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ABN Amro - The True Significance of the FSA’s
Recent Punitive Action isBeing Missed

n 15 April 2003 the UK Financial Services
Outhority (“FSA™) fined ABN Amro Equities

(UK) Limited (“AAE") £900,000. Thefinal
notice stated the fines were in respect of breaches of

former Principle 3 and Principle 9 of the FSA's State-
ments of Principles.

The press coverage of the fines has focused on
improper activities of the AAE traders, which occurred
between April and October 1998 relating to tradesin the
shares of Carlton Communications plc, British Biotech
plc, Volkswagen AG and Metro AG intended to ensure
share prices were higher at the close than normal market
trading would dictate. Comment has also been focused on
the fact that the FSA has fined the former joint head of
AAEFE’ sEquity Trading £70,000 for market misconduct.

This coverage, however, obscures the true signifi-
cance of the AAE incident which has much wider
potential impact for regulated firms. Two key lessons can
be drawn from the incident, one from the text of the final
noticeitself, the other from the larger circumstances
surrounding it.

Background

Principle 3 of the former FSA Principles provides
that :-

“afirm shall observe high standards of market
conduct. It should also, to the extent endorsed
for the purpose of this principle, comply with
any code or standard asin force from timeto
time and asit appliesto the firm either according
toitsterms or by rulings made under it.”

Principle 9 of the former FSA Principles provides
that :-

“A firm should organise and control itsinternal
affairsin aresponsible manner, keeping proper
records, and where the firm employs staff or is
responsible for the conduct of investment
business by others, should have adequate
arrangementsto ensure that they are suitable,
adequately trained and properly supervised and
that it has well defined compliance procedures.”

In the Final Notice, the FSA sets out two main
causesjustifying its punitive action against AAE.

Firstly, it statesthat AAE breached former Principle
9 by failing to :-

(a) allocate adequate resources to compliance
policies and procedures to enable its compli-
ance functions to be carried out effectively and
kept up-to-date;

(b) maintain well-defined policies and procedures,
and

(c) maintain proper compliance and monitoring of
its staff.

Secondly, the FSA final notice recites three separate
trading incidents which amounted to breach of Principle
3.

TheFSA, then, importantly, commentsthat the
breaches of principle were aggravated by the fact that
AAE was aware and was made aware at a Senior
Management level of deficienciesin the firm’s compli-
ance resources, policies, procedures and training, but
despite having been made so aware, no adequate
remedial stepsweretaken.

WILMER, CUTLER & PICKERING

WASHINGTON NEW YORK BALTIMORE

NORTHERN VIRGINIA LONDON BRUSSELS BERLIN




The FSA itemised the offences with regards to the
compliancefailings asfollows :-

1. Compliance manpower resources. the compli-
ance team was, in the FSA'sview, far too small
to deal with the compliance procedures, policies
and training required for the size and nature of
the businesses for which the compliance team
had oversight responsibility. Thiswas against
thelight of the fact that the compliance officer
had requested an increasein histeam but that
had not been actioned.

2. Compliance policies and procedures: the FSA
noted that individual compliance manualsfor
AAE had not been prepared, consistent with
ABN AMRO’ sgeneral policiesand procedures,
and that therewas no local compliance manual
in place for the UK equitiestrading arm during
the period in which the defaults occurred. The
FSA also noted that there was no evidence of
routine monitoring of trades on the floor during
the relevant period. Thisis ascribed to the fact
the“front line” compliance team were rede-
ployed from routine monitoring and assistance to
“non-routing” tasks. Thisis seen asasystemic
failure by the FSA.

3. Training: the FSA noted that therewas no
ongoing training provided by AAE to existing
employees, particularly with regard to market
abuse and the correct identification of poten-
tially abusivetraining.

The FSA conclude that, during the relevant period,
AAE suffered from serious weaknesses in its management
systems and internal controls. It concludesthat the
failure to allocate adequate resources to compliance
policies and procedures, to maintain well-defined polices
and procedures and to maintain proper compliance and
monitoring and training meant that AAE fell seriously
short of the standards required by the rulesthen in force.
The FSA states expressly that the failure was made all the
more serious because AAE failed adequately to address
the compliance under-resourcing despite being alerted to
the problems by its own internal audit department and
compliance officer.

To quote the FSA :-

“ Although the firm’ s compliance officer brought
the complianceissuesto the attention of AAE’s
senior management and advised them of the
likely effect of failing to address the regul atory
issues, they failed sufficiently to act within a
reasonable period to remedy the breaches. AAE
had resources at its disposal to meetsitsregula-
tory obligations. However it did not devote
sufficient of those resources to compliance and

accord compliance sufficient priority to ensureit
kept pace with thefirm’ sgrowth.”

The FSA also noted that AAE had been less than
entirely candid in its relationships and disclosuresto FSA—
FSA’s comment being that it was not informed of the
internal review of compliance and control procedures
conducted in thefirst quarter of the year 2000 until August
2000.

Thefact that the FSA accord more importance to the
failure of systems and controlsthan to the lapse in market
standards can be seen from the proportion of the fineswhich
are attributed to the different breaches. With regard to the
proposed contravention of former Principle 3 (the “market
conduct” Principle), the appropriate financial penalty as
determined by the FSA was to be £500,000. With regard,
though, to the contravention of Principle 9, the FSA deter-
mined the appropriate fine should be £750,000—i ndicating
that it attributed much greater significance and greater
blame to the breach of the * systems and controls’ require-
mentsthan to the“ market conduct” strictures. The overall
finewas adjusted to £900,000 in light of financial penalties
already imposed by the London Stock Exchange.

This point was emphasised by Carol Sergeant, Manag-
ing Director of FSA intherelated FSA press announcement,
where shesaid :-

“The compliance environment within afinancial
institution isafundamental protection against the
spread of poor standards of conduct. We view with
particular seriousness mis-conduct that occursin
the context of afirm’ sinadequate investment in
compliance procedures, policiesand training.”

The second point to note isthat the investigation by the
FSA commenced in February 2001, following atip off from
the SEC, which had conducted its own separate probeinto
thefirm.

Conclusion

The FSA's action provides strong weapons for any
compliancedirector or general counsel arguing against
headcount freezes or cuts.

There has been some debate about the importance
ascribed by the FSA toits current General Principle 3,
which providesthat afirm must take reasonable care to
organise and control its affairs responsibly and effectively,
with adequate risk management systems and which isthen
built upon by the section of the FSA Handbook entitled
“ Senior Management Arrangements, Systemsand Controls.”
Previously, though, there were no precedents of the FSA
taking high profile severe enforcement action to address
what it saw as default in this area of conduct.

There were, however, warnings of the tack the FSA
might take. The FSA previously commented that they will

WILMER, CUTLER & PICKERING

WWW.WILMER.COM




take a particularly seriouslook at the back-office and
compliance and legal functions of firmsand, during a
recession, where head-counts are being frozen or cut,
would take adim view of firms that seek economiesin

see how their current compliance structures and training
would measure up to the FSA’ s clearly stated high hurdle
and, if they fall short, ensure commitment of budget and
manpower to bring things up to scratch.

their compliance department.

potentially alack of a*compliance culture.”

TheFSA, initsjudgment on AAE, isdoing two
things: firstly itismakingit clear that it seesaproperly
staffed compliance department, armed with both compli-
ance manuals, policiesand procedures for monitoring
trades, with ampleresourcesfor dealing with “non-
routineg” tasks as well as day to day monitoring, leaving
behind it an audit trail of itsactivitiesasbeing an
essential part of afirm’ srisk management armory and
secondly itisindicating that it will punish defaultsin this
area, particularly if they exacerbate other actionable
breaches and that a slenderly resourced compliance
department will be akey indicator to the FSA inits
investigations of possiblerisk and, more crucially,

Itisalsointeresting to note that FSA werewilling to
state publicly that it was an SEC prompt that got them
going. One can only anticipate similar promptsin
different areasin due course!

Firms would be well advised to take a hard look at
the adequacy of their procedures, staffing levels, appro-
priateness of their surveillance reports and processesto

the FSA.
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Even when economic and business considerations
constrain compliance resources, firms can neverthel ess
assure that they are applying their resources wisely and
effectively. WCP has aleading practicein advising
securitiesfirmsregarding supervisory and compliance
procedures and its clients include some of the largest
broker dealers, investment banks and financial services
firms operating in the United States, Europe and globally.
It has assisted clientsin similar reviewsand iswell
placed to support clients in response to this drive from

Simon Firth, James Greig or David Capps
Wilmer, Cutler & Pickering
4 Carlton Gardens
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