of the regime and the scale
of its impact on the UK banking industry, it remains overambitious to suggest implementation until there is a
full consultation on the terms of the SRR. The remaining uncertainty about the fundamental points of
principle discussed above illustrate that we are far from a fully thought out regime.

Until we have a fully thought out regime, it is impossible to assess the consequences of the regime — and
hence quantify the costs. It seems disproportionate, and fundamentally rash, to implement a regime whose
impact on the UK banking market could be so substantial without having given market participants sufficient
information to rationalise its effects. It hence risks doing for the UK banking industry what Sarbanes-Oxley
did for the US equity market.

Principles underlying the SRR

In light of the ramifications of the SRR we believe that the following principles must underlie its structure, as
well as its practical operation:

(a) The SRR should have predictable outcomes: a stakeholder in a bank (whether as shareholder,
creditor, collateral holder, employee or pension trustee) should be able to assess the effect each SRR
option will have on its stake.

(b) The SRR should not prejudice legal and regulatory certainty as to contractual and property rights. In

particular it should not prejudice close-out netting or the existence or enforceability of property
rights (including in collateral).
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() The SRR should not disturb the rights and pari passu treatment of creditors arising on an insolvency,
including preferring (in practice) the Authorities or depositors.

(d) The SRR should operate on the basis of procedural fairness, making the Authorities accountable for
their actions and giving adequate rights to stakeholders to be heard and obtain recourse through an
appropriate forum.

All of these principles are, we believe, sufficiently fundamental to require enshrinement in law. Putting them
into a code will not be sufficient to provide legal and commercial certainty — particularly in the absence of
precedent. We are also concerned at the proposals that any primary legislation could be amended in the
future by secondary legislation as this will lead to even greater legal uncertainty in respect of stakeholder
rights.

In addition, the SRR should not result in any loss of competitive advantage for the UK banking system
within the EEA - in particular by encouraging investors to invest in non-UK banks rather than UK banks or
by encouraging non-EEA banks to establish EEA banking subsidiaries outside the UK.

We believe that these principles can be respected with respect to stakeholders other than shareholders in
relation to the majority of the SRR options, subject to the removal of some of the more unworkable overrides
on private law rights. However, partial transfers (whether to a bridge bank or a private sector purchaser)
raise very serious difficulties. This arises because an option to undertake partial transfer (leaving a "good",
solvent, transferee and a "bad", and almost certainly insolvent, residual company) is fundamentally
incompatible with several of the principles above. At a cost to the authorities' flexibility, it can be made to
provide legal certainty, and in particular to respect close-out netting and property rights in collateral (we
would regard these as necessary conditions to the regime). But it is incompatible with commercial certainty
and destroys creditor rights on insolvency. We would also question whether partial transfer would be likely
to be practicable.

We therefore strongly believe that the partial transfer route should not be included in the final
legislation. All of the detailed responses below should be read subject to this overriding point. If the
authorities choose to include partial transfer, then there must be appropriate limits and safeguards (in
addition to compensation) to ensure clarity of the authorities' powers over private law rights: these
must be set out clearly, consulted on, and have been the subject of cost-benefit analysis prior to
implementation.

Illustration

By way of illustration of the potential impact of the SRR: market participant A has bonds in, and OTC
derivatives collateralised under a credit support annex with, UK bank B. It is considering buying further
bonds in B.

Bond

A's credit committee must be able to assess the additional credit risk associated with holding bonds issued by
B as a commercial matter. If the SRR is to affect that credit risk assessment, then any uncertainty about how
the SRR will affect the credit position will be reflected in a more pessimistic assessment. Legal certainty
(including as to the terms of the debt securities, and ranking on insolvency) as part of certainty as to creditor
rights will be a key input to that assessment. If that assessment becomes more pessimistic, then the risk
premium associated with the relationship will increase, thereby increasing the costs of borrowing and
derivatives business for B. The ability of the Authorities to vary or nullify contracts where contractual or
other provisions present a barrier to taking action under an SRR (e.g. negative pledges) will also be a cause
for concern.

There is a very real risk that the Authorities' powers and objectives will be read as statutory subordination. A
conservative bondholder would in our view regard the objectives requiring protection of depositors and
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public funds as a mandate to prefer depositors and the Authorities — with a consequential increase to risk
premium. A sophisticated bondholder would be likely to regard the financial stability objectives as
indicating likely preference of interbank debts as well — with a further increase to risk premium.

From a regulatory perspective, A will need to be able to assess loss given default (LGD) for its own
regulatory capital purposes. The greater the uncertainty as to LGD, the greater the capital charge to A, which
will in turn be reflected in an increased cost of credit to B (and other UK banks). We are concerned that
given the potential concentration of creditor loss under a partial transfer scenario, the SRR will directly affect
this assessment as well.

The loss of creditor rights on an SRR will also impact marketability given uncertainty around the value of
the insolvent estate of a residual bank. This too may also be expected to affect investment decisions.

Swap

In relation to the swap relationships, in addition to the points raised above, any restriction on the recognition
of close-out netting or right to enforce against collateral will have material consequences for regulatory
capital requirements for A. If A is a bank, it is required to be satisfied as to enforceability of collateral rights
under applicable bank regulation. It is also required to be satisfied to an opinion standard as to enforceability
of close-out netting’. If either of these conditions is not met then it will be required to hold collateral on a
gross basis (i.e. on the basis that the collateral right and/or netting right is not effective in mitigating credit
risk, as the case may be).

A move to calculating capital based on gross exposure requirements will render the regulatory capital cost of
the swap relationship prohibitive. Legal doubt on the enforceability of collateral rights or of close-out
netting would affect enforceability opinions and could ultimately cause collateral and close-out netting to be
derecognised for regulatory purposes, with adverse consequences for B's ability to engage in derivatives
transactions.

We note that the Financial Markets Law Committee response to the SRR consultation paper includes a
worked example of the potential impact of the SRR on netting and collateral relationships: we endorse this.

Other concerns

We believe that there are other areas and concerns that have not yet been adequately addressed by the
Authorities. These include the following.

The state aid and competition issues that arise in relation to partial transfers to bridge banks, public funding
and the payment of fees by a bridge bank for the provision of services by the residual company through the
special bank administration procedure have not been fully considered in the consultation papers.

The SRR also raises complex conflicts of law questions. As a general matter foreign law will not respect the
transfer of contracts other than in a universal succession. This may drive overseas counterparties to seek to
contract under foreign law and collateralise relationships offshore to avoid the possibility of contractual
override or disenfranchisement by the Authorities — with consequential economic knock-on effects for UK
banks.

It is not clear whether partial transfers or provisions nullifying or varying contractual rights would be
recognised outside the UK or in respect of contracts governed by laws other than English law. It is also not
clear whether the special insolvency procedures would be recognised as "insolvency procedures" for the
purposes of the Credit Institutions Winding Up Directive so as to be recognised throughout the EEA — in
particular the special administration regime for dealing with a residual company following a partial transfer
to a bridge bank.

* See, for example, the recast Banking Consolidation Directive Annex VIII, Part 2, Paragraph 3(a) (on balance sheet netting), and Annex III generally
(off-balance sheet and cross-product netting).
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The interrelationship between the regime and the Financial Collateral Directive remains unclear.

Is the US model a good model for the UK?

The Authorities have looked overseas for regimes for dealing with failing banks when putting together the
proposed SRR - and in particular to the US regime under the Federal Deposit Insurance Act (FDIA),
administered by the Federal Deposit Insurance Corporation (FDIC).

We believe that the US model is not a good precedent for the UK for the following reasons.

(a)

(b)

(©

FDIA is largely designed for small banks. The UK bank market is dominated by a small number of
large banks. It is unclear whether the FDIC would be able to handle the failure of a large US bank.
The general perception is that such banks are too large to be allowed to fail.

US Banks are not “universal” banks: their activities are limited by US law to engaging in specified
powers such as deposit-taking, lending, custody and trust activities. US banks typically do not have
substantial secured liabilities: many UK banks do. FDIA’s provisions impairing creditor rights
therefore do not greatly displace the expectations of bank creditors: equivalent rules applied in the
UK would do so.

The FDIA regime has received criticism for impeding innovation and competitiveness within the US
market. As FDIA includes a moratorium on most creditor action, the development of new products
often requires the consent of the FDIC before a product may be sold. This tension then is often
resolved in favour of the FDIC, which inhibits new products finding their way into the market. A
recent example of this is the development of covered bonds in the US, where the FDIC's refusal to
provide guidance recognising that the rights of bondholders in collateral would be respected on the
bank's failure held up the development of the US covered bond market.

Allen & Overy LLP
September 2008
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Appendix 2
Suggested amendments to paragraph 3 of Safeguards Order

Set-off and netting

3.—(1) Subjeet-to-paragraphs{3)and{(HaA partial property transfer to which this Order applies may not

provide for the transfer of some, but not all, of the protected rights and liabilities between a particular person
(“P”) and a banking institution.

(2) For the purposes of paragraph (1), rights and liabilities between P and a banking institution are protected
if they are rights and liabilities of P which P is entitled to set-off or net under a set-off or netting arrangement
so long as they are not excluded rights or excluded liabilities.

) For the

purposes of paragraph (2), 1t is 1mrnater1a1 whether—

(a) the set-off or netting arrangement which permits P to set-off or net rights and liabilities also permits P or
the banking institution to set-off or net rights and liabilities with another person; or

(b) P’s right to set-off or net is exercisable only on the occurrence of a particular event.

(64) In paragraph (2)—

“excluded rights” means rights—

fer++. where P is a retail counterparty and “excluded liabilities” shall be interpreted accordingly;

“retail counterparty” means—
(a) a depositor who is specified under the Financial Services Compensation Scheme as eligible for

compensation in the event of the banking institution becoming unable, or being likely to become unable, to
satisfy claims against it; or

(b) a person who would be so eligible were he a depositor:;

“set-off or netting arrangement™ has the meaning given in section 48 of the Act.

10023-03304 BK:10277343.2 20 9 January 2009



10023-03304 BK:10277343.2 21 9 January 2009



Appendix 3

CLLS proposed amendments to clause 48 of Banking Bill

Amendments recommended by the City of London Law Society to clause 48(1) of the Banking Bill 2008, as
amended in Public Bill Committee of the House of Commons and ordered to be printed on 18 November

2008

48 Power to protect certain interests

(1) In this section—

(a)

(b)

(©

(d)

“security interest” means any legal or equitable interest or any right in security, (but
not a title transfer collateral arrangement), created or otherwise arising by way of
security, including a charge, mortgage, pledge or lien,

“set-off or netting arrangement” is an agreement or arrangement between two or
more parties under which Debt 1 can be set off or netted against Debt 2 to discharge
or reduce the amount of Debt 2 or different claims or obligations can be converted
into a single net claim or obligation (including under a close-out netting provision or
a title transfer collateral arrangement), whether by contract, operation of law or
otherwise, whether on a bilateral or multilateral basis or whether through the
interposition of a clearing house, central counterparty, settlement agent or otherwise,

"close-out netting provision" means a term of an arrangement, or any legislative
provision under which on the occurrence of a specified event, whether through the
operation of netting or set-off or otherwise -

(1) the obligations of the parties are accelerated to become immediately due
and expressed as an obligation to pay an amount representing the original
obligation's estimated current value or replacement cost, or are terminated
and replaced by an obligation to pay such an amount; or

(i1) an account is taken of what is due from each party to the other in respect of
such obligations and a net sum equal to the balance of the account is
payable by the party from whom the larger amount is due to the other
party;

"title transfer collateral arrangement" means an agreement or arrangement, including
a repurchase agreement, evidenced in writing, where—

(1) the purpose of the agreement or arrangement is to secure or otherwise
cover obligations owed to the collateral-taker;

(i1) the collateral-provider transfers legal and beneficial ownership in collateral
to a collateral-taker on terms that when the relevant obligations are
discharged the collateral-taker must transfer legal and beneficial ownership
of equivalent collateral to the collateral-provider.

(2) The Treasury may by order—

(a)

(b)
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restrict the making of partial property transfers in cases that involve, or where they
might affect, security interests or set-off or netting arrangements;

impose conditions on the making of partial property transfers in cases that involve,
or where they might affect, security interests or set-off or netting arrangements;
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(©

require partial property transfers to include specified provision, or provision to a
specified effect, in respect of or for purposes connected with security interests or set-
off or netting arrangements;

(d) provide for a partial property transfer to be void or voidable, or for other
consequences (including automatic transfer of other property, rights or liabilities) to
arise, if or in so far as the partial property transfer is made or purported to be made
in contravention of a provision of the order (or of another order under this section).

3) An order may apply to arrangements generally or only to arrangements—

(a) of a specified kind, or

(b) made or applying in specified circumstances.

@) An order may include provision for determining which arrangements are to be, or not to be, treated

as security interests or set-off or netting arrangements; in particular, an order may provide for
arrangements to be classified not according to their description by the parties but according to one or
more indications of how they are treated, or are intended to be treated, in commercial practice.

(5) In this section “arrangements” includes arrangements which—
(a) are formed wholly or partly by one or more contracts;
(b) arise under or are wholly or partly governed by the law of a country or territory
outside the United Kingdom;
() wholly or partly arise automatically as a matter of law.
(6) An order—
(a) shall be made by statutory instrument, and
(b) may not be made unless a draft has been laid before and approved by resolution of
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1. Introduction and Executive Summary

a) Introduction

1.1

1.2

1.3

1.4

In October 2008 a draft Banking Bill was laid before Parliament. In November
2008 the Treasury issued a consultation document ‘Special resolution regime:
safeguards for partial property transfers’ (the ‘Consultation Docurnent’). The
Consultation Document discusses proposed safeguards for financial market
transactions, agreements and arrangements, to protect them from possible
adverse effects due to the use of the partial property transfer tool under the

special resolution regime set out in the Banking Bill.

This paper responds to issues raised by the Consultation Document, with
particular reference to the safeguards proposed for netting, set-off, title transfer
collateral and security arrangements. It also comments on the text of the draft
statutory instrument set out in Annex A to the Consultation Document (‘the
Safeguards Order’). Finally, this paper comments on provisions of the Banking
Bill (as amended and published by order of the House of Commons on 4

December 2008) that affect the scope and effect of the Safeguards Order.

The role of the Financial Markets Law Committee (‘FMLC’ or ‘the
Committee’) is to identify issues of legal uncertainty, or misunderstanding,
present and future, in the framework of the wholesale financial markets which
might give rise to material risks and to consider how such issues should be
addressed. This paper therefore does not comment on the many important
policy issues raised by the Banking Bill and proposed subordinate legislation
discussed in the November Consultation Document, other than as necessary to

deal with issues of potential uncertainty or misunderstanding.

The introduction of the Banking Bill followed a series of three public
consultation documents issued by the Treasury, the Bank of England and the
Financial Services Authority (the ‘tripartite authorities’) in January, April and
July 2008. The Financial Markets Law Committee responded to those

consultation documents with papers published in April, July and September
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1.5

1.6

2008, much of the FMLC commentary focusing on the potential impact of the
partial property transfer tool on legal certainty for financial market

am‘angements.

In November 2008 the FMLC submitted a paper to the Public Bill Committee of
the House of Commons on the original text of the Banking Bill." That paper
focused principally on the SRR tools, partial property transfers and the clause of
the Banking Bill providing for subordinate legislation to set out safeguards for
netting, set-off and security (clause 48 of the current text of the Banking Bill).
It provides important background for the comments made in this paper. The
Committee is pleased to note that some of the concerns raised in our November
2008 paper were, at least in part, addressed by amendments reflected in the
current text of the Banking Bill.! In a paper published in November 2008 the
FMLC underlines the practical consequences of legal uncertainty in relation to
netting, set-off, security and title transfer collateral arrangements for regulatory
capital of supervised institutions dealing with UK banks, potentially raising the
cost of dealing with UK banks and therefore affecting their competitiveness.
This would restrict the ability of UK banks to raise credit and generally have a
chilling effect on the interbank deposit market. Given the importance of UK
banks to that market, this would potentially have an impact far beyond our
borders. This is, of course, acknowledged in the Consultation Document, for

example, in paragraph 1.17.

The Treasury has established an Expert Liaison Group to advise the
Government on the proposed subordinate legislation under the Banking Bill and
other issues. The FMLC is represented on the Group, and this paper includes

comments already made by its representative at meetings of the Group.

b) Executive Summary

17

The FMLC welcomes the general approach of the Safeguards Order, but
believes that the effect of a breach of the Safeguards Order needs to be clarified.

The Committee is also concerned about the scope of a number of the proposed

A link to the paper may be found on the FMLC website at http://www.fmlc.org

For example, clause 75 of the Banking Bill (formerly clause 65) has been amended to exclude its use to disapply or
modify any provision of or made under the proposed Act. Concerns, however, remain about this clause, as discussed
below.
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1.8

1.9

exclusions from the protection of the Safeguards Order. For example, of
particular concern to some members of the Committee is the exclusion for
deposits set out in article 3(6)(a) and the effect that this exclusion might have on
cash pooling and treasury management.’” The Committee also has strong views
on the provisions relating to financial collateral arrangements and secured

liabilities.

As noted above, the Committee feels that it is necessary to comment in this
response on provisions of the Banking Bill that affect the scope and content of
the Safeguards Order. Without further amendment to these provisions, the
effectiveness of the Safeguards Order to deliver legal certainty will be

significantly weakened.

Finally, it is crucial to the financial markets that the Safeguards Order come into
effect on the same day as the Banking Act in order to avoid there being a period
of uncertainty regarding the full enforceability of netting, set-off, security and

other credit risk mitigation techniques against UK banks.

2. General approach of the Safeguards Order

2.1

2.2

The general approach of the Safeguards Order is to protect all netting and set-
off arrangements, subject to certain exclusions. This approach gives greater
certainty than the other approaches considered and rejected by the tripartite
authorities, as summarised under ‘Other options considered’ in paragraphs 2.19

to 2.25 of the Consultation Document.

In particular, the FMLC agrees that protecting only ‘industry master netting
agreements’ would lead to a number of difficulties of the type summarised in
paragraph 2.21 of the Consultation Document as well as excluding many netting
and set-off arrangements that are widespread but do not currently use an
industry standard form master netting agreement. Examples include prime
brokerage agreements, cash pooling and other intra-group cash management

arrangements, other on-balance-sheet netting arrangements (including simple

3

Please sec paragraph 4.8(a) below.
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loan versus deposit set-off arrangements) and many cross-product netting

arrangements.’

The Safeguards Order will, however, only provide sufficient certainty if the
scope is clear and, in particular, the exclusions are clearly drafted. There are
policy arguments for and against certain exclusions, however comments here
are limited to concerns about the relative lack of clarity or certainty of some of

the currently proposed drafting.

3. Effect of a breach of the Safeguards Order

3:1

3.2

3:5

In order for the Safeguards Order to achieve the stated aim of the Government
of protecting contracts (in particular, those relevant for regulatory capital
purposes) from the threat of disruption by a partial transfer order, it must be
clear that a breach of the Safeguards Order will not affect the validity of any
right of a counterparty to a failed bank to set off or net any obligation owed by
the failed bank or against any obligation owed to the failed bank, where the
relevant obligation is covered by the partial transfer order. The Safeguards

Order currently includes no express statement to this effect.

Merely providing the remedy currently set out in paragraph 6 of the Safeguards
Order will not be sufficient to permit law firms to give a clean opinion® on the
effectiveness of a set-off or netting agreement. Accordingly, an express
statement protecting rights to net or set off from the effect of a partial transfer
order is necessary to ensure that netting and set-off arrangements continue to

benefit from a high degree of legal certainty, as under current law.

There are, broadly, two approaches that would provide the certainty necessary
to achieve the stated aim of the Safeguards Order. These are (1) to provide that
any transfer in breach of the Safeguards Order is invalid or (2) to provide that,
notwithstanding a partial transfer order, a right or obligation transferred remains

subject to the counterparty’s right to set off or net. Which approach is

wn

There is an industry standard form cross-product netting agreement, the Cross-Product Master Agreement published
by SIFMA. There are also two standard forms of Cross-Agreement Bridge published by the Interational Swaps and
Derivatives Association (ISDA), which are also sometimes used for cross-product netting arrangements. Nonetheless,
many cross-product netting arrangements are bespoke, for a variety of reasons.

The importance of obtaining a clean legal opinion is set out at length in the FMLC's September 2008 and July 2008
papers entitled ‘Issue 133 — Banking Reform, Depositor Protection — The Special Resolution Regime'. Copies of
these papers can be found on the FMLC website at hitp://www.{mlc.org
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3.5

preferable will be dictated by policy concerns. The former provides greater
certainty, but may not be compatible with other objectives of the tripartite
authorities. The latter provides less certainty in practice because of the
possibility that the counterparty’s right to set off or net might not immediately
be identified and a right or obligation subject to the right to set off or net might
be transferred onward before the set-off or netting right is exercised. However,
this risk would appear to be manageable, provided that the counterparty is
permitted to exercise its set-off or netting rights promptly on or following the

use of SRR tools in relation to a failed UK bank.

It is currently the case under English law that an assignee of a claim that is
subject to a contractual right of set-off takes the claim subject to the set-off right
of the obligor of the claim, provided that each of the contractual set-off
provision and the cross claim that the obligor is using to discharge the primary
claim arise under one or more contracts entered into prior to notice to the
counterparty of the assignment.® This would be true even after the insolvency of
the assignor. Although this might be characterised as an exception to the
mutuality requirement of the insolvency set-off provisions of the Insolvency
Rules 1986 (Rule 2.85 in the event of a distribution under an administration and
Rule 4.90 in the event of a winding up), it might more helpfully be characterised
as a consequence of the principle nemo dat quod non habet. a person cannot

transfer a greater property interest than he has to give.

There should, therefore, be no problem in principle with a provision that
preserves the effectiveness of the transfer of a claim against the UK bank’s
counterparty but clarifies that any such claim remains subject to the
counterparty’s right to discharge the claim under a set-off or netting
arrangement. It is important that this protection be explicit as the partial
property transfer power under the SRR regime, being a statutory transfer rather
than a voluntary assighment (to which the nemo dat rule would normally apply),

might otherwise be interpreted as overriding rights of set-off or netting.

P.R. Wood, English and International Set off (Sweet & Maxwell, London 1989), paras 16:33 to 16:36.
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4. Scope of the Safeguards Order

a) Foreign property

4.1

4.2

4.3

Article 2 of the Safeguards Order provides that the Safeguards Order does not
apply when the only property, rights or liabilities of a banking institution that
are not transferred are foreign property (as defined in clause 39(2) (formerly
clause 36(2)) of the Banking Bill. Article 3(3) provides that the netting and set-
off safeguard set out in article 3(1) does not apply where the only protected
rights and liabilities that are not transferred are governed by foreign law. The
effect of this exclusion of foreign property would be that a netting arrangement
involving rights and/or liabilities governed by foreign law as well as rights
and/or liabilities governed by English law’ would not be fully enforceable. It
would therefore not be possible to obtain a ‘clean’ legal opinion in relation to
that netting arrangement, in contrast to the position under current English law.*
This would be a significant retreat from the intention expressed in paragraph
2.16 of the Consultation Document to protect contracts relevant for regulatory

capital purposes from the threat of disruption under a partial transfer.

The FMLC supposes that the concern underlying this limitation of the
Safeguards Order is that a statutory transfer under English law may not be
recognised by the lex situs of tangible property or by the law applicable to
intangible property, rights and liabilities. The intention, therefore, is to permit a
transfer order to be made in relation to English law governed property, while

leaving the foreign property, rights and liabilities to be addressed separately.

It is noted, however, that clause 39(3) of the Banking Bill imposes an obligation
on the transferor and transferee to take necessary steps (if any additional steps
are, in fact, necessary) to ensure the effectiveness under relevant foreign law of

any transfer ordered by a property transfer instrument.’ It would be better for

... or, of course, Scottish or Northern Irish law (and all subsequent references to English law should be considered
similarly qualified)

For both regulatery capital and more genteral purposes, a *clean’ legal opinion on a financial market agreement is
normally understcod 1o be one that confirms the legality, validity, binding nature and enforceability of the agreement
under English law, subject to common sense and not unduly restrictive assumptions and to qualifications that are
specific, adequately explained and do not materially limit the principal conclusions of the opinion.

This approach has, of course, been taken in prior statutes in relation to statutory transfers of foreign law governed
assets (for example, under section 112(4) of the Financial Services and Markets Act 2000} as well as in respect of
vesting/transfer orders under privatisation statutes, many of which did not involve universal succession, for example,
in relation to rail and aspects of electricity.
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4.4

4.5

the legal certainty of a netting agreement for all or none of the rights and
obligations of the UK bank under the netting agreement to be transferred by a
property transfer instrument as a matter of English law. In other words, the
Committee believes that it is better for the Safeguards Order to assume
compliance by the parties with their obligation under clause 39(3), even if in
some cases a subsequent adjustment is necessary between the transferor and
transferee to account for the non-transferability of a relevant right or liability

under foreign law."

Thus the FMLC advocates, in essence, an extension of the set-off and netting
safeguard to arrangements that include foreign property. If this proposal is not
implemented then, in addition to the very obvious problems that are posed for
commercial agreements involving foreign property — which will be very many
indeed given the extraordinary width of the concept as it is defined in Clause 39
of the Bill — there are likely to be significant issues of legal uncertainty that
arise in the application of the Safeguards Order owing to the large penumbra of

uncertainty that inheres in the definition of foreign property.

It is beyond the scope of this Consultation Response to address points that arise
in relation to the drafting of the Banking Bill, rather than the Safeguards Order.
However, since the definition of “foreign property” is incorporated directly into
article 3 of the Order, a few brief observations about the definition will be made

here:

(a) Intangible property, including financial assets, usually consists of
personal obligations in which proprietary rights exist vis-a-vis third
parties." It is common under the English conflict of laws for those
personal obligations and those proprietary rights to be governed by
different legal systems, either of which might be a foreign system
of law. (Not} transferring the personal rights would almost

certainly involve (not) transferring any relevant proprietary rights

The Commiltee has been given to believe that the US regime for stabilisation of financial institutions does not deal
specifically with foreign law governed property of a US bank, but assumes that a transfer under the US regime may
apply equally to US and foreign taw rights and liabilities. The netting protection of the US regime applies equally to
US and foreign law governed rights and obligations.

For example a bond represents a personal right against the issuer, held by the investor, governed by the law specified
in the bond issue documentation. However, the same bond may also represent, for the investor, a series of
proprictary rights vis-&-vis an intermediary or a depositary. Those rights may be goveined, say, by the law of the
place where the securities account is located.
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(and vice versa) and it is unclear whethet, if the latter are governed
by foreign law and the former by English law, this would constitute

(not) transferring foreign property.

(b) In any event, there are notorious difficulties inherent in the task of
ascertaining which choice of law applies in any given circumstance
to intangibles. Even if the attempt is restricted to identifying the
law applicable to the personal rights which constitute the property
(rather than the attendant proprietary rights), the recent
involvement of HM Government in the negotiations for a Rome I
Regulation on the Law Applicable to Contractual obligations has
well-illustrated the many difficulties and ramifications of
pinpointing the right conflicts rule, let alone the correct substantive
choice of law. Some contractual obligations, including those with
“consumers” such as high net worth individuals, may be subject to

more than one applicable law.

(c) Even in the case of contractual obligations vis-a-vis wholesale
counterparties, if there is no choice of law clause (as is universally
the case, for example, with letters of credit), there may be a great
deal of evidential, as well as legal, difficulty in identifying the

governing law.

4.6 In addition, a number of other uncertainties in regard to the definition of
“foreign property” in Clause 39 of the Bill have occurred to the FMLC. Rather
than discuss them at length in a paper which focuses on the Safeguards Order,
Members of the Committee would be happy to discuss these with you if that

would prove useful.
b) Transfer only of liabilities

4.7 Article 3(4) of the Safeguards Order excludes from the protection of the netting
and set-off safeguard in article 3(1) a transfer of liabilities only of the failed
bank. [t is understood that the rationale underlying this exclusion is that, from a
credit point of view, a counterparty will be better off owing money to the failed

bank but being owed money by a (presumably) healthy transferee bank. The
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FMLC does not comment on this, but notes that this exclusion would make it

impossible to give a clean legal opinion on any netting agreement or set-off

arrangement, as opining counsel could never exclude the possibility that a

liabilities-only transfer might be made that might include liabilities owed to the

counterparty under a netting agreement or set-off arrangement.

¢) ‘Excluded rights’

4.8 Article 3(6) of the Safeguards Order sets out various rights that would be

excluded from the scope of the netting and set-off safeguard in article 3(1). Our

comments on each of the exceptions is as follows:

(a) Sub-paragraph (a) is not necessarily unclear, however, excluding

deposits generally, including wholesale deposits, would appear to
be inconsistent with the Government’s stated aim to protect all
financial arrangements that are currently reportable on a net basis
for regulatory capital purposes. On-balance sheet netting involving
loans and wholesale deposits are frequently subject to set-off
arrangements in favour of a supervised institution to reduce the
regulatory capital charge associated with the debt owed to that

institution."

In addition, UK banks often establish ‘cash pooling’, ‘cash
management’ or ‘treasury management’ arrangements for their
corporate customers, which typically involve the set-off of credit
and debit balances on various deposit accounts with the UK bank,
either for a single company or for a group of companies. This line
of business would no longer be possible if some but not all of the
rights and liabilities associated with the credit and debit balances

could be transferred by a partial property transfer order.

In fact, the implications of this exclusion, as currently drafted, are
much broader than perhaps intended. Sub-paragraph (a) refers to

the definition of ‘deposit’ in article S of the Regulated Activities

12 The existence of the standard form International Deposit Netting Agreement — IDNA Terms (October 1996),
published by the British Bankers Association, is evidence that deposits are frequently subject to netling arrangements.
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Order, which defines ‘deposit’ broadly enough to cover virtually
any lending and borrowing of money, including most sorts of bank
lending and the issuance of debt securities. This exclusion,
therefore, from the protection of article 3(1) would appear to take
almost any borrowing or issuance of securities out of the safeguard.
This seems to be unintentional, and therefore to lead to legal
uncertainty, as it does not appear to fit with the stated policy
intention in the Consultation Document and also because it would

make the exclusion in sub-paragraph (d) redundant.

(b) Regarding sub-paragraph (b), the FMLC believes that the ability of

(¢

mortgage lenders to offer so-called ‘offset mortgages’ or similar
products might be adversely affected by this exclusion. The only
purpose of our raising this is to seek clarification as to whether it is

intended to affect such products.

Regarding sub-paragraph (c), the Committee is concerned that the
phrase ‘in the course of carrying on its business as a banking
institution’ is too restrictive. The definition of a ‘banking
institution” refers to the definition of ‘bank’ in clause 2 of the
Banking Bill. The definition of ‘bank’ refers to the carrying on of
the regulated activity of accepting deposits. The modern business
of a banking institution is much broader than the business of
regulated deposit-taking. It is here assumed that the intention is to
protect all contracts entered into by a UK bank in the ordinary
course of its business, whether or not those contracts relate to the
accepting of deposits. The FMLC believes that this is purely a
drafting point and are not proposing that the definition of ‘banking
institutton’ in the Safeguards Order should be amended. Instead,
the Committee suggests that the words ‘in the course of carrying on
its business as a banking institution’ should be replaced by the
words along the following lines ‘in the course of carrying on its

business relating to financial contracts’.



(d) Regarding sub-paragraph (d), the Consultation Document in

paragraph 2.12 states the view that counterparties do not generally
expect debt securities issued by a failed bank, such as bonds,
medium term notes and commercial paper, to be included within
set-off or netting arrangements. The FMLC understands, however,
that this is not the case and that a number of market participants
have put in place set-off arrangements under which debt securities
are subject to a contractual set-off right against debts owed to the
issuer of the securities. In relation to such arrangements, a number
of financial institutions have spent considerable amounts in legal
fees investigating issues such as the enforceability of a right to set
off the debts represented by intermediated securities, whether
mutuality of obligation would exist between such a debt and a
separate contractual claim owed to the issuer (for example, under a
deposit or as a close-out amount under a derivatives master
agreement), whether the mutuality (if it exists) may be disrupted by
clearing system charges or custodian liens imposed at different
tiers in a chain of intermediated securities, whether an interest in
intermediated securities held through an omnibus securities
account is sufficiently specific to pass beneficial ownership to the
ultimate holder and so on, These technical details are mentioned
merely to corroborate the suggestion that financial institutions have
investigated these issues with some degree of thoroughness, which
supports the view that such set-off arrangements are important in

practice.”

Paragraph 2.12 of the Consultation Document also suggests that if
securities are not carved out of the netting and set-off safeguard, it
would have the effect of raising subordinated debt securities issued
by a failing bank to a higher insolvency ranking than was intended.
it is doubtful, however, whether a contractual set-off provision

purporting to allow subordinated securities to be set off against

13 These issues were considered by the FMLC a few years ago in the context of its working group on property interest in
investment securities, chaired by Professor Sir Roy Goode QC.
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senior debt owed to the issuer of the securities would be
enforceable.” For this reason, an exclusion limited to subordinated

securities would most likely not trouble the financial markets.

(e) Regarding sub-paragraph (e), the FMLC has been given to
understand from a Treasury statement at the Expert Liaison Group
meeting on 15 December 2008 that there is no current proposal to

include an additional exclusion.

d) ‘Excluded liabilities’

4.9

It would be clearer if excluded liabilities were expressly defined rather than

defined simply by reference to ‘excluded rights’.

€) Alternative approaches

4.10 The greater the number of exclusions from the basic netting and set-off

safeguard, the greater the room for uncertainty as to whether certain
arrangements fall within or outside certain carve-outs. One simpler clearer
approach, assuming it is accepted on a policy basis, would be to carve out all
retail business, but otherwise leave all wholesale business within the protection

of the safeguard. This would enhance legal certainty for the wholesale markets.

4.11 If the approach in paragraph 4.8 above is not adopted and several exclusions are

retained in the Safeguards Order, it may be worth considering the addition of a
provision to allow a counterparty, any of whose rights against or liabilities to a
failed bank were transferred under a partial property transfer order, to make a
once-off election, promptly after the transfer order, requiring such rights or
liabilities to be transferred back to the failed bank. It would be necessary, of
course, to ensure that the reverse transfer powers under the Banking Bill were
broad enough to accommodate this. This approach would not require the
authorities to consider each counterparty on a case by case basis (which is an
approach that the authorities appear to have previously considered and rejected).
Instead, it would only be necessary to consider any individual counterparty who

exercised this right within a prescribed period in order to consolidate all of its

14

See 5.R. Derham, The Law of Set off (3rd edn Oxford University Press, London 2003), paras. 6.74 6.77.
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position with the failed bank (something, presumably, most counterparties
would be disinclined to do). The advantage of this provision would be, for
example, that it would allow a counterparty to keep a wholesale deposit and
loan together with the same entity, namely, the failed bank, to preserve a
position that was netted for regulatory capital purposes. Although the transfer
order would, for a brief period, interrupt the mutuality between the wholesale
deposit and loan, nonetheless mutuality could be restored (and it would be
necessary to clarify that the transfer and reverse transfer would be ignored for
purposes of the transaction rules under the Insolvency Act 1986, in particular,
under section 239 (relating to preferences)). Although an opinion on such an
arrangement would presumably need to include a qualification regarding this
temporary disruption of the arrangement, this would, if appropriately drafted,
presumably be a qualification that would be acceptable to regulatory authorities
(it would, however, be helpful to hear the views of the Financial Services

Authority on this point).

5. Financial collateral arrangements

5.1

5.2

53

‘Financial institution’ in article 4(1)(b) of the Safeguards Order should

presumably be ‘banking institution’.

The purpose of article 4(3) of the Safeguards Order is unclear, and its
application would lead to uncertainty. [s there any need for it? The FMLC
understands that the concern underlying this provision is that the UK
implementation of the Financial Collateral Arrangements Directive (under the
Financial Collateral Arrangements (No. 2) Regulations 2003) exceeded the
scope of the Directive. It is not clear, however, why that requires the Safeguards

Order to be limited as set out in article 4(3).

The most significant way in which the UK exceeded the scope of the Collateral
Directive when implementing it was by extending the scope to include all non-
natural persons. This means that a financial collateral arrangement between two
non-financial corporates would be within the personal scope of the UK
implementation, but not the Directive. However, every financial collateral

arrangement involving a failed UK bank would necessarily be within the scope

Services:9074828v1 16



of the Directive, as the failed UK bank would be a supervised financial
institution. The other ways in which the UK implementation exceeded the scope
of the Directive are minor (for example, the slight extension of the definition of
‘cash collateral’). There therefore appears to be no need for article 4(3) on legal

certainty grounds, and its inclusion might, in fact, be counterproductive.

6. Secured liabilities

6.1

6.2

6.3

Paragraph 5 of the Safeguards Order uses the term ‘title transfer security’
arrangements. This term, however, is not a term in normal commercial usage,
largely because a title transfer financial collateral arrangement does not involve
the creation of a security interest, and market participants are normally careful
not to use the term ‘security’ in relation to title transfer arrangements to avoid
raising the spectre of recharacterisation risk (that is, the risk of the title transfer
arrangement being recharacterised as security), which exists in some other
countries and could, in certain circumstances, arise in an English case.” The
normal terms used commercially are ‘title transfer financial collateral
arrangement’, ‘title transfer collateral arrangement’ and often simply ‘title
transfer arrangement’ (in each case ‘agreement’ is frequently used instead of

‘arrangement’ ).

The extension of the security safeguard to protect all floating charges is a
welcome enhancement to legal certainty, as discussed in paragraph 1.35 of the

Consultation Document.

It would be a helpful clarification to include the words ‘to which this Order

applies’ after the words ‘A partial property transfer’ in article 5(2).

7. Structured Finance Safeguard

7.1

As noted in paragraph 3.14 of the Consultation Document, the Safeguards Order
does not currently include specific language for structured finance
arrangements, although the Treasury has acknowledged the importance of a

structured finance safeguard in paragraphs 1.36 to 1.38 and in chapter 3 of the

15

For example, where the transaction is a sham, so that the label of ‘title transfer’ is applied, but the true intention of the
parties, considering the substantive rights and obligations of each party, is the creation of security. Whether this is
true will depend on the specific facts of the case.
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Consultation Document. Of course, the netting, set-off, financial collateral
arrangements and secured liabilities safeguards would protect important aspects
of a structured finance arrangement but would not protect the integrity of the
whole structure, It is important that the market have the opportunity to review
and comment on any proposed language as soon as possible, given the tight
timetable for this legislation, with a view to identifying and resolving any
possible areas of uncertainty. The Committee has been given to understand that
at least one private sector proposal in this regard has been forwarded to the

Treasury for consideration by the Expert Liaison Group.

8. Banking Bill issues directly affecting the scope and certainty of the

Safeguards Order

a) Generally

8.1

Various provisions of the Banking Bill affect the scope or potential
effectiveness of the Safeguards Order. The Committee therefore feels it is
appropriate in this response to the Consultation Document to raise the issues
below for further consideration by the tripartite authorities. The Committee
understands that similar points are likely to be made by representatives of
various financial market trade associations, which indicates that these issues are

of general and significant concern to financial market participants.

b) Clauses 22 and 38

8.2 Clauses 22 and 38 of the Banking Bill each provide that a ‘default event

provision’ may not be triggered by a share transfer instrument or order (clause
22) or a property transfer instrument (clause 38) to the extent that the relevant
instrument or order so provides. At least three issues arise, which the

Committee believes would benefit from further clarification;

(a) The clauses appear to include contracts or other agreements to
which the failed bank is not a party. This would therefore include
transactions such as credit derivatives, equity derivatives and fixed
income derivatives (such as bond options and forwards) under

which a failed bank is merely a reference entity. The Committee
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would be concerned if this is the intention, as it would create
considerable uncertainty, having a significantly adverse effect on
the use of credit derivatives to hedge financial institutions'
exposures to UK banks and therefore further restrict the availability
of credit. This can be relatively easily clarified in the text of each
of clauses 22(1) and 38(1). It would enhance legal certainty if the
tripartite authorities were to confirm the correct interpretation of
these clauses and, if the broader scope is intended, to provide an

explanation of the policy basis for this broader scope.

(b) The Committee assumes that there is no reason not to allow a

{c)

counterparty to close out a master agreement with a failed bank
where the master agreement has not been (ransferred. It would be
helpful to the financial markets to amend clauses 22 and 38 to
clarify that ‘default event provisions’ in contracts or other
agreements that are not transferred and that are otherwise within
the scope of the Safeguards Order would not be affected by clauses
22 or 38, as the case may be. If the intention is to prevent early
termination of master agreements left with the failed bank, this
should be clarified. Such an intention is likely to be highly
controversial with market participants, but as this is a policy

question, no further comment will be offered on this point.

Paragraph 5 of each of clauses 22 and 38 is very broad and might
be construed to prevent any subsequent termination of a transferred
contract or other agreement, given that virtually everything that
occurs subsequently in relation to the contract or agreement will
have occurred ‘by virtue of the instrument [or order]. Sub-
paragraphs (b) and (c) of paragraph 5 could perhaps be tightened or
a provision added to confirm that a subsequent default by the
transferee would not be affected by clause 22 or 38, as the case

may be.

16 In the case of clause 22,
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¢) Clause 48

8.3

Article 3(6) of the Safeguards Order provides that the terms ‘set-off
arrangements’ and ‘netting arrangements’ have the meanings given to those
terms in clause 48 (formerly clause 43) of the Banking Bilt. The scope of the
Safeguards Order is determined in part by those definitions. It is noted that the
City of London Law Society Financial Law Committee has recommended
amendments to clause 48(1) to clarify and make more precise each of those
definitions (as well as to clarify the definition of ‘security interests’ and to
clarify that title transfer collateral arrangements are also to be protected under
subordinate legislation made under that provision). The FMLC endorses those

proposed amendments, which are technical and do not raise issues of policy.

d) Clauses 64(2) and 67(2)

8.4

8.5

8.6

Clauses 64(2) and 67(2), each of which deals with special continuity obligations
(the former in relation to property transfers and the latter in relation to share
transfers), provides the Bank of England with the power to modify the terms of
a contract or other arrangement between the residual bank and a group company
(whether or not rights or obligations under it have been transferred to a
transferee). A group company could, of course, be an overseas bank with an
intragroup netting or set-off agreement with the failed bank. In order for the
overseas bank group company to ensure that it can obtain a clean legal opinion
in relation to that netting or set-off agreement, it would need to consider
whether the Safeguards Order sufficiently clearly protects such an agreement
from the effect of clause 64(2), which can operate in the context of a full as well

as a partial property transfer order, as well as from the effect of clause 67(2).

Clauses 64(2) and 67(2) could also potentially affect contracts or other
arrangements with a group company that is an issuance vehicle for a structured
financing arrangement. Where those contracts or other arrangements form part
of the structured financing arrangement, they should be clearly protected from

the effect of this clause by the proposed structured finance safeguard.

It has been suggested that, depending on how onward transfers are affected,

clauses 65(2)(b) and 68(2)(b) might raise similar concerns, and the FMLC
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recommends that further thought be given to this. Also, it is not clear that the
powers of the Treasury under clause 69 could be used to provide the necessary
protections in relation to the continuity obligations clauses as the Treasury only
has the power to specify that certain matters be taken into consideration rather

than to limit the Bank of England’s powers.

e) Clause 75

8.7

8.8

The Committee commented on the prior version of clause 75 (formerly clause
65) in its November 2008 paper on the Banking Bill, referred to above and
welcomes the limitation of clause 75 so that it cannot be used to disapply or
modify the effect of any provision of the proposed Act or subordinate
legislation under the proposed Act. Paragraph (8) of clause 75 still raises a
difficulty for the obtaining of ‘clean’ legal opinions on netting, set-off, title
transfer collateral and security arrangements, since any such opinion would
need to be qualified by reference to the power of the Treasury to make an order
modifying any legislation on which such an opinion might rely, for example,
Rule 2.85 or Rule 4.90 of the Insolvency Rules 1986 (the administration and
liquidation set-off provisions) or one or more provisions of the Financial

Collateral Arrangements (No. 2) Regulations 2003.”

There is a fundamental difference in principle between a change of law that
requires the approval of the legislature or a decision of the judiciary, on the one
hand, and a change of law that can be effected simply by executive action, on
the other hand. While the Financial Services Authority, as the principal
prudential supervisor of UK banks, might accept a qualification of a legal
opinion by reference to clause 75 of the Banking Bill, it seems unlikely that
financial supervisors in other countries would accept such a qualification. The
effect of clause 75(8) of the Banking Bill is to make the intention of the
Treasury at any moment, which is not accessible to or verifiable by market
participants generally, part of the law of England on which opinion counsel
must opine. The fear, therefore, is that clause 75(8) potentially undoes much of

the good work intended to be done by the Safeguards Order.

t7

Members of the Committee also have concerns in relation (o the broad power set out in clause 119 but this point is
beyond the limited scope of this paper.
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9. Timing of implementation

9.1

9.2

It is, of course, essential that the protections effected by the Safeguards Order
come into force on the same day that the proposed Banking Act comes into
force. Otherwise, law firms (including those firms that provide the industry
opinions for the derivatives, securities lending and securities sale and
repurchase (repo) markets, relied on by financial institutions around the world
when dealing with UK banks) will need to issue material and adverse
qualifications to their opinions on the enforceability of netting, set-off, title
transfer collateral and/or security arrangements, as the case may be, against a
UK bank. These qualifications would need to apply for the duration of the
period between the effective dates of the Banking Act and the Safeguards
Order, with severe consequences for the capital position of financial institutions

dealing with UK banks and therefore for the competitiveness of UK banks.

Also, in view of the issues set out in this paper, it is crucial that the Safeguards
Order is properly considered prior to enactment otherwise legal uncertainty will
arise. Given that, as mentioned above, it is crucial that the Banking Act and
Safeguards Order come into force on the same day, it is advisable that suitable
time and consideration are given to both the Banking Bill and the Safeguards
Order. One course of action which might help facilitate this would be to extend
the Banking (Special Provisions) Act {which is due to expire on 20 February
2009) for a short period to allow sufficient time to settle the provisions of the

Banking Bill and Safeguards Order and thereby ensure legal certainty.
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