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Implementation of the e-commerce directive in financial
services

Preface

1. This document sets outhow the Government is minded o implementthe
directive on e<commerce (2000/31/EC) in the area of financial services. In
particular,the annexto this document details the main legislative changes

the Government is minded to make to the Financial Services and Markets
Act2000, and to the various statutoryinstruments made under that Act

2. As the Government intends to implement the directive as quickly as
possible, it will not be possible to provide for a normal consultation period
of 12 weeks. Instead, comments should be sent no laterthan 8 February
2002 to:

Bruce Ridewood

Fnancial Services Regulation Team

HM Treasury

19, Allington Street

London SW1ELSEB

Email: ecommerce@hm-treasury.gsi.gov.uk

When commenting, respondents should give details of any organisation
whose views theyrepresent. Aso, itwill be assumed, unless indicatedo
the contrary, that respondents have no objection to their response being
made public.

3. This document covers implementation in respect of financial services only;
implementation in all other areas of policy has been consulted on
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separately by the Department of Trade and Industry. Responses to both
consultations will be considered together.

The regulations implementing the directive are expected to provde
substantial benefits for business, consumers and others. But some
provsions may entail compliance costs. There was a draft Regulatory
Impact Assessment (“RIA”) in the DTI's consultation document

l), and a general request for comments. The Government particularly
invites further information that would assist in estimating accurately
benefits and compliance costs for financial service businesses and their
clients (and especially for small businesses). To assist with this, the draft
Regulatorylmpact Assessment included in the DTI consultation document
is reproduced here as well as an initial RIA for implementation in the

Financial Services Area.



Introduction

5. The E-commerce Directive (*ecd”) is designed to enhance the functioning
of the EC internal market by removing specific legal barriers to the free
mowement of information society senices (1SS”) between member states,
and by improving the level of legal certainty surrounding the provision of
such senices. It seeks to achieve this by creating a “country of origin”
framework for the regulation of ISS, and includes provisions in the
following areas:

» establishment ofservice providers,
 commercial communications,

» electronic contracts,

» theliabilityof intermediaries,
» codes of conduct,

* courtactions, and

e cooperation between member states.

6. The impact of the ecd in the area of financial services is potentially wide-
ranging. Many financial services transactions are (and will increasingly
be) likely to be conducted by electronic means across borders between
member states. The directive will apply in respect of all such services
falling within the definition of ISS in article 2(a). As that definitionis largely
concerned with the medium through which services are provided, rather
than their subject-matter, cross-border financial services of all kinds may
fall within the scope of the directive.
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The Scope ofthe Directive

General

7.

The scope of the internal-market provisions in article 3 of the Directive is
determined by the definition of ISS, and the exent of the “coordinated
field”. In addition, there are both “fixed” exclusions that remove certain
maters from the scope of the directive, and “case-by-case” derogations
that allow the applicaton of laws in a manner contrary to the usual
“country of origin” approach, but onlyin certain circumstances, and sulject
to certain procedures.

Information Society Services

8.

The ecd applies to information society services, which it defines (in
general terms and with some exceptions) as senices normally provided
for remuneration, at a distance, by electronic means and at the individual
request of the recipient of the service. The full text of the definition is in
article 1 of Directive 98/34/EC, as amended by Directive 98/48/EC. A
principal example of ISS is services provded over the intemet The
implementation of the ecd will therefore be of particularinterestto those

who intend to provide or purchase financial services products online.

The Coordinated Feld

9.
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The range of member states’ laws affected by the ecd is termed the
“coordinated field” (see articles 2(h) and 3(1) and (2) of the Directive). The
coordinated field is made up of the legal requirements that apply to ISSor
to the prouders of ISS, regardless ofwhetherthese requirements are ofa

general nature or are specifically designed for such services or providers.



10. Article 2(h)(i) and (ii) ofthe ecd give further indications ofthe scope ofthe
coordinated field. They state that the coordinated field “concems
requirements with which the service provider has to complyin respectof:

» the taking up of the activity of an information society senice, such

as requirements concerning qualifications, authorisation or
notification,

» the pursuit of the activity of an information societyservice, such as

requirements concerning the behaviour of the service provider,
requirements regarding the quality or content of the senice

including those applicable to advertising and contracts, or
requirements concerning the liabilityof the senice provider.

The coordinated field does not cover requirements such as:
e requirements applicable to goods as such,

* requirements applicable to the delivery of goods,

e requirements applicable to services not provided by electronic
means.”

11. The precise scope of the coordinated field and the “country of origin”
framework established by article 3 of the Directive (see paragraph 14
below) are not always straightforward, and the Government has taken the
preliminary view that particular provisions in the area of financial services
lie outside the scope of the “country of origin” principle. These are
explained in detail below.

Exclusions and Derogations

12. Article 3(3) removes certain “fields” from the application of the “country of
origin” approach as setoutin article 3(1) and (2). These “fields” are listed
in the Annex to the Directive. Theyinclude the advertising of their units by
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13.

UCITS!in member states where theyare marketed, some requirementsin
the life and general insurance directives, and contractual obligations
concerning consumer contracts.

In addition to these “fixed” exclusions, article 3(4) permits member states
to take measures contrary to the “country of origin” approach, where they
consider that such measures are necessairy for specific reasons (including
the prevention and prosecution of criminal offences and the protection of
consumers (including investors)). This derogation can only be invoked in
relation to particular ISS on a “case by case” basis, and (exceptin cases
of urgency) only atter a failure by the “country of origin” to address the
situation at the request of the “host” state, and the “host” state giving

notice to the Commission of its intention to use the derogation.

! Undertaki ngsfor Collective Investment in Transkrable Securities — see Article 1 of Directive
85/611/EEC).
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The Country of Origin Approach

14.

15.

16.

The Govemmentis strongly committed to the “home state” or “country of

origin” approach to achieving a single marketin financial services.?

The “country of origin” approach to the regulation of ISS is set out in article
3(1) and (2) of the ecd. These provisions specify whichmember state’s
laws applyin relation to the cross-border provision of ISS within the EC.
The essence of the approach is thatthe member state where the senice
provder is established is the “country of orgin”. Generally, it will be this
state’s laws that applyin relation to cross-border ISS. This state must
ensure that ISS providers established on its territory comply with the local
prousions falling within the coordinated field, irrespective of where in the
EEAthey may be providing ISS (article 3(1)). In addition, member states
will not be permitied to restrictthe freedom to provide ISS from elsewhere
in the EEA (article 3(2)), save in situations falling outside the scope ofthe
“country of origin” provisions (e.g. because the provisions being applied
are not within the coordinated field, or are within the article 3(3)
exclusions) or in cases where the article 3(4) “case by case” derogations

hawe been invoked.

Itis worth noting that the prohibition in article 3(2) applies to restricionson
the freedom to provide ISS from other member states. There may be
cases where the prohibition does not apply because the provisions in
qguestion do notimpose such restricions. Such cases would fall outside
the “country of origin” framework irrespective of whether any exclusion or
derogation of the kind referred to in paragraphs 12 and 13 applied.

1312/2001
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Implications for regulation in the UK of the country of origin approach

17.

18.

19.

For ISS providers established in the UK but selling senices to other EU
member states ("outward providers™) the “country of origin” approach will
result in an extension of UK regulation to services which had previously
benefited from exemptions, particularly in respectof financial promotion,
and a reduction in regulation by the recipient member state.

ISS providers trading from other member states to the UK (“inward
providers") will face less UK-based regulation. The “country of origin”
approach means that the UK requirements within the co-ordinated field
cannot be imposed on incoming ISS provders, exceptin so far as theyare
permitted by the article 3 exclusions and derogations.

The “country of origin” approach also means that there will be potential
differences in treatment between services provided via electronic media
and services provided via other means. A bank's business conducted
over the internet may be regulated differently from business it transactsby
post. We recognise the importance of media neutrality (as we have
sought to achiewe under the Financial Services and Markets Act 2000
(FSMA)) and it should be emphasised thatthe Government expects any
inconsistencyin treatmentin the financial services area to be transitional,
given the target of 2005 for completion of the single market in this areaset
by the Lisbon European Council in 2000.

% See Conpleting a Dynamic Single European Financid Services Market: A Catdyst for Economic
Progerity for Citizensand Busness Across the BJ, HM Treasury, July 2000
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Other directive provisions

20.

Paragraphs 21 to 30 contain a summary of other directive provisions with

potential impact in the area offinancial senices.

Exclusion of prior authorisation

21.

The Directive prohibits member states imposing authorisation
requirements as conditions for the taking up and pursuit of the activities of
ISS providers (article 4). This does not apply to authorisation schemes
that are not specifically and exclusively targeted at ISS (which in our view
would include the FSMA authorisation regime), or certain licences in the

field of telecommunicatons.

Information requirements

22.

23.

24.

Member states are required to ensure that ISS providers furnish certain
minimum information, in a form accessible both to service recipients and
authorities. The information includes the name, place of establishment,
and contact details of the ISS provider, and any applicable authorisaton

schemes (article 5).

There are also information requirements in relation to “commercial
communications” (mainly commercial advertising) that take the form of
ISS. These include the identification of the commercial communicationas
such, and the identity of the person on whose behalf they are made

(article 6).

Further information requirements are imposed in connection with
electronic contracts (article 10). These include the technical steps requred
to conclude the contract, and the languages in which the contract maybe

concluded (article 10).

1312/2001
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Commercial Communications

25.

26.

Member states are required to ensure that unsolicited commercial emails
are clearly and unambiguously identifiable (article 7). The Directive also
requires member states to ensure that senders consultand respect opt-

out registers through which individuals canindicate thatthey do not want
to receive them (article 8).

Member states are required to allow members of regulated professions to
use commercial communications that are part of, or constitute, an ISS so
long as these communications comply with professional rules (article 8).

Electronic Contracts

27.

Member states must ensure that their legal systems allow contracts tobe
concluded by electronic means and that they do not create obstacles to

the use ofelectronic contracts (article 9).

Requirements inrelation to the placing of an order

28.

Article 11 provides for certain principles (concerning acknowledgement of
receipt of orders for ISS and the correction of erors in such orders) to
apply when recipients of a service place an order with an ISS provider

through technological means.

Liability of Intermediaries

29.

1312/2001
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Member states are required to ensure that intermediary service providers
are not liable forthe information transmitted or stored bythem on behalfof
ISS providers and their customers except under specific conditions (article
12, article 13, and article 14). Member states cannot impose ageneral
obligation on intermediary service providers to monitor the informationthat
theytransmit or store (article 15).
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Dispute Settlement

30.

Member states must ensure that their legislation does not hamperte use
of out-of-court schemes for dispute settlement in the event of a
disagreement between an ISS provider and a recipient of the senice

(article 17), including appropriate electronic means. Artcle 18 requires
member states o ensure that court action can be taken against alleged

infringements inrelationto ISS quickly and effectively.

11
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Implementation in Financial Services

General

31. This section sets out in general terms the Government's proposed
approach to the implementation of the ecd in the area of financial senices.
There follows (paragraphs 34-49) discussion of specific issues thatseem
to us to giwe rise to problems of interpretation, or which otherwise maybe
controversial. The Annex to this document contains a description ofthe
legislative changes the Government is minded to make, based on the
discussionin this section.

32. As indicated in paragraphs 7-13 above, we think thatthe scope of the ecd
Is wide-ranging in the context offinancial serices, although there are two
particular cases of provsions we considerto be outside that scope. The
following general remarks are intended as an outline of the legal
arguments upon which these conclusions are based.

33.  We think that it is important to bear in mind the distincton between the
scope of the coordinated field and the scope of the country of origin
principle. These will usually, but not necessarily, coincide (see
paragraphs 11 and 16 above).

34. There are a number of indications in the text of the directive of what the
scope of the coordinated field is intended to be, but no single,
comprehensive description ofits contents. Itis clear from article 2(h) (see
paragraph 10 above) that the field consists of requirements in member
states’ legal systems which applyto ISS, or ISS providers. Itis also clear
from that article that requirements will not fall outside the coordinated feld
merely because they are general in nature, or because they are not
specifically designed for ISS or ISS providers.

12
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35.

36.

37.

Whilst the precise scope of the coordinated field must be determined
principallyby reference to article 2(h), we are minded to think that in some
cases the ambit and character of particular national laws, and their
relationship to the subjectmater of the directive, need to be taken into
account when considering whether or not they fall within its proper scope.
We also think that account must be taken of the specific wording of
articles 1(4) and 3(2), both ofwhich indicate that the directive is intended
to operate so as to remove restrictions on the freedom to provide ISS
within the Community.

We recognise that the scope of the directive is problematic in a numberof
respects, and that it is difficultto formulate clear-cutlegal arguments that
can be applied consistently to the whole of the directive tex. For the
purposes of this consultation we hawe suggested what appearto us tobe
sound arguments about the scope of the directive in specific contexs.
They will be considered further in light of responses to this documentand
to the DTI's consultation document and may also need to reflect any
guidance that may be produced by the Commission.

With these considerations in mind we are inclined to conclude that almost
all of the regulatory apparatus for financial services in the United Kingdom
falls within the ambit of the coordinated field, and must therefore be
applied on a “country of origin” basis in connection with ISS. This would
include authorisation requirementsS, and requirements relating to them
such as permissions, prudential supervision requirements, conduct of
business rules and disciplinary measures. It would also include financial

3 Weare of the view that these would nat contravene artide4 of thedirective becausethey arenot

specifical

ly ad exdusivey targeted at |SS — see paragraph 18 above Howeve, there is no equivdent to

atide 4(2) inthe defintion of the coordinated fidd — on the contray, atide2(h) dealy statestha
requirements &l withinthe coordinated fed regadiess of whether they are specificdly desgned for ISS.

It theefore seams dear that the “ nationd provisions” referred to in atide 3(1) would indude ay
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Specif

promotion restrictions, and requirements imposed on the basis of the
single market directives. However, we are also inclined to the view thatthe
market abuse provisions in Part VIl of FSMA, and the general criminal
offences in Part XXVII are not propery to be considered within the scope
of the directive. These arguments, as well as others thatare specifictothe
financial services area, are explained further below.

ic issues

The single market directives

38.

39.

We think that provisions implementing the single marketdirectves” (smds)
are within the coordinated field, although in the case of insurance, certain
provsions also fall within the derogations in article 3(3), and the Annexto
the Directive. In practice, this means that the ecd will have to be
considered firstin the context of ISS that fall within the scope ofthe smds.
However, smd provisions in member states (including those allocating
responsibility for prudential and conduct of business regulation) will
continue to operate, in so far as the particular member state’s law is
applicable in accordance with the ecd.

In other words, where the place of establishmentof a provider of ISS that
falls within the smds is also the head or registered office of the provider
within the meaning of those directives, the “countryof origin” in ecd terms
will be the same as the "home state” in smd terms. In this scenario the law
applicable (subject to any applicable ecd exclusions and derogations)will
be that of the state from which the senices are provded. The smd
implementing provisions of that state will be within the ecd’s coordinated
field, and it will be responsible for applying these (and any other applicable
domestic provisions) for both prudential and conduct of business

autharisation provisions not caught by atice 4. Smilarly, such provisions would bewithin the scopeof
atide 3(2) if ther effed wasto restrid the freedom to provide ISS from another mamber stae
* Thedirectives refarred to in paragraphs 1-4 of Schedule3 to FSMA.
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regulation of the head/registered office on its territory. There would be no
question of any division of regulatoryresponsibilityin smd terms, because
the services would not be being provided through an smd branch. The
state in which the service recipient is located will only hawe a role if anecd

exclusion or derogationis applicable.

40. Where senices are provided from a branch as defined in the smds into
another member state, the “country of origin”in ecd terms will be the state
in which the branch is located. The law of that state will include the smd-
implementing provisions, which will assign regulatory responsibilityforthe
branch in accordance with the smds. Generally, this will mean that
conduct of business regulation will be a matter for the state where the
branch is established, and prudential regulation will be a matter for the
state where the head or registered office is situated, as required bythe
smds. Athird state into which senices are provided will only have a roleif
an ecd exclusion or derogationis applicable.

41. Thesmds, including the “passporting” requirements will therefore continue
to operate in the same way as they do now, although the E-=Commerce
Directive will require an exra level of analysis in cases where the senices
in question are ISS. In order for a parent firm in EEA state ‘A’ to establish
and conduct business falling within the smds through a branch in EEA
state ‘B’, the parent must comply with the “passporting” obligations in the
smds, and, in accordance with those directives the prudential supervision
of the branch will be the responsibility of state A. State Awould also be
responsible for the prudential supenision of the parent firm. Supenision of
the conductof business by the branch would be a matter for state B. This
situation would continue to prevail in cases where the branch or the parent
provded ISS into other EEA states. In both cases the combined effect of
the ecd and the smds would be to locate the seat of prudential supenision
in state A, and conduct of business supenvsion in state B. Other (“third”)

15
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states into which ISS were provided (either by the parent or the branch)
would have no role, either in prudential or conduct of business
supervision, exceptin areas outside the scope of the ecd (e.g. areas such
as the provisions of the insurance directives referred to in the article
3(3)/Annexexclusions), or in so far as those states may be able to invoke
derogations from the country of origin approach by virtue ofarticle 3(4).

The UCITS Directive

42.

We think that the analysis is broadly similar in the case of the UCITS
directive (85/611/EC). Provisions implementing the UCITS directive would
be within the scope of the coordinated field. Therefore, where a UCITS
situated inone member state (state ‘A’) provides ISS into anothermember
state (‘B’), in a case where that activity also fell within the scope of the
UCITS directive, the “country of origin” in ecd terms will be state A, which
will also be the state which is required to apply the requirements ofthe
UCITS directive to UCITS situated within its territory. The provisions of
Section VIl of the UCITS directive (which concern cross-border marketing
of units in UCITS) do, however, pose certain problems of interpretation.
Only article 44(2) of the directive is referred to in the Annexto the ecd as
being outside the scope of the “country of origin” approach. It would
therefore seem that that approach would have to prevail over the other
prouvsions of Section MIl to the extent theywere inconsistent with it, or at
least to the extent that they imposed restricons on the freedom to provde

senices within the meaning of the ecd.

Fnancial promotion

43.

1312/2001
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Subject to the provisions in the Directive on unsolicited commercial
electronic mail, the financial promotion regime established by the Financial
Senices and Markets Act 2000 (‘FSMA) is within the coordinated field.

The balance between “country of origin” and host state regulation of
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financial promotions currently specified in secondary legislation will be
changed by implementation of the Directive. Ministers recognised the
need for change during FSMA’s parliamentary passage.

44. We expect for outward providers to remove the exemption available to all
but unsolicited real time promotions; for inward providers we expect to
widen the exemption currentlyavailable onlyto promotions not directed at
persons in the UK. More specific details of the proposed changes are
outlined inthe Annexto this document.

Market Abuse
45. Part VIl of FSMA defines appropriate standards of conduct for traders in

investments on particular markets. Its purpose is confined to securingthe
proper functioning of such markets by puting in place a “lewel playing
field” designed to maxmise confidence in their integrity and fairness. It
operates without reference to the provision of services in the sense
contemplated in the directive. We therefore consider thatit should notbe
construed as imposing restrictions on the freedom to provide information
society services. As a result, we are minded to conclude that the
provsions of Part VIl do not fall within the scope of the “countryof origin”
principle, and will not require any amendment in order to implement it.

Section 397

46. Althoughthe market abuse provisions do notcreate criminal sandions,we
think that arguments by analogy with those outlined above suggest that
the offences created by section 397 of FSMA are likewise outside the
scope of the “country of origin” principle. The purpose ofthe section is to
setgeneral standards for conduct irrespective of the provision of services
in the sense contemplated in the Directive and as such we are minded

17

1312/2001
1426



conclude that it should not be construed as imposing restrictions on the
freedom to provide information societyservices.

The Scope of the Consumer Contract Exclusion

47.

48.

49.

50.

1312/2001
1426

Widespread use of e-commerce in the financial senices sector depends
upon consumers being both confident about the contractual arrangements
thatapplyto theirtransactions, and having access to information that may
aid them in their purchasing decisions, for example: whether the ISS
provider is regulated and by whom; ifthere are cancellation or withdrawal
arrangements and what they are; and whether provsion exists for
complaints and compensation in the case of a dispute between a
consumerand an ISS provider.

Article 5 of the ecd requires member states to ensure the provision of
certain information thatwill be useful to consumers of ISS. This includes
the name and location of the ISS provider, and, if the activity is subject to
an authorisation scheme, the particulars of the relevant supervisory
authority.

Besides the information required of ISS providers by article 5, the
Directive also refains the level of protection offered to consumers by other
EU directives and, in article 3(3) and the Annex, provides for the exclusion
from the requirements of articles 3(1) and 3(2) of “contractual obligations
concerning consumer contracts.”

Recital 56 of the Directive states that the contractual obligations shouldbe

interpreted to include “information on the essential elements of the content

of the contract, including consumer rights, which have a determining

influence on the decision to contract.” The exclusion would therefore

allow hoststates to require incoming ISS providers to provide consumers
18



51.

52.

53.

with certain information but onlyin relation to the “essential” features of a
contract which may govern the outcome of a consumer’s decision whether

to enter into it.

The scope of the consumer contract exclusion is open to interpretation
and depends upon the position taken as to what are considered
“essential’ features of a consumer contract, and potentially determinative
of a consumer’s decision to contract. In the area of financial services,
(and with reference to Recitals 27 and 11),the Governmentis minded to
interpret the scope of the exclusion in the contextof policy underlying the
draftt Directive on the Distance Marketing of Financial Senices (“DMD”).

In view of the arguments outlined abowe, we believe that the consumer
contract exclusion allows for some limited regulation of pre-contractual

information in the financial senices area. This interpretation would permit
limited measures to be applied to incoming ISS service providers requring
them to provide certain information to consumers in addition to the
information requirements already contained in the ecd. In ourview, any
such measures as could be justified on this ground should operate onlyon
a contingent basis (ie: if this information is not already required bythe
country oforigin). We also believe that the scope for the application of the

consumer contract exclusion is narrow and its maximum range shouldbe
limited to the information requirements currently covered by the draft of

the DMD.

For information, as the draft DMD currently stands, the main informaton

requirements which are additional to those in the ecd are:

* Notice when the financial senice is related to instruments
involving special risks or whose price depends on

fluctuations in the financial markets

19
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54.

55.

* The existence or absence of a right to withdraw from the

transaction

* Information on whetherthe transaction falls within a dispute
resolution and/or compensation scheme and, if so, its

contact details

In accordance with the Government's proposed legislative approachtothe
implementation of the Directive as a whole (see Annex), these
requirements will be applied, where necessary, toincoming ISS services
provders via relevant FSA rules. The FSA will be consulting separately
on the application of their rules in this area.

The Govemmentfully intends that the application of FSA rules to incoming
ISS service provders in the area of consumer contracts should be
temporary. The DMD provides for core standards of consumer protection
to be applied on a “country of origin” basis in relation to the distance
marketing of financial services. This will mean that, once the DMD is
made and implemented, consumer protection inrelation to the distance
marketing of financial services from providers in other member states will
become a matter for the “country of origin” of the services, and not for the
UK. Once the core standards come into effect, following the transitional
arrangements provided bythe DMD, member states will cease to be able
to impose consumer protection requirements on incoming ISS financial
sendce providers and the FSA's powers will be adjusted accordingly.

20
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Annex

I . Ll ces leqislali

1312
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Al. The legal reasoning outlined above suggests to us that amendments
need to be made, both to the Financial Services and Markets Act 2000
(“FSMA”), and to certain statutory instruments made under it. Our preferred
approach is to use existing FSMA powers where they are available, and to
rely on regulations made under section 2(2) of the European Communities
Act 1972 to amend the primary Act only where those powers are insufficient.
At this stage it appears to us that at least some amendments to the primary
Actwill be needed.

A2. ltis also clear thatthe Financial Services Authority's (FSAS) powers to
impose requirements on ISS providers established in other member states
will need to be limited to cases falling within the exclusions and derogations in
the Directive. One of the amendments we propose is a change to the
concept of “regulated activty’” to exclude ISS provsion by persons
established in other member states. A consequence of this would be that
those provders would not need to be authorised under FSMAIf they did not
carry on any other kind of regulated actvity in the United Kingdom. As
explained further below, the FSA’'s exsting powers in relation to such persons
will need to be re-defined by reference to the relevant provisions of the
Directive, to ensure that they only operate where the exclusions and
derogations allow. We think that in general it would be desirable to makethe
necessary modifications with reference to the relevant provisions of the
Directive, in order to preserve flexibility to take account of future
dewlopments at Community level (e.g. decisions of the European Court of

Justice). This approach would also be consistentwith the approach taken in
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other areas (e.g.the application of single market directive requirements by
FSArules).

A3. Setoutin this Annexis an outline of the legislative changes we envisage
will be needed to implementthe ecdin the area of financial services, in line
with the legal reasoning described in this document. This outline must be
regarded as prousional, and may require adjustmentin light of the outcome
of this consultation, as well as the consultation undertaken by the Department

of Trade and Industry.

22

1312/2001
1426



Outline of main leqislative changes proposed

The amendments will be likelyto fall into sixmain categories.

(1) A amendment to extend the territorial application of the concept of
“regulated activity’ in the Financial Services and Markets Act, so as to includethe
provision of financial ISS by persons established in the United Kingdom,
regardless of where in the EEA the senices are actually provided. Although
section 418(5) already comes close to achieving this result, we think a slight
adjustment would be necessary to ensure properimplementation of the Diredive.
We consider thatthe best way of achieving this would be to use regulations
under section 2(2) of the European Communities Actto amend section 418 of
FSMA so that a UK-established person providing financial ISS anywhere in the
EC would be regarded, for the purposes of FSMA, as carrying on a regulated
activity in the United Kingdom. We think thatthis will be the principal amendment
required to implement article 3(1) of the Directive in the area of financial senices.
The notion of “financial ISS” would need to be defined byreference o the scope

of the FSMA regulatory regime as it applies to activities carried out in the UK.

(2) Anendment of the conceptof “regulated activity’ to exclude the provsion of
ISS by persons established in other member states. Our preferred method of
achieving this would be to amend the Fnancial Services and Markets Act

(Regulated Activities) Order 2001 (S.I. 2001/544) to create a general exclusion

for the provision of financial ISS by such persons. This could be achiewed bythe

23
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making ofa negative resolution statutory instrument in accordance with the
power in section 22 of FSMA. This would be the main amendment required to
implement article 3(2) of the Directive. As indicated above, one consequence of
this approach would be that ISS providers in other member states would not
need to be authorised persons in order to provide ISS inthe UK. Theywould, of
course, need to be authorised in order carryout any other activity in the UK that

amounted to a regulated activity.

(3) The adjustment of the FSA's powers as necessaryto ensure thatitmay take
measures in accordance with the exclusions and derogations in the Directive.
The FSA's powers based on the exclusions in article 3(3) and the Annex will of
course need to be different in nature from those based on the case-by-case
derogations in article 3(4). In relation to ISS providers established in other
member states who happen to be authorised persons (e.g. because they are
performing other activities in the UK which are regulated activities), the FSA
alreadyhas the power to make rules with respect to their camying on activities
which are not regulated activities (FSMA section 138(1)(b)). We consider thatthis
mayalready provde the FSA with adequate powers in relation to authorised
persons performing non-regulated activities. However, we may need to ensure,
using regulations under section 2(2) of the European Communities Act, thatthe
FSAhas the power to take measures pursuant to the article 3(3) exclusions and

the article 3(4) derogation in relation to ISS providers who are not authorised
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persons. The precise form this re-definition of powers will take is still under

consideration.

(4) Anendment of the FHnancial Services and Markets Act 2000 (Financial
Promotion) Order 2001 (S.1. 2001/1335). Currently, article 12(1) ofthe Order
disapplies the financial promation restriction in section 21 of FSMA from
communications received outside the United Kingdom, or directed only at
persons outside the United Kingdom. As part of the implementation of article 3(1)
of the Directive, we consider that this provision will need to be amended to
ensure that the financial promotion restriction does applyto communications by
UK-established ISS providers to persons in the EC, where those communications
comprise, or form part of, the provision of an ISS. There will alsoneedto be a
separate amendment to the Order to ensure that the financial promotion
restriction does not apply to communications from ISS providers established in
other member states, where those communications comprise, or form partof,the
provision of an ISS. The first ofthese amendments will require an affirmative
resolution statutory instrument, due to the effect ofsection 429(3) of FSMA. The
second would normallyrequire a negative resolution instrument (by reference o
section 429(8) of FSMA), but could we think be incorporated into the affirmative
instrument with the firstamendment. We also consider that parallel amendments
will be required to the FAnancial Services and Markets Act2000 (Promotion of
Collective Investment Schemes) Order 2001 (S.l. 2001/1060). These

amendments will be required to be made by negative resolution procedure.

25

1312/2001
1426



(5) Ensuring thatthe FSA has powers to make rules implementing the articles of
the Directive referred to in paragraphs 20-30 above. We considerthat the
maintenance, so far as possible, of FSArules as a*“single rule book” is very
importantfrom the point of view of financial services practitioners and
consumers. We are also strongly in favour of implementing the Directive forthe
financial services sector in a way that is as well tailored to that specific
envronment as possible. Accordingly, we take the view that provisions in the
Directive which are likely to have a significant impact on financial services, and
which it would not be inappropriate or unnecessary to implementin that way,
should be implemented in the financial senices area bymeans of FSArules. It
seems to us thatthe power in section 138(1)(b) already offers some scope for
this to be done. The precise extent (if any) to which separate implementation in
this area will be necessary cannot be determined with any certainty as yet, and

willdepend in part upon the form that the Department of Trade and Industry’'s

more general implementing provisions take.

(6) We think thatthe above amendments would be likelyto cover mostof the
ground ofimplementing the ecd in the area of financial services. However,
additional (and most likely minor) amendments (e.g. amendments consequenial

to those outlined above) may prowe to be necessary upon further consideration.
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Initial Requlatory Impact Assessment in the Fnhancial Services Area

1. The Department of Trade and Industry produced a draft partial regulatory
impact assessmentin its consultation document earlier this year. It covers the
implementation of the E-Commerce Directive inthe UK as a whole and hasbeen
reproduced here for the benefit of respondents. This initial regulatoryimpact
assessment onlycovers the Government’s plans for implementation in the area

of financial services.

Purpose and Intended Effect in the Fnancial Services Area
2. This consultaton document and the accompanying annex provide an outline

of how the Govemmentis minded to implement the E-Commerce Directive inthe

financial services area.

3. The E-commerce Directive (“ecd”) is designed to enhance the functioning of
the EC internal market by removing specific legal barriers to the free movement
of information society services (“ISS”) between member states, and byim proung
the level of legal certainty surrounding the provision of such services. Itseeksio
achieve this by creating a “country of origin” framework for the regulation of ISS,

and includes provisions in the following areas:

establishment of service providers,

¢ commercial communications,

electronic contracts,

the liabilityof intermediaries,
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+ codes of conduct,
e court actions, and

e cooperation between member states.

4. The impact of the ecd in the area of financial senices is potentially wide-
ranging. Many financial senices transactions are (and will increasinglybe) likely
to be conducted by electronic means across borders between member states.
The directive will apply in respect of all such services falling within the definition
of ISS contained in article 2(a) of the ecd. As that definitionis largely concerned
with the medium through which services are provided, rather than their subject-
matter, cross-border financial services of all kinds may fall within the scope ofte

directive.

5. In implementing the E-Commerce Directive in Financial Services, the
Gowernment aims to bring the full benefits of country of origin regulation to
businesses thatprovide information societyservices while ensuring that UK

consumers retain core European standards of protection.

Benefits

6. The Government believes that country of origin regulaton should bring
substantial benefits to ISS senice providers established in the UK. Under the
ecd, their regulaton by the Financial Services Authority (“FSA”) will allow them to

conduct business throughoutthe EEA. They will only need to follow the
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regulatoryregime in other EEAmember states if they are conducting business in
an area specifically excluded from the scope of the ecd under article 3(3) or ifthe
relevant member state into which they are providing services has completed the
“case by case” derogation process outlined in article 3(4). The potential benefit
of countryof origin regulation is large: instead of having tb meet the costs
associated with meeting the regulatory requirements ofall the EEA member
states into which they provide services, ISS providers established in the UK will
onlyneedto meet the costs ofbeing regulated by the FSA The specific cost
benefits will depend on the amount and nature of the business being conducted

by the ISS provider with the EEA.

The Government would welcome more specific details of the cost benefits
to ISS providers established in the UK in the financial services area of

“country of origin” regulation.

Costs

FHnancial Promotion Regime

7. Under the ecd, the government is required to alter the Financial Promotion
regime established under the Financial Senices and Markets Act 2000 for ISS
prouvders so thatit confirms with the “country of origin” principle. This will bring
additional costs for firms established in the UK launching promotions into EEA

member states.
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8. We believe that the additional cost burden will be small. Most firms
established in the UK engaged in financial promotion into other EEA member
states will already be authorised by the FSA; the additional cost for them as a
result of implementation of the ecd will be the extension of FSArules to

promotions to which they previously did notapply.

9. There will also be animpact on unauthorised firms seeking to do one-off
financial services transactions such as raise capital or undertake takeovers.
Implementation will increase costs for UK established fims engaged in these
outward financial promotions to EEAmember states through the provision ofan
ISS service (primarily, over the intemet) who are not already authorised by the
FSA Estimates of the cost of approval of apromotion range from a minimum of
£25,000 for a small firm undertaking a basic promotion up to £500,000+ for a

large firm engaged in a complex promotion.

10. In both cases the additional costs will be offset by the reduction in hoststate
regulation in the state/states into which the promotion is entering. Whether the
netresult will be a costor a saving will depend, amongstotherfactors, on the
number of countries to which a promotion is made: the greater the number of
EEAcountries to which a promotion is made, the greater the saving from having

to complyonly with UK requirements.
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Wewouldwelcome evidence from respondents as to the extent of the
burden that will be imposed on firms by implementation of the ecd inthe

financial promotion area.

Impact on smalland medium sized businesses

The Government would welcome evidence of whether implementation of
the ecd inthe financial services area will impose significant additional

costs on small or medium sized businesses.
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