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1.2

Introduction

This guide describes the FSA's approach to exercising the main enforcement powers
given to it by the Financial Services and Markets Act 2000 (the Act) and by regulation
12 of the Unfair Terms Regulations. It is broken down into two parts. The first part
provides an overview of enforcement policy and process, with chapters about the
FSA's approach to enforcement (chapter 2), the use of its main information gathering
and investigation powers under the Act (chapter 3), the conduct of investigations
(chapter 4), settlement (chapter 5) and publicity (chapter 6). The second part contains
an explanation of the FSA's policy concerning specific enforcement powers such as
its powers to: vary a firm's Part IV permission on its own initiative (chapter 8); make
prohibition orders (chapter 9); prosecute criminal offences (chapter 12); and powers
which the FSA has been given under legislation other than the Act (chapter 19).

In the areas set out below, the Act expressly requires the FSA to prepare and publish
statements of policy or procedure on the exercise of its enforcement and investigation
powers and in relation to the giving of statutory notices:

1) section 63C requires the FSA to publish a statement of its policy on the
imposition, and amount, of financial penalties on persons that perform a
controlled function without approval;

(1A) sections 69 and 210 require the FSA to publish statements of policy on the
imposition of financial penalties, suspensions or restrictions on firms,
approved persons and unauthorised persons to whom section 404C applies,
the amount of financial penalties imposed, and the period for which
suspensions or restrictions are to have effect;

2 section 93 requires the FSA to publish a statement of its policy on the
imposition, and amount, of financial penalties under section 91 of the Act
(penalties for breach of Part 6 rules);

3 section 124 requires the FSA to publish a statement of its policy on the
imposition, and amount, of financial penalties for market abuse;

(3A) section 131J requires the FSA to publish a statement of its policy on the
imposition, and amount, of financial penalties imposed under section 131G;

4 section 169 requires the FSA to publish a statement of its policy on the
conduct of certain interviews in response to requests from overseas regulators;
and

5) section 395 requires the FSA to issue a statement of procedures relating to the
giving of supervisory notices, warning notices and decision notices.

These policies are set out in the Decision Procedure and Penalties manual (DEPP), a
module of the FSA Handbook. References to the policies are made at appropriate
places in the guide.
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1.5

1.6

1.7

1.8

This guide includes material on the investigation, disciplinary and criminal
prosecution powers that are available to the FSA when it is performing functions as
the competent authority under Part VI of the Act (Official listing). The Act provides a
separate statutory framework within which the FSA must operate when it acts in that
capacity. When determining whether to exercise its powers in its capacity as
competent authority under Part VI, the FSA will have regard to the matters and
objectives which apply to the competent authority function.

The FSA has a range of enforcement powers, and in any particular enforcement
situation, the FSA may need to consider which power to use and whether to use one
or more powers. So in any particular case, it may be necessary to refer to a number of
chapters of the guide.

Since most of the FSA’s enforcement powers are derived from it, this guide contains a
large number of references to the Act. Users of the guide should therefore refer to the
Act as well as to the guide where necessary. In the event of a discrepancy between the
Act, or other relevant legislation, and the description of an enforcement power in the
guide, the provisions of the Act or the other relevant legislation prevail. Defined terms
used in the text are shown in italic type. Where a word or phrase is in italics, its
definition will be the one used for that word or phrase in the glossary to the FSA
Handbook.

[deleted]

This guide will be kept under review and amended as appropriate in the light of
further experience and developing law and practice.

The material in this guide does not form part of the FSA Handbook and is not
guidance on rules, but it is 'general guidance' as defined in section 158 of the Act. If
you have any doubt about a legal or other provision or your responsibilities under the
Act or other relevant requirements, you should seek appropriate legal advice from
your legal adviser.
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The FSA’s approach to enforcement

The FSA's effective and proportionate use of its enforcement powers plays an
important role in the pursuit of its regulatory objectives of protecting consumers,
maintaining confidence in the financial system, financial stability and reducing
financial crime. For example, using enforcement helps to contribute to the protection
of consumers and to deter future contraventions of FSA and other applicable
requirements and financial crime. It can also be a particularly effective way, through
publication of enforcement outcomes, of raising awareness of regulatory standards.

There are a number of principles underlying the FSA's approach to the exercise of its
enforcement powers:

1) The effectiveness of the regulatory regime depends to a significant extent on
maintaining an open and co-operative relationship between the FSA and those
it regulates.

@) The FSA will seek to exercise its enforcement powers in a manner that is
transparent, proportionate, responsive to the issue, and consistent with its
publicly stated policies.

3) The FSA will seek to ensure fair treatment when exercising its enforcement
powers.

4) The FSA will aim to change the behaviour of the person who is the subject of
its action, to deter future non-compliance by others, to eliminate any financial
gain or benefit from non-compliance, and where appropriate, to remedy the
harm caused by the non-compliance.

Enforcement is only one of a number of regulatory tools available to the FSA. As a
risk based regulator with limited resources, throughout its work the FSA prioritises its
resources in the areas which pose the biggest threat to its regulatory objectives. This
applies as much to the enforcement tool as it does to any other tool available to it. The
next section of this chapter summarises how in practice the FSA takes a risk based
approach towards its use of the enforcement tool, and the subsequent sections
comment on other aspects of the FSA's approach to enforcement.

Where a firm or other person has failed to comply with the requirements of the Act,
the rules, or other relevant legislation, it may be appropriate to deal with this without
the need for formal disciplinary or other enforcement action. The proactive
supervision and monitoring of firms, and an open and cooperative relationship
between firms and their supervisors, will, in some cases where a contravention has
taken place, lead the FSA to decide against taking formal disciplinary action.
However, in those cases, the FSA will expect the firm to act promptly in taking the
necessary remedial action agreed with its supervisors to deal with the FSA's concerns.
If the firm does not do this, the FSA may take disciplinary or other enforcement action
in respect of the original contravention.
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Case selection: Firms and approved persons, market abuse cases and listing
matters

Other than in the area of a firm's failure to satisfy the FSA's Threshold Conditions for
authorisation (as to which, see paragraph 2.11), the selection method for cases
involving firms and approved persons, market abuse and listing matters (for example,
breaches of the listing, prospectus or disclosure rules) occurs at two main levels:

(1) strategic planning; and
(2) decisions on individual cases.

The FSA does not have a set of enforcement priorities that are distinct from the
priorities of the FSA as a whole. Rather, the FSA consciously uses the enforcement
tool to deliver its overall strategic priorities. The areas and issues which the FSA as an
organisation regards as priorities at any particular time are therefore key in
determining at a strategic level how enforcement resource should be allocated. FSA
priorities will influence the use of resources in its supervisory work and as such, make
it more likely that the FSA will identify possible breaches in these priority areas.
Further, should evidence emerge of potential breaches, these areas are more likely to
be supported by enforcement action than non-priority areas.

One way in which the FSA focuses on priority areas is through its thematic work.
This work involves the FSA looking at a particular issue or set of issues across a
sample of firms. Themes are, in general, selected to enable the FSA to improve its
understanding of particular industry areas or to assess the validity of concerns the
FSA has about risks those areas may present to the regulatory objectives. Thematic
work does not start with the presumption that it will ultimately lead to enforcement
outcomes. But if the FSA finds significant issues, these may become the subject of
enforcement investigations as they would if the FSA had discovered them in any other
circumstance. Also, by definition, the fact they are in areas that are of importance to
the FSA means, following the FSA's risk-based approach through, that they are
proportionately more likely to result in the FSA determining that an enforcement
investigation should be carried out than issues in lower priority areas.

This does not mean that the FSA will only take enforcement action in priority
strategic areas. There will always be particularly serious cases where enforcement
action is necessary, ad hoc cases of particular significance in a markets, consumer
protection or financial crime context, or cases that the FSA thinks are necessary to
achieve effective deterrence.

The combination of the priority given to certain types of misconduct over others and
the FSA's risk-based approach to enforcement means that certain cases will be subject
to enforcement action and others not, even where they may be similar in nature or
impact. The FSA’s choice as to the use of the enforcement tool is therefore a question
of how the FSA uses its resources effectively and efficiently and how it ensures that it
is an effective regulator.

Before it proceeds with an investigation, the FSA will satisfy itself that there are
grounds to investigate under the statutory provisions that give the FSA powers to
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appoint investigators. If the statutory test is met, it will decide whether to carry out an
investigation after considering all the relevant circumstances. To assist its
consideration of cases, the FSA has developed a set of assessment criteria. The
current criteria (which are published on the Enforcement section of the FSA web
site’) are framed as a set of questions. They take account of the FSA's regulatory
objectives, its strategic/supervision priorities (see above) and other issues such as the
response of the firm or individual to the issues being referred. Not all of the criteria
will be relevant to every case and there may be other considerations which are not
mentioned in the list but which are relevant to a particular case. The FSA’s
assessment will include considering whether using alternative tools is more
appropriate taking into account the overall circumstances of the person or firm
concerned and the wider context. Another consideration will be whether the FSA is
under a Community obligation to take action on behalf of, or otherwise to provide
assistance to, an authority from another EU member state. Paragraph 2.15 discusses
the position where other authorities may have an interest in a case.

Case selection: Threshold Conditions cases

The FSA often takes a different approach to that described above where firms no
longer meet the threshold conditions. The FSA views the threshold conditions as
being fundamental requirements for authorisation and it will generally take action in
all such cases which come to its attention and which cannot be resolved through the
use of supervisory tools. The FSA does not generally appoint investigators in such
cases. Instead, firms are first given an opportunity to correct the failure. If the firm
does not take the necessary remedial action, the FSA will consider whether its
permission to carry out regulated business should be varied and/or cancelled.
However, there may be cases where the FSA considers that a formal investigation into
a threshold conditions concern is appropriate.

Case selection: Unauthorised business

Where this poses a significant risk to the consumer protection objective or to the
FSA's other regulatory objectives, unauthorised activity will be a matter of serious
concern for the FSA. The FSA deals with cases of suspected unauthorised activity in
a number of ways and it will not use its investigation powers and/or take enforcement
action in every single instance.

The FSA's primary aim in using its investigation and enforcement powers in the
context of suspected unauthorised activities is to protect the interests of consumers.
The FSA's priority will be to confirm whether or not a regulated activity has been
carried on in the United Kingdom by someone without authorisation or exemption,
and, if so, the extent of that activity and whether other related contraventions have
occurred. It will seek to assess the risk to consumers' assets and interests arising from
the activity as soon as possible.

! http://www.fsa.gov.uk/pages/Doing/Regulated/Law/criteria.shtml
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The FSA will assess on a case-by-case basis whether to carry out a formal
investigation, after considering all the available information. Factors it will take into
account include:

Q) the elements of the suspected contravention or breach;

(2 whether the FSA considers that the persons concerned are willing to co-
operate with it;

3) whether obligations of confidentiality inhibit individuals from providing
information unless the FSA compels them to do so by using its formal powers;

4) whether the person concerned has offered to undertake or undertaken remedial
action.

Cases where other authorities have an interest

Action before or following an investigation may include, for example, referring some
issues or information to other authorities for consideration, including where another
authority appears to be better placed to take action. For example, when considering
whether to use its powers to conduct formal investigations into market misconduct,
the FSA will take into account whether another regulatory authority is in a position to
investigate and deal with the matters of concern (as far as a recognised investment
exchange or recognised clearing house is concerned, the FSA will consider the extent
to which the relevant exchange or clearing house has adequate and appropriate powers
to investigate and deal with a matter itself). Equally, in some cases, the FSA may
investigate and/or take action in parallel with another domestic or international
authority. This topic is discussed further in DEPP 6.2.19 G to DEPP 6.2.28 G,
paragraph 3.16 of this guide and in the case of action concerning criminal offences,
paragraph 12.11.

Assisting overseas regulators

The FSA views co-operation with its overseas counterparts as an essential part of its
regulatory functions. Section 354 of the Act imposes a duty on the FSA to take such
steps as it considers appropriate to co-operate with others who exercise functions
similar to its own. This duty extends to authorities in the UK and overseas. In
fulfilling this duty the FSA may share information which it is not prevented from
disclosing, including information obtained in the course of the FSA’s own
investigations, or exercise certain of its powers under Part XI of the Act. Further
details of the FSA’s powers to assist overseas regulators are provided at EG 3.12 —
3.15 (Investigations to assist overseas authorities), EG 4.8 (Use of statutory powers to
require the production of documents, the provision of information or the answering of
questions), EG 4.25 — 4.27 (Interviews in response to a request from an overseas
regulator), and EG 8.18 — 8.25 (Exercising the power under section 47 to vary or
cancel a firm’s part IV permission in support of an overseas regulator). The FSA’s
statement of policy in relation to interviews which representatives of overseas
regulators attend and participate in is set out in DEPP 7.
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Sources of cases

The FSA may be alerted to possible contraventions or breaches by complaints from
the public or firms, by referrals from other authorities or through its own enquiries
and supervisory activities. Firms may also bring their own contraventions to the
FSA's attention, as they are obliged to do under Principle 11 of the Principles for
Businesses and rules in the FSA's Supervision manual.

Enforcement and the FSA’s Principles for Businesses (‘the Principles’)

The FSA’s approach to regulation involves a combination of high-level principles and
detailed rules and guidance. While this broad structure is both necessary and
desirable, the FSA is moving towards a more principles-based approach. This is
because the FSA believes an approach that is based less on detailed rules and that
focuses more on outcomes will allow it to achieve its regulatory objectives in a more
efficient and effective way. The FSA regards the increased emphasis on the
Principles as a development of its current approach rather than a fundamental change
of direction.

This policy approach is leading to increased focus on principles-based enforcement
action. The use of the Principles in enforcement cases is far from new. They have
been used regularly in an enforcement context over many years. However, as part of
its overall strategy in this area, the FSA will be giving more prominence to the
Principles including, in appropriate cases, taking enforcement action on the basis of
the Principles alone (see also DEPP 6.2.14 G). This will have the benefit of
providing further clear examples of how the Principles work in practice.

The FSA wishes to encourage firms to exercise judgement about, and take
responsibility for, what the Principles mean for them in terms of how they conduct
their business. But we also recognise the importance of an environment in which
firms understand what is expected of them. So we have indicated that firms must be
able reasonably to predict, at the time of the action concerned, whether the conduct
would breach the Principles. This has sometimes been described as the “reasonable
predictability test” or “condition of predictability”, but it would be wrong to think of
this as a legal test to be met in deciding whether there has been a breach of FSA rules.
Rather, our intention has been to acknowledge that firms may comply with the
Principles in different ways; and to indicate that the FSA will not take enforcement
action unless it was possible to determine at the time that the relevant conduct fell
short of our requirements.

To determine whether there has been a failure to comply with a Principle, the
standards we will apply are those required by the Principles at the time the conduct
took place. The FSA will not apply later, higher standards to behaviour when
deciding whether to take enforcement action for a breach of the Principles.
Importantly, however, where conduct falls below expected standards the FSA
considers that it is legitimate for consequences to follow, even if the conduct is
widespread within the industry or the Principle is expressed in general terms.
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FSA guidance and supporting materials

The FSA uses guidance and other materials to supplement the Principles where it
considers this would help firms to decide what action they need to take to meet the
necessary standard.

Guidance is not binding on those to whom the FSA’s rules apply. Nor are the variety
of materials (such as case studies showing good or bad practice, FSA speeches, and
generic letters written by the FSA to Chief Executives in particular sectors) published
to support the rules and guidance in the Handbook. Rather, such materials are
intended to illustrate ways (but not the only ways) in which a person can comply with
the relevant rules.

DEPP 6.2.1(4) G explains that the FSA will not take action against someone where
we consider that they have acted in accordance with what we have said. However,
guidance does not set out the minimum standard of conduct needed to comply with a
rule, nor is there any presumption that departing from guidance indicates a breach of
a rule. If a firm has complied with the Principles and other rules, then it does not
matter whether it has also complied with other material the FSA has issued.

Guidance and supporting materials are, however, potentially relevant to an
enforcement case and a decision maker may take them into account in considering the
matter. Examples of the ways in which the FSA may seek to use guidance and
supporting materials in an enforcement context include:

(1) To help assess whether it could reasonably have been understood or predicted at
the time that the conduct in question fell below the standards required by the
Principles.

(2) To explain the regulatory context.

(3) Toinform a view of the overall seriousness of the breaches e.g. the decision
maker could decide that the breach warranted a higher penalty in circumstances
where the FSA had written to chief executives in the sector in question to
reiterate the importance of ensuring a particular aspect of its business complied
with relevant regulatory standards.

(4) To inform the consideration of a firm's defence that the FSA was judging the
firm on the basis of retrospective standards.

(5) To be considered as part of expert or supervisory statements in relation to the
relevant standards at the time.

The extent to which guidance and supporting materials are relevant will depend on all
the circumstances of the case, including the type and accessibility of the statement and
the nature of the firm's defence. It is for the decision maker (see paragraphs 2.37 to
2.39) - whether the RDC, Tribunal or an executive decision maker - to determine this
on a case-by-case basis.
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The FSA may take action in areas in which it has not issued guidance or supporting
materials.

Industry guidance

The FSA recognises that Industry Guidance has an important part to play in a
principles-based regulatory environment, and that firms may choose to follow such
guidance as a means of seeking to meet the FSA’s requirements. This will be true
especially where Industry Guidance has been *confirmed’ by the FSA. DEPP
6.2.1(4) G confirms that, as with FSA guidance and supporting materials, the FSA
will not take action against a firm for behaviour that we consider is in line with FSA-
confirmed Industry Guidance that was current when the conduct took place.

Equally, however, FSA-confirmed Industry Guidance is not mandatory. The FSA
does not regard adherence to Industry Guidance as the only means of complying with
FSA rules and Principles. Rather, it provides examples of behaviour which meets the
FSA's requirements; and non-compliance with confirmed Industry Guidance creates
no presumption of a breach of those requirements.

Industry Guidance may be relevant to an enforcement case in ways similar to those
described at paragraph 2.25. But the FSA is aware of the concern that firms must
have scope to exercise their own judgement about what FSA rules require, and that
Industry Guidance should not become a new prescriptive regime in place of detailed
FSA rules. This, and the specific status of FSA-confirmed Industry Guidance, will be
taken into account when the FSA makes judgements about the relevance of Industry
Guidance in enforcement cases.

Senior management responsibility

The FSA is committed to ensuring that senior managers of firms fulfil their
responsibilities. The FSA expects senior management to take responsibility for
ensuring firms identify risks, develop appropriate systems and controls to manage
those risks, and ensure that the systems and controls are effective in practice. The
FSA will not pursue senior managers where there is no personal culpability. However,
where senior managers are themselves responsible for misconduct, the FSA will,
where appropriate, bring cases against individuals as well as firms. The FSA believes
that deterrence will most effectively be achieved by bringing home to such individuals
the consequences of their actions. The FSA’s policy on disciplinary action against
senior management and against other approved persons under section 66 of the Act is
set out in DEPP 6.2.4 G to DEPP 6.2.9 G. The FSA’s policy on prohibition and
withdrawal of approval is set out out in chapter 9 of this guide.

The FSA recognises that cases against individuals are very different in their nature
from cases against corporate entities and the FSA is mindful that an individual will
generally face greater risks from enforcement action, in terms of financial
implications, reputation and livelihood than would a corporate entity. As such, cases
against individuals tend to be more strongly contested, and at many practical levels
are harder to prove. They also take longer to resolve. However, taking action against
individuals sends an important message about the FSA’s regulatory objectives and
priorities and the FSA considers that such cases have important deterrent values. The

10
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FSA is therefore committed to pursuing appropriate cases robustly, and will dedicate
sufficient resources to them to achieve effective outcomes.

Co-operation

An important consideration before an enforcement investigation and/or enforcement
action is taken forward is the nature of a firm’s overall relationship with the FSA and
whether, against that background, the use of enforcement tools is likely to further the
FSA’s aims and objectives. So, for any similar set of facts, using enforcement tools
will be less likely if a firm has built up over time a strong track record of taking its
senior management responsibilities seriously and been open and communicative with
the FSA. In addition, a firm’s conduct in response to the specific issue which has
given rise to the question of whether enforcement tools should be used will also be
relevant. In this respect, relevant matters may include whether the person has self-
reported, helped the FSA establish the facts and/or taken remedial action such as
addressing any systems and controls issues and compensating any consumers who
have lost out. Such matters will not, however, necessarily mean that enforcement
tools will not be used. The FSA has to consider each case on its merits and in the
wider regulatory context, and any such steps cannot automatically lead to no
enforcement sanction. However, they may in any event be factors which will mitigate
the penalty.

On its web site, the FSA has given anonymous examples of where it has decided not
to investigate or take enforcement action in relation to a possible rule breach because
of the way in which the firm has conducted itself when putting the matter right. This
is part of an article entitled *The benefits to firms and individuals of co-operating with
the FSA’%. However, in those cases where enforcement action is not taken and/or a
formal investigation is not commenced, the FSA will expect the firm to act promptly
to take the necessary remedial action agreed with its supervisors to deal with the
FSA's concerns. If the firm does not do this, the FSA may take disciplinary or other
enforcement action in respect of the original contravention.

Late reporting or non-submission of reports to the FSA

The FSA attaches considerable importance to the timely submission by firms of
reports required under FSA rules. This is because the information contained in such
reports is essential to the FSA’s assessment of whether a firm is complying with the
requirements and standards of the regulatory system and to the FSA’s understanding
of that firm’s business. So, in the majority of cases involving non-submission of
reports or repeated failure to submit complete reports on time, the FSA considers that
it will be appropriate to seek to cancel the firm’s permission. Where the FSA does not
cancel a permission, it may take action for a financial penalty against a firm that
submits a report after the due date (see DEPP 6.6.1 G to DEPP 6.6.5 G).

Legal review

Before a case is referred to the RDC, it will be subject to a legal review by a lawyer
who has not been a part of the investigation team. This will help to ensure that there

2 http://www.fsa.gov.uk/Pages/doing/regulated/law/focus/co-operating.shtml
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is consistency in the way in which our cases are put and that they are supported by
sufficient evidence. A lawyer who has not been a part of the investigation team will
also review warning notices before they are submitted to the settlement decision
makers.

Decision making in the context of regulatory enforcement action

2.37 When the FSA is proposing to exercise its regulatory enforcement powers, the Act
generally requires the FSA to give statutory notices (depending on the nature of the
action, a warning notice and decision notice or supervisory notice) to the subject of
the action. The person to whom a warning notice or supervisory notice is given has a
right to make representations on the FSA's proposed decision.

2.38  The procedures the FSA will follow when giving supervisory notices, warning notices
and decision notices are set out in DEPP 1 to 5. Under these procedures, the decisions
to issue such notices in contested enforcement cases are generally taken by the RDC,
an FSA Board committee that is appointed by, and accountable to, the FSA Board for
its decisions generally. Further details about the RDC can be found in DEPP 3 and on
the pages of the FSA web site relating to the RDC.® However, decisions on
settlements and statutory notices arising from them are taken by two members of FSA
senior management of at least director level, under a special settlement decision
procedure (see chapter 5).

2.39 A person who receives a decision notice or supervisory notice has a right to refer the
matter to the Tribunal within prescribed time limits. The Tribunal is independent of
the FSA and members of the Tribunal are appointed by the Lord Chancellors
Department. Where a matter has been referred to it, the Tribunal will determine what
action, if any, it is appropriate for the FSA to take in relation to that matter. Further
details about the Tribunal can be found in an item on the Tribunal on the Enforcement
pages of the FSA web site* and on the Tribunal's own web site®.

3 http://www.fsa.gov.uk/Pages/About/Who/board/committees/RDC/index.shtml

* http://www.fsa.gov.uk/pages/doing/requlated/law/focus/tribunal.shtml

> http://www.financeandtaxtribunals.gov.uk/

12



3.1

3.1A

3.2

3.3

3.4

3.5

3.6

Use of information gathering and investigation powers

The FSA has various powers under sections 97, 165 to 169 and 284 of the Act to
gather information and appoint investigators, and to require the production of a report
by a skilled person. In any particular case, the FSA will decide which powers, or
combination of powers, are most appropriate to use having regard to all the
circumstances. Further comments on the use of these powers are set out below.

Information may also be provided to the FSA voluntarily. For example, firms may at
times commission an internal investigation or a report from an external law firm or
other professional adviser and decide to pass a copy of this report to the FSA. Such
reports can be very helpful for the FSA in circumstances where enforcement action is
anticipated or underway. The FSA’s approach to using firm-commissioned reports in
an enforcement context is set out at the end of this chapter.

Information requests (section 165)

The FSA may use its section 165 power to require information and documents from
firms to support both its supervisory and its enforcement functions.

An officer with authorisation from the FSA may exercise the section 165 power to
require information and documents from firms. This includes an FSA employee or an
agent of the FSA.

Reports by skilled persons (section 166)

Under section 166 of the Act, the FSA has a power to require a firm and certain other
persons to provide a report by a skilled person. The FSA may use its section 166
power to require reports by skilled persons to support both its supervision and
enforcement functions.

The factors the FSA will consider when deciding whether to use the section 166
power include:

(1) If the FSA's objectives for making further enquiries are predominantly for the
purposes of fact finding i.e. gathering historic information or evidence for
determining whether enforcement action may be appropriate, the FSA's
information gathering and investigation powers under sections 167 and 168 of
the Act are likely to be more effective and more appropriate than the power
under section 166.

2 If the FSA's objectives include obtaining expert analysis or recommendations
(or both) for, say, the purposes of seeking remedial action, it may be
appropriate to use the power under section 166 instead of, or in conjunction
with, the FSA's other available powers.

Where it exercises this power, the FSA will make clear both to the firm and to the
skilled person the nature of the concerns that led the FSA to decide to appoint a
skilled person and the possible uses of the results of the report. But a report the FSA
commissions for purely diagnostic purposes could identify issues which could lead to
the appointment of an investigator and/or enforcement action.

13



3.7

3.8

3.9

3.10

3.11

3.12

3.13

3.14

Chapter 5 of the FSA's Supervision manual (Reports by skilled persons) contains
rules and guidance that will apply whenever the FSA uses the section 166 power.

Investigations into general and specific concerns (sections 167 and 168)

Where the FSA has decided that an investigation is appropriate (see chapter 2) and it
appears to it that there are circumstances suggesting that contraventions or offences
set out in section 168 may have happened, the FSA will normally appoint
investigators pursuant to section 168. Where the circumstances do not suggest any
specific breach or contravention covered by section 168, but, the FSA still has
concerns about a firm, an appointed representative, a recognised investment exchange
or an unauthorised incoming ECA provider, such that it considers there is good reason
to conduct an investigation into the nature, conduct or state of the person's business or
a particular aspect of that business, or into the ownership or control of an authorised
person, the FSA may appoint investigators under section 167.

In some cases involving both general and specific concerns, the FSA may consider it
appropriate to appoint investigators under both section 167 and section 168 at the
outset. Also, where, for example, it has appointed investigators under section 167, it
may subsequently decide that it is appropriate to extend the appointment to cover
matters under section 168 as well.

Official listing investigations (section 97)

If the FSA has decided to carry out an investigation where there are circumstances
suggesting that contraventions set out in section 97 may have happened, it will
normally appoint investigators pursuant to that section. An investigator appointed
under section 97 is treated under the Act as if they were appointed under section
167(1).

Investigations into collective investment schemes (section 284)

The FSA may appoint investigators under section 284 to conduct an investigation into
the affairs of a collective investment scheme if it appears to it that it is in the interests
of the participants or general participants to do so or that the matter is of public
concern.

Investigations to assist overseas authorities (section 169)

The FSA's power to conduct investigations to assist overseas authorities is contained
in section 169 of the Act. The section provides that at the request of an overseas
regulator, the FSA may use its power under section 165 to require the production of
documents or the provision of information under section 165 or to appoint a person to
investigate any matter.

If the overseas regulator is a competent authority and makes a request in pursuance of
any Community obligation, section 169(3) states that the FSA must, in deciding
whether or not to exercise its investigative power, consider whether the exercise of
that power is necessary to comply with that obligation.

Section 169(4) and (5) set out factors that the FSA may take into account when
deciding whether to use its investigative powers. However, these provisions do not
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apply if the FSA considers that the use of its investigative powers is necessary to
comply with a Community obligation.

When it considers whether to use its investigative power, and whether section 169(4)
applies, the FSA will first consider whether it is able to assist without using its formal
powers, for example by obtaining the information voluntarily. Where that is not
possible, the FSA may take into account all of the factors in section 169(4), but may
give particular weight to the seriousness of the case and its importance to persons in
the United Kingdom, and to the public interest.

Liaison where other authorities have an interest

The FSA has agreed guidelines that establish a framework for liaison and cooperation
in cases where certain other UK authorities have an interest in investigating or
prosecuting any aspect of a matter that the FSA is considering for investigation, is
investigating or is considering prosecuting. These guidelines are set out in Annex 2 to
this guide.

FSA approach to firms conducting their own investigations in anticipation of
FSA enforcement action.

Firm-commissioned reports: the desirability of early discussion and agreement where
enforcement is anticipated

The FSA recognises that there are good reasons for firms wishing to carry out their
own investigations. This might be for, for example, disciplinary purposes, general
good management, or operational and risk control. The firm needs to know the extent
of any problem, and it may want advice as to what immediate or short-term measures
it needs to take to mitigate or correct any problems identified. The FSA encourages
this proactive approach and does not wish to interfere with a firm’s legitimate
procedures and controls.

A firm’s report — produced internally or by an external third party — can clearly assist
the firm, but may also be useful to the FSA where there is an issue of regulatory
concern. Sharing the outcome of an investigation can potentially save time and
resources for both parties, particularly where there is a possibility of the FSA taking
enforcement action in relation to a firm’s perceived misconduct or failing. This does
not mean that firms are under any obligation to share the content of legally privileged
reports they are given or advice they receive. It is for the firm to decide whether to
provide such material to the FSA. But a firm’s willingness to volunteer the results of
its own investigation, whether protected by legal privilege or otherwise, is welcomed
by the FSA and is something the FSA may take into account when deciding what
action to take, if any. (The FSA’s approach to deciding whether to take action is
described in more detail in DEPP 6.2 and paragraph 2.4 of this Guide.)

Work done or commissioned by the firm does not fetter the FSA’s ability to use its
statutory powers, for example to require a skilled person’s report under section 166 of
the Act or to carry out a formal enforcement investigation; nor can a report
commissioned by the firm be a substitute for formal regulatory action where this is
needed or appropriate. But even if formal action is needed, it may be that a report
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could be used to help the FSA decide on the appropriate action to take and may
narrow the issues or obviate the need for certain work.

The FSA invites firms to consider, in particular, whether to discuss the commissioning
and scope of a report with FSA staff where:

(@D firms have informed the FSA of an issue of potential regulatory concern, as
required by SUP 15; or

2 the FSA has indicated that an issue or concern has or may result in a referral to
Enforcement.

The FSA’s approach in commenting on the proposed scope and purpose of the report
will vary according to the circumstances in which the report is commissioned; it does
not follow that the FSA will want to be involved in discussing the scope of a report in
every situation. But if the firm anticipates that it will proactively disclose a report to
the FSA in the context of an ongoing or prospective enforcement investigation, then
the potential use and benefit to be derived from the report will be greater if the FSA
has had the chance to comment on its proposed scope and purpose.

Some themes or issues are common to any discussion about the potential use or value
of a report to the FSA. These include:

1) to what extent the FSA will be able to rely on the report in any subsequent
enforcement proceedings;

2 to what extent the FSA will have access to the underlying evidence or
information that was relied upon in producing the report;

3) where legal privilege or other professional confidentiality is claimed over any
material gathered or generated in the investigation process, to what extent such
material may nevertheless be disclosed to the FSA, on what basis and for what
purposes the FSA may use that material;

(4)  what approach will be adopted to establishing the relevant facts and how
evidence will be recorded and retained;

(5) whether any conflicts of interest have been identified and whether there are
proposals to manage them appropriately;

(6) whether the report will describe the role and responsibilities of identified
individuals;

(7)  whether the investigation will be limited to ascertaining facts or will also
include advice or opinions about breaches of FSA rules or requirements;

(8) how the firm intends to inform the FSA of progress and communicate the
results of the investigation; and

(9)  timing.
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In certain circumstances the FSA may prefer that a firm does not commission its own
investigation (whether an internal audit report or a report by external advisers)
because action by the firm could itself be damaging to an FSA investigation. This is
true in particular of criminal investigations, where alerting the suspects could have
adverse consequences. For example, where the FSA suspects that individuals are
abusing positions of trust within financial institutions and that an insider dealing ring
is operating, it might notify the relevant firm but would not want the firm to embark
on its own investigation: to do so would alert those under investigation and prejudice
on-going monitoring of the suspects and other action. Firms are therefore
encouraged to be alive to the possibility that their own investigations could prejudice
or hinder a subsequent FSA investigation, and, if in doubt, to discuss this with the
FSA. The FSA recognises that firms may be under time and other pressures to
establish the relevant facts and implications of possible misconduct, and will have
regard to this in discussions with the firm.

Nothing in paragraphs 3.17 to 3.23 extends or increases the scope of the existing duty
to report facts or issues to the FSA in accordance with SUP 15 or Principle 11.

Firm-commissioned reports: material gathered

Where a firm does conduct or commission an investigation, it is very helpful if the
firm maintains a proper record of the enquiries made and interviews conducted. This
will inform the FSA’s judgment about whether any further work is needed and, if so,
where the FSA’s efforts should be focused.

How the results of an investigation are presented to the FSA may differ from case to
case; the FSA acknowledges that different circumstances may call for different
approaches. In this sense, one size does not fit all. The FSA will take a pragmatic and
flexible approach when deciding how to receive the results of an investigation.
However, if the FSA is to rely on a report as the basis for taking action, or not taking
action, then it is important that the firm should be prepared to give the FSA
underlying material on which the report is based as well as the report itself. This
includes, for example, notes of interviews conducted by the lawyers, accountants or
other professional experts carrying out the investigation.

The FSA is not able to require the production of “protected items”, as defined in the
Act, but it is not uncommon for there to be disagreement with firms about the scope of
this protection. Arguments about whether certain documents attract privilege tend to
be time-consuming and delay the progress of an investigation. If a firm decides to
give a report to the FSA, then the FSA considers that the greatest mutual benefit is
most likely to flow from disclosure of the report itself and any supporting papers. A
reluctance to disclose these source materials will, in the FSA’s opinion, devalue the
usefulness of the report and may require the FSA to undertake additional enquiries.

Firm-commissioned reports: FSA use of reports and the protection of privileged and
confidential material

For reasons that the FSA can understand, firms may seek to restrict the use to which a
report can be put, or assert that any legal privilege is waived only on a limited basis
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and that the firm retains its right to assert legal privilege as the basis for non-
disclosure in civil proceedings against a private litigant.

The FSA understands that the concept of a limited waiver of legal privilege is not one
which is recognised in all jurisdictions; the FSA considers that English law does
permit such “limited waiver” and that legal privilege could still be asserted against
third parties notwithstanding disclosure of a report to the FSA. However, the FSA
cannot accept any condition or stipulation which would purport to restrict its ability to
use the information in the exercise of the FSA’s statutory functions. In this sense, the
FSA cannot “close its eyes’ to information received or accept that information should,
say, be used only for the purposes of supervision but not for enforcement.

This does not mean that information provided to the FSA is unprotected. The FSA is
subject to strict statutory restrictions on the disclosure of confidential information (as
defined in section 348 of the Act), breach of which is a criminal offence (under
section 352 of the Act). Reports and underlying materials provided voluntarily to the
FSA by a firm, whether covered by legal privilege or not, are confidential for these
purposes and benefit from the statutory protections.

Even in circumstances where disclosure of information would be permitted under the
“gateways” set out in the Financial Services and Markets Act 2000 (Disclosure of
Confidential Information) Regulations, the FSA will consider carefully whether it
would be appropriate to disclose a report provided voluntarily by a firm. The FSA
appreciates that firms feel strongly about the importance of maintaining
confidentiality, and that firms are more likely to volunteer information to the regulator
when they know that the regulator is mindful of this sensitivity and the impact of
potential disclosure. Accordingly, if the FSA contemplates disclosing a report
voluntarily provided by a firm, the firm will normally be notified and given the
opportunity to make representations about the proposed disclosure. The exceptions to
this include circumstances where disclosure is urgently needed, where notification
might prejudice an investigation or defeat the purpose for which the information had
been requested, or where notification would be inconsistent with the FSA’s
international obligations.
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Conduct of investigations

Notifying the person under investigation where notice is a requirement under
section 170

The FSA will always give written notice of the appointment of investigators to the
person under investigation if it is required to give such notice under section 170 of the
Act. In such cases, if there is a subsequent change in the scope or conduct of the
investigation and, in the FSA's opinion, the person under investigation is likely to be
significantly prejudiced if not made aware of this, that person will be given written
notice of the change. It is impossible to give a definitive list of the circumstances in
which a person is likely to be significantly prejudiced by not being made aware of a
change in the scope or conduct of an investigation. However, this may include
situations where there may be unnecessary costs from dealing with an aspect of an
investigation which the FSA no longer intends to pursue.

Notifying the person under investigation where notice is not required under the
Act

The Act does not always require the FSA to give written notice of the appointment of
investigators, for example, where investigators are appointed as a result of section
168(1) or (4) of the Act and the FSA believes that the provision of notice would be
likely to result in the investigation being frustrated, or where investigators are
appointed as a result of section 168(2) of the Act.

Although the FSA is not required to give written notice of the appointment of
investigators appointed as a result of section 168(2), when it becomes clear who the
person under investigation is, the FSA will, nevertheless, normally notify them that
they are under investigation when it exercises its statutory powers to require
information from them, providing such notification will not, in the FSA's view,
prejudice the FSA’s ability to conduct the investigation effectively.

Notification where a particular person is not yet under investigation

In investigations into possible insider dealing, market abuse, misleading statements
and practices offences, breaches of the general prohibition, the restriction on
financial promotion, or the prohibition on promoting collective investment schemes,
the investigator may not know the identity of the perpetrator or may be looking into
market circumstances at the outset of the investigation rather than investigating a
particular person. In those circumstances, the FSA will give an indication of the
nature and subject matter of its investigation to those who are required to provide
information to assist with the investigation. As soon as a person becomes the focus of
the FSA’s enquiries, the FSA will consider whether it is appropriate to notify that
person that they are under investigation. The FSA will usually notify them when it
exercises its statutory powers to require information from them unless doing so would
prejudice the FSA’s ability to conduct the investigation effectively.

Appointment of additional investigators

In some cases, the FSA will appoint an additional investigator or additional
investigators during the course of an investigation. If this occurs and the FSA has
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previously told the subject it has appointed investigators, then the FSA will normally
give the person written notice of the appointment(s).

Notice of termination of investigations

Except where the FSA has issued a warning notice, and the FSA has subsequently
discontinued the proceedings, the Act does not require the FSA to provide notification
of the termination of an investigation or subsequent enforcement action. However,
where the FSA has given a person written notice that it has appointed an investigator
and later decides to discontinue the investigation without any present intention to take
further action, it will confirm this to the person concerned as soon as it considers it is
appropriate to do so, bearing in mind the circumstances of the case.

What a subject of investigation can say to third parties

As is explained in the chapter of this guide on publicity (chapter 6), the FSA will not
normally make public the fact that it is or is not investigating a matter and its
expectation is that the person under investigation will also treat the matter as
confidential. However, subject to the restrictions on disclosure of confidential
information in section 348 of the Act, this does not stop the person under investigation
from seeking professional advice or making their own enquiries into the matter, from
giving their auditors appropriate details of the matter or from making notifications
required by law or contract.

Use of statutory powers to require the production of documents, the provision of
information or the answering of questions

The FSA's standard practice is generally to use statutory powers to require the
production of documents, the provision of information or the answering of questions
in interview. This is for reasons of fairness, transparency and efficiency. It will
sometimes be appropriate to depart from this standard practice, for example:

(1) For suspects or possible suspects in criminal or market abuse investigations, the
FSA may prefer to question that person on a voluntary basis, possibly under
caution. In such a case, the interviewee does not have to answer but if they do,
those answers may be used against them in subsequent proceedings, including
criminal or market abuse proceedings.

(2) Inthe case of third parties with no professional connection with the financial
services industry, such as the victims of an alleged fraud or misconduct, the
FSA will usually seek information voluntarily.

(3) Insome cases, the FSA is asked by overseas regulators to obtain documents or
conduct interviews on their behalf. In these cases, the FSA will not necessarily
adopt its standard approach as it will consider with the overseas regulator the
most appropriate method for obtaining evidence for use in their country.

Firms and approved persons have an obligation to be open and co-operative with the
FSA (as a result of Principle 11 for Businesses and Statement of Principle 4 for

Approved Persons respectively). The FSA will make it clear to the person concerned
whether it requires them to produce information or answer questions under the Act or
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whether the provision of answers is purely voluntary. The fact that the person
concerned may be a regulated person does not affect this.

The FSA will not bring disciplinary proceedings against a person under the above
Principles simply because, during an investigation, they choose not to attend or
answer questions at a purely voluntary interview. However, there may be
circumstances in which an adverse inference may be drawn from the reluctance of a
person (whether or not they are a firm or approved person) to participate in a
voluntary interview.

If a person does not comply with a requirement imposed by the exercise of statutory
powers, they may be held to be in contempt of court. The FSA may also choose to
bring proceedings for breach of Principle 11 or Statement of Principle 4 as this is a
serious form of non-cooperation.

Scoping discussions

For cases involving firms or approved persons, the FSA will generally hold scoping
discussions with the firm or individuals concerned close to the start of the
investigation (and may do so in other cases). The purpose of these discussions is to
give the firm or individuals concerned in the investigation an indication of: why the
FSA has appointed investigators (including the nature of and reasons for the FSA’s
concerns); the scope of the investigation; how the process is likely to unfold; the
individuals and documents the team will need access to initially and so on. There is a
limit, however, as to how specific the FSA can be about the nature of its concerns in
the early stages of an investigation. The FSA team for the purposes of the scoping
discussions will normally include the supervisor if the subject is a firm which is
relationship-managed.

In addition to the initial scoping discussions, there will be an ongoing dialogue with
the firm or individuals throughout the investigative process. Where the nature of the
FSA’s concerns changes significantly from that notified to the person under
investigation and the FSA, having reconsidered the case, is satisfied that it is
appropriate in the circumstances to continue the investigation, the FSA will notify the
person of the change in scope.

Involvement of FSA supervisors during the investigation phase

As a general rule, the FSA supervisors of a firm are not directly involved in an
enforcement investigation. This approach has its advantages in that it maintains a
clear division between the conduct of the investigation on the one hand and the need
to maintain the supervisory relationship with the firm on the other. However, this
division of responsibility may mean that the investigation does not benefit as much as
it might otherwise do from the knowledge of the firm or individuals that the
supervisors will have built up, or from their general understanding of the firm's
business or sector. Accordingly, the FSA takes the following general considerations
into account in relation to the potential role of a supervisor in an investigation.

(1) While itis clearly essential for the day-to-day supervisory relationship to
continue during the course of any enforcement action, this need not, of itself,
preclude a firm's supervisor from assisting in an investigation.
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(2)  Such assistance will include: making the case team aware of the firm's history
and compliance track record; the current supervisory approach to the area
concerned; current issues with the firm; and acting as a sounding board on
questions that emerge from the investigation about industry practices and
standards.

(3) Equally, there may be circumstances where someone in the FSA other than the
firm’s supervisor can more effectively and efficiently provide information on
the current supervisory approach to the area under investigation or current
market standards. In this case it makes good sense for the FSA to draw on that
other source of expertise.

(4) Inthe event that a firm's supervisor becomes part of the investigation team, the
FSA will notify the firm of this in the normal way.

The timeframe for responding to information and document requirements

As delays in the provision of information and/or documents can have a significant
impact on the efficient progression of an investigation, the FSA expects persons to
respond to information and document requests in a timely manner to appropriate
deadlines. When an investigation is complex (and the timetable allows), the FSA may
decide to issue an information or document requirement in draft, allowing a specified
period (of usually no more than three working days) for the person to comment on the
practicality of providing the information or documentation by the proposed deadline.
After considering any comments, the FSA will then confirm or amend the request.
The FSA will not, however, send such a draft request where the request is
straightforward and the FSA considers that it is reasonable to expect the information
or documents to be made available within the FSA’s specified timeframe.

Once it has formally issued a requirement (whether or not this has been preceded by a
draft), the FSA will not usually agree to an extension of time for complying with the
requirement unless compelling reasons are provided to support an extension request.

Approach to interviews and interview procedures

Paragraph 4.8 explains the FSA's approach to the use of its statutory powers to
require, amongst other matters, individuals to be interviewed. The type of interview is
a decision for the FSA.

A person required to attend an interview by the use of statutory powers has no
entitlement to insist that the interview takes place voluntarily. If someone does not
attend an interview required under the Act, then he can be dealt with by the court as if
he were in contempt (where the penalties can be a fine, imprisonment or both).

Similarly, a person asked to attend an interview on a purely voluntary basis is not
entitled to insist that he be served with a requirement. A person is not obliged to
attend a voluntary interview or to answer questions put to them at that time. But they
should be aware that in an appropriate case, an adverse inference may be drawn from
the failure to attend a voluntary interview, or a refusal to answer any questions at such
an interview.
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Interviews generally

Where the FSA interviews a person, it will allow the person to be accompanied by a
legal adviser, if they wish. The FSA will also, where appropriate, explain what use
can be made of the answers in proceedings against them. Where the interview is tape-
recorded, the person will be given a copy of the audio tape of the interview and,
where a transcript is made, a copy of the transcript.

Interviews under caution

Individuals suspected of a criminal offence may be interviewed under caution. These
interviews will be subject to all the safeguards of the relevant Police and Criminal
Evidence Act Codes and are voluntary on the part of the suspect. The FSA will warn
the suspect at the start of the interview of their right to remain silent (and the
consequences of remaining silent) and will inform the suspect that they are entitled to
have a legal adviser present. The FSA will also give a cautionary warning in similar
terms to interviewees who are the subject of market abuse investigations.

Subsequent interviews

If a suspect has been interviewed by the FSA using statutory powers, before they are
re-interviewed on a voluntary basis (under caution or otherwise), the FSA will explain
the difference between the two types of interview. The FSA will also tell the
individual about the limited use that can be made of their previous answers in criminal
proceedings or in proceedings in which the FSA seeks a penalty for market abuse
under Part VIII of the Act.

Conversely, where a suspect has been interviewed under caution, and the FSA later
wishes to conduct a compulsory interview with them, the FSA will explain the
difference between the two types of interview, and will notify the individual of the
limited use that can be made of his answers in the compulsory interview.

Interviews under arrest

On occasion, where the police have a power of arrest, the FSA may make a request to
the police for assistance to arrest the individual for questioning by the FSA (FSA
investigators do not have powers of arrest), for example:

(1)  where it appears likely that inviting an individual to attend on a voluntary basis
would prejudice an ongoing investigation or risk the destruction of evidence or
the dissipation of assets; or

(2) where a suspect declines an invitation to attend a voluntary interview.

The procedure the FSA may follow on such occasions in seeking assistance from the
police is set out in a Memorandum of Understanding with the Association of Chief
Police Officers of England, Wales and Northern Ireland dated 3 August 2005.°

Interviews in response to a request from an overseas regulator

® http://www.fsa.gov.uk/pubs/mou/fsacolp.pdf
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Where the FSA has appointed an investigator in response to a request from an
overseas regulator, it may, under section 169(7) of the Act, direct the investigator to
allow a representative of that regulator to attend, and take part in, any interview
conducted for the purposes of the investigation. However, the FSA may only use this
power if it is satisfied that any information obtained by an overseas regulator as a
result of the interview will be subject to safeguards equivalent to those in Part XXI1I
of the Act (section 169(8)).

The factors that the FSA may take into account when deciding whether to make a
direction under section 169(7) include the following:

(1) the complexity of the case;
(2) the nature and sensitivity of the information sought;
(3) the FSA's own interest in the case;

(4) costs, where no Community obligation is involved, and the availability of
resources; and

(5) the availability of similar assistance to UK authorities in similar circumstances.

Under section 169(9), the FSA is required to prepare a statement of policy with the
approval of the Treasury on the conduct of interviews attended by representatives of
overseas regulators. The statement is set out in DEPP 7.

Search and seizure powers

Under section 176 of the Act, the FSA has the power to apply to a justice of the peace
for a warrant to enter premises where documents or information is held. The
circumstances under which the FSA may apply for a search warrant include:

(1) where a person on whom an information requirement has been imposed fails
(wholly or in part) to comply with it; or

(2)  where there are reasonable grounds for believing that if an information
requirement were to be imposed, it would not be complied with, or that the
documents or information to which the information requirement relates, would
be removed, tampered with or destroyed.

A warrant obtained pursuant to section 176 of the Act authorises a police constable or
an FSA investigator in the company, and under the supervision of, a police constable,
to do the following, amongst other things: to enter and search the premises specified
in the warrant and take possession of any documents or information appearing to be
documents or information of a kind in respect of which the warrant was issued or to
take, in relation to any such documents or information, any other steps which may
appear to be necessary for preserving them or preventing interference with them.

Preliminary findings letters and preliminary investigation reports

In cases where the FSA proposes to submit an investigation report to the RDC with a
recommendation for regulatory action, the FSA’s usual practice is to send a
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preliminary findings letter to the subject of an investigation before the matter is
referred to the RDC. The letter will normally annex the investigators' preliminary
investigation report. Comment will be invited on the contents of the preliminary
findings letter and the preliminary investigation report.

4.31 The FSA recognises that preliminary findings letters serve a very useful purpose in
focussing decision making on the contentious issues in the case. This in turn makes
for better quality and more efficient decision making. However, there are exceptional
circumstances in which the FSA may decide it is not appropriate to send out a
preliminary findings letter. This includes:

(1) where the subject consents to not receiving a preliminary findings letter; or

(2) where itis not practicable to send a preliminary findings letter, for example
where there is a need for urgent action in the interests of consumer protection,
restoring market confidence or reducing financial crime or if the whereabouts
of the subject are unknown; or

(3) where the FSA believes that no useful purpose would be achieved in sending a
preliminary findings letter, for example where it has otherwise already
substantially disclosed its case to the subject and the subject has had an
opportunity to respond to that case.

4.32 In cases where it is sent, the preliminary findings letter will set out the facts which the
investigators consider relevant to the matters under investigation (normally, as
indicated above, by means of an annexed preliminary investigation report). And it will
invite the person concerned to confirm that those facts are complete and accurate, or
to provide further comment. FSA staff will allow a reasonable period (normally 28
days) for a response to this letter, and will take into account any response received
within the period stated in the letter. They are not obliged to take into account any
response received outside that period.

4.33  Where the FSA has sent a preliminary findings letter and it then decides not to take
any further action, the FSA will communicate this decision promptly to the person
concerned.
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Settlement
Settlement and the FSA — an overview

The FSA resolves many enforcement cases by settlement. Early settlement has many
potential advantages as it can result, for example, in consumers obtaining
compensation earlier than would otherwise be the case, the saving of FSA and
industry resources, messages getting out to the market sooner and a public perception
of timely and effective action. The FSA therefore considers it is in the public interest
for matters to settle, and settle early, if possible.

The possibility of settlement does not, however, change the fact that enforcement
action is one of the tools available to the FSA to secure our regulatory objectives.
The FSA seeks to change the behaviour not only of those subject to the immediate
action, but also of others who will be alerted to our concerns in a particular area.
There is no distinction here between action taken following agreement with the
subject of the enforcement action and action resisted by a firm before the RDC. In
each case, the FSA must be satisfied that its decision is the right one, both in terms of
the immediate impact on the subject of the enforcement action but also in respect of
any broader message conveyed by the action taken.

Settlements in the FSA context are not the same as “‘out of court’ settlements in the
commercial context. An FSA settlement is a regulatory decision, taken by the FSA,
the terms of which are accepted by the firm or individual concerned. So, when
agreeing the terms of a settlement, the FSA will carefully consider its regulatory
objectives and other relevant matters such as the importance of sending clear,
consistent messages through enforcement action, and will only settle in appropriate
cases where the agreed terms of the decision result in acceptable regulatory outcomes.
Redress to consumers who may have been disadvantaged by a firm’s misconduct may
be particularly important in this respect. Other than in exceptional circumstances,
FSA settlements that give rise to the issue of a final notice or supervisory notice will
result in some degree of publicity (see chapter 6), unlike commercial out of court
settlements, which are often confidential.

In recognition of the value of early settlement, the FSA operates a scheme to award
explicit discounts for early settlement of cases involving financial penalties. Details
of the scheme, which applies only to settlement of cases where investigators were
appointed on or after 20 October 2005, are set out in DEPP 6.7. This chapter
provides some commentary on certain practical aspects of the operation of the
scheme.

Decisions on settlements and statutory notices arising from them are taken by two
members of FSA senior management of at least director level, rather than by the RDC
(DEPP refers to these individuals as the 'settlement decision makers'). Full details of
the special decision making arrangements for settlements are set out in DEPP 5.

When settlement discussions may take place

Settlement discussions between FSA staff and the person concerned are possible at
any stage of the enforcement process if both parties agree.
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The FSA considers that in general, the earlier settlement discussions can take place
the better this is likely to be from a public interest perspective. However, the FSA will
only engage in such discussions once it has a sufficient understanding of the nature
and gravity of the suspected misconduct or issue to make a reasonable assessment of
the appropriate outcome. At the other end of the spectrum, the FSA expects that
settlement discussions following a decision notice or second supervisory notice will
be rare.

In the interests of efficiency and effectiveness, the FSA will set clear and challenging
timetables for settlement discussions to ensure that they result in a prompt outcome
and do not divert resources unnecessarily from progressing a case through the formal
process. To this end, the FSA will aim to organise its resources so that the preparation
for the formal process continues in parallel with any settlement discussions. The FSA
will expect firms and others to give it all reasonable assistance in this regard.

The basis of settlement discussions

As described above, the FSA operates special decision-making arrangements under
which members of FSA senior management take decisions on FSA settlements. This
means that settlement discussions will take place without involving the RDC. The
FSA would expect to hold any settlement discussions on the basis that neither FSA
staff nor the person concerned would seek to rely against the other on any admissions
or statements made if the matter is considered subsequently by the RDC or the
Tribunal. This will not, however, prevent the FSA from following up, through other
means, on any new issues of regulatory concern which come to light during settlement
discussions. The RDC may be made aware of the fact negotiations are taking place if
this is relevant, for example, to an application for an extension of the period for
making representations.

If the settlement negotiations result in a proposed settlement of the dispute, FSA staff
will put the terms of the proposed settlement in writing and agree them with the
person concerned. The settlement decision makers will then consider the settlement
under the procedures set out in DEPP 5. A settlement is also likely to result in the
giving of statutory notices (see paragraphs 2.37 to 2.39).

Multiple parties and third party rights in enforcement action involving warning
and decision notices

Enforcement cases often involve multiple parties, for example a firm and individuals
in the firm. Enforcement action may be appropriate against just the firm, just the
individuals or both. In some cases, it will not be possible to reach an acceptable
settlement unless all parties are able to reach agreement.

Even where action is not taken against connected parties, these parties may have what
the Act calls “third party rights’. Broadly, if any of the reasons contained in a warning
notice or decision notice identifies a person (the third party) other than the person to
whom the notice is given, and in the opinion of the FSA is prejudicial to the third
party, a copy of the notice must be given to the third party unless that person receives
a separate warning notice or decision notice at the same time. The third party has the
right to make representations and ultimately can refer the matter to the Tribunal. Any
representations made by the third party in response to a warning notice or decision
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notice will be considered by the settlement decision makers, who will also decide
whether to give the decision notice or final notice.

In practice, third party rights do not frequently cause undue difficulty for settlement,
either because they do not arise at all or because the third party agrees not to exercise
such rights.

The settlement discount scheme

The settlement discount scheme allows a reduction in a financial penalty, period of
suspension or period of restriction that would otherwise be imposed on a person
according to the stage at which the agreement is reached. Full details of the scheme
are set out in DEPP 6.7.

Normally, where the outcome is potentially a financial penalty, the FSA will send a
letter at an early point in the enforcement process to the subject of the investigation.
This is what the FSA refers to as a stage 1 letter.

The scheme does not apply to civil or criminal proceedings brought in the courts, or to
public censure, prohibition orders, withdrawal of authorisation or approval or the
payment of compensation or redress.

There is no set form for a stage 1 letter though it will always explain the nature of the
misconduct, the FSA’s view on penalty, and the period within which the FSA expects
any settlement discussions to be concluded. In some cases, a draft statutory notice
setting out the alleged rule breaches and the proposed penalty may form part of the
letter, to convey the substance of the case team’s concerns and reasons for arriving at
a particular penalty figure.

The timing of the stage 1 letter will vary from case to case. Sufficient investigative
work must have taken place for the FSA to be able to satisfy itself that the settlement
is the right regulatory outcome. In many cases, the FSA can send out the stage 1 letter
substantially before the person concerned is provided with the FSA’s preliminary
investigation report (see paragraphs 4.30 to 4.33). The latest point the FSA will send
a stage 1 letter is when the person is provided with the preliminary investigation
report.

The FSA considers that 28 days following a stage 1 letter will normally be the
‘reasonable opportunity to reach agreement as to the amount of penalty’ before the
expiry of stage 1 contemplated by DEPP 6.7.3. Extensions to this period will be
granted in exceptional circumstances only.

The procedure for the settlement discount scheme where the outcome is potentially a
financial penalty, described in paragraphs 5.14 to 5.19, will also apply where the
outcome is potentially a suspension or restriction.

Mediation

The FSA is committed to mediating appropriate cases; mediation and the involvement
of a neutral mediator may help the FSA to reach an agreement with the person subject
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to enforcement action in circumstances where settlement might not otherwise be
achieved or may not be achieved so efficiently and effectively.

Further information about the FSA’s approach to mediation and the mediation process
are set out on our web site.’

The relevance of settled cases to subsequent action

Decisions recorded in FSA final notices or supervisory notices will be taken into
account in any subsequent case if the later case raises the same or similar issues to
those considered by the FSA when it reached its earlier decision. Not to do so would
expose the FSA to accusations of arbitrary and inconsistent decision-making. The
need to look at earlier cases applies irrespective of whether the decisions were
reached following settlement or consideration by the RDC or the Tribunal. This
reflects the fact that a person’s agreement to the action proposed by the FSA in the
earlier case would not have relieved the FSA of the obligation to ensure that the final
decision was the right regulatory outcome, both for the person concerned and more
generally.

The FSA recognises the importance of consistency in its decision-making and that it
must consider the approach previously taken to, say, the application of a particular
rule or Principle in a given context. This applies equally to consideration by the RDC
or by the settlement decision makers when they look at action taken by the FSA in
earlier, similar, cases. This is not to say that