Bank of England

Banking Act 1987
Section 16: Statement of
principles

Ma)' 1988

Banking Act 1987
Section 16: Statement of principles
Contents
Page

Part

2

Introduction

3

Schedule 3: minimum criteria for authorisation

3

Prudent cond uct requirement
Adequate capital
Adequate liquidity
Adequate provisions

4
4
6
6
7

Accounting records and interna l controls
'General prudent conduct"
Requirement fo r business to be directed by a l
least two individua ls

8
8
8
9
9

Composition of boa rd of directors
Integrity a nd skill requiremem
M ini mum net assets requirement
Requi rement for d irectors, controllers a nd
managers to be fi t and proper persons

10

3

Principles relating to the grant of authorisation

12

4

Section It: grounds for the revocation of
authorisation

13

Principles relating to the revocation of
authorisation and to the restriction of
authorisation

15

Conclusion

15

5

6

Dale o/issue: May 1988

© Bank of Engla nd

1988

ISSN 0308- 5279
Printed in England by

Stephen Austin and Sons Ltd. IIt rtfard

Banking Act 1987

Section 16: Statement of principles
I

Introduction
detailed approach to a number of malters relevant
to the principles. Copies are available from Banking
Supervision
Division,
Bank
of
England,
Threadneedle Street, London EC2R 8AH
(telephone number 01 - 60 1- 5082).

1.1 This statement is maoe pursuant to secti on J 6
of the Banking Act which requires the Bank to
publish a statement of the principles in accordance
with which it is acting or proposing to act'(a)

(b)

in interpreting the criteria specified in
Schedule 3 to this Act and the grounds for
revocation specified in section 11 ... ; and

1.4 Part 2 of the statement considers the
interpretation o f each of the minimum
authorisa tion criteria in S<.:hedule 3. Part 3 sets out
the considera tions releva nt 10 the Bank 's exercise of
its discretion to gra nt authorisation. It includes
some paragraphs on the autho risation of overseas
institutions. Part 4 considers the interpretation of
the various grounds for revocation in section I I of
the Act. Part 5 sets out the principles underlying the
exercise of the Bank's discret ion to revoke or
restrict an authorisation .

in exercising its power to gra nt, revoke or
restrict an authorisation.'

1.2 These principles are, however, not only
relevant to the Ba nk's decisions on whether to
authorise an institution o r revoke or restrict an
authorisation. The Bank 's interpretation of the
Schedule 3 criteria and of the section 1I grounds for
revocation, together with the principles underlying
the exercise of its powers to grant, revoke or restrict
authorisation, encapsulate the main standards and
considerations to which the Bank has regard in
cond ucting its supervision of all authorised
institutions. The functions of banking supervisi on
therefore include monitoring the compliance of
authorised institutions with these standards and
identifying any threats to the interests of depositors
and potential depositors. If there are concerns, the
Bank will consider what steps should be taken to
protect deposito rs and potential deposito rs. Where
appropriate it will seek remedial action by
persuasion and encouragement. However, if its
legal powers are exercisable and the Bank judges
that the interests of depositors and potential
deposi tors require that such powers are exercised, it
will move to revoke or restrict a uthorisation.
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Schedule 3: minimum criteria for
authorisation

2.1 Before an institution may be granted
authorisation the Bank has to be satisfied that all
the criteria in Schedule 3 to the Act are fulfilled with
respect to it. This part of the sta tement sets out the
Bank's interpreta tion of these criteria. It considers
first the prudent conduct criterion in paragraph 4 of
the Schedule as this sets the standards of most
obvious relevance 10 the interests of depositors,
actual and potentia l, and 10 assessing whether an
institution's di rectors, contro llers and managers are
fi t and proper persons to hold their positions. It
then considers the other criteria in Schedule 3.
concluding with the fit and proper person criterion.

1.3 The statement includes references to various
papers published by the Bank which set out its
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Schedule 3, paragraph 4: requirement for a bank to
conduct its business in a prudent manner

2.5 Some other papers are also relevant to this
subject-

General

Tille

Dale of issue

Foreign curre ncy exposure
Foreign currency options
No te
issuance
fa cilities/revolving
underwriti ng facilities (850 { 1985/2)
Large ex posur<:s in relalion to me rgers
and acq uisi tions (850/ 1986/ 1)
Co nsolidaled supervision (8 50/ 1986/3)
Large exposures (B5D/ 1987/1)

April 1981
April 1984

2.2 Paragraph 4(1) of the Schedule requires an
institution to conduct its business in a prudent
ma nner.
2.3 Sub-pa ragraphs (2}-(7) specify various
detailed requirements, each of which must be
fulfilled before an institution may be regarded as
cond ucting its business in a prudent manner in
terms of paragraph 4(1). But, as sub-paragraph (9)
makes clear, this list of detailed requirements is not
exhaustive. There are other considerations relevant
to whether the business is being conducted
prudently-that is, in the interests of depositors and
potential depositors. These considerations, which
are sometimes summa rised under the heading of the
'general prudent conduct' requirement, are
described in more detail below (paragraph 2.23).

In order for capital to be sufficient for the
purposes of the sub-paragraph it must be of an
amount which is commensurate with the nature and
scale of the institution's operations; and of an
amount and nature sufficient to safeguard the
interests of its depositors and potential depositors,
having regard to the factors mentioned ID
paragraph 4(3) and to any other factors which
appear to the Bank to be relevant. Paragraph 4(3)
refers to the nature and scale of the institution's
operations; and to the risks inherent in those
operations and (where the institution is a body
corporate) in the operations of any other body
corporate in the same group{2) so far as they are
capable of affecting the institution.

Schedule 3, paragraphs 4(2) and 4(3): requirement
for a bank to have adequate capital
2.4 The Bank's general approach to the
assessment of capital adequacy(l) is set out in the
following papersDate of issue

Measurement of capital
5ubordinate<lloan capital(B5DI1986{2)
Measurement of capilal (B50 {1986/4)
(amendments 10 the 1980 paper)

September 1980
March 1986

February 1986
March 1986
September 1987

2.6 Capital is defined for the purposes of
paragraph 4(2) as net assets- that is, in relation to a
body corporate, paid-up capital and reservestogether with other financial resources available to
the institution of such nature and amount as are
considered appropriate by the Bank. Such 'other
financial resources' are in practice constituted by
subordinated loan stock issued by the institution ,
subject to the conditions set out in the paper
Subordinated loan capital referred to above.
2.7

Title

April 1985

June 1986

(IJ This approach does not ho_vcr eJlIend to the discounl houses. which are authorised under the
BlInking Acl and are supervised not by Banking Supervision DiYision but by Wholesale Markets
Supervision DiviSion. This is because of the distinct nat ure of the businC$S they conduct and the nsks
to which this gives rise. While much of Ihis paper applies di rectly to them. as well as to other banks.
the paragraphs on capital adequac:y and liq uidity (paragraphs 2.4-2. 15) do not. !he structu re of the
spc<:ial capital adequacy regime applied to discount houses is described in articles In the June 1982 and
December 1984 issues of the Blmk of £nglondQ ..arterly B..llelin. although there have been subscq~nt
amendments. Because oflhe nature of these institutions, and their assets, it woutd be inappropriate to
apply a liquidity test of the kind (sec paragraphs 2. 14-2.1 S) designed for the generality or ban ks.
(2) Section 106( I) provides that 'group', in relation to a body corporate. means that body corporate, any
other body corpora te which is its holdingoompany or subsidiary and any other body corpora te which
is a subsidiary of that holding company.
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arising from open interest rate positions or
unhedged investment positions (interest rate and
position risk); risks arising from negligence o r
incompetence in the management of either the
institution's own assets and exposures or those of
third parties, for example In investment
management (opera tional risk); risks arising from
subsidiaries, associates a nd other connected
companies which might expose the institution to
direct financial costs or general loss of confidence
by association (contagion risk); and risks arising
from the concentration of business (for example,
geographical , sectoral or individual counterparty
concentrations). It is necessary therefore to look
beyond an in stitution's lending and investment
business to off-balance-sheet activities such as the
provision of guarantees and the underwriting of
share, commercial paper or other debenture issues.
It is also necessary to take account of group and
other connected com panies and the risks they may
pose to the institution.

2.8 A key purpose of capital is to provide a stable
resource to absorb any losses incurred by an
institution, and thus protect the interests of its
depositors and potentia l depositors. Capital must
therefore have two main qualities to achieve this
purpose-a capacity to absorb losses and
permanence. Most types of capital recognised by
the Bank can absorb losses while leaving an
institution able to continue trading, and are, in
addition , irredeemable so far as the holder of
capital instruments is concerned. As regards
permanence, capital will not be of an appropriate
nature if there are concerns that it may be paid
away to the detriment of depositors' interests. Thus,
for example, the Bank will only include
distributable reserves in the capital base if the
likelihood of their being paid away is remote.
2.9 The Bank recognises, however, that certain
other types of capital , while not meeting the two
criteria mentioned above, can also provide some
protection to depositors. Term debt with a
min imum maturity of five years and one day is
eligible to be included as capital within tbe limits set
out in the paper Subordinated loan capital. An
essential feature of such capital is that it must be
fully subordinated to the interests of depositors as it
thereby provides a measure of protection to such
depositors against loss in a liquidation . The Bank
would not expect any element of capital regarded as
permanent to be repaid at any time, and similarly
would not expect subordinated term debt to be
repaid before its maturity date. The Bank would
normally only give its consent to early repayment of
capital where the capital repaid was being replaced
by capital of higher quality (for example, replacing
term subordinated debt with perpetual debt or
equity) or where the institution's need for capital
was reduced for the foreseeable future.

2.11 The risks outlined above are analysed on the
basis of regu lar standardised returns submitted to
the Ba nk as well as internal management
information provided by individual institutions o n
an ad hoc basis. Some of these risks are subject to
formal measurement systems. Thus credit risk is
measured using a risk weighting model outlined in
the Measurement of capilal paper (September 1980),
as amended by 8S0/l985/2 and 8SD/l986/4.
Foreign exchange position risk is assessed on the
basis of the formal measurement system set out in
Foreign currency exposure (April 1981) and Foreign
currency op/ions (April 1984). Other risks are
analysed outside these frameworks. Risk analysis is
undertaken both on a consolidated basis, in order
to capture exposu res a rising in su bsidiaries and
other connected companies, and on an
unconsolidated basis, in order to assess whether
there is a n appropria te distribution of capita l wit hin
a group. In o rder to enable the Bank to monitor
concentration risk there are specia l reporting
arrangements for large exposures. The objective is
to assess all the risks to which a particular
institution is exposed in the light of its ability to
manage those risks. Factors which are taken into

2. 10 In assessing capita l adequacy the Bank seeks
to take account of all risks of loss to which an
insti tution may be subject. These risks include the
risk of counterparty default whether arising from
on-balance-sheet or off-balance-sheet business
(credit risk); risks arising from open foreign
exchange positions (foreign exchange risk); risks
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account by the Bank in assessing an institution's
risk management capabilities include the expertise,
experience a nd track record of its management, its
interna l control systems and accounting systems, its
plans for the future development of the business, its
size and position in its chosen markets, as well as
exogenous factors such as the future prospects in its
a reas of business.

Schedule 3, paragraphs 4(4) and 4(5): requirement
for a bank to have adequate Liquidity(l)
2.14 An institut ion's ability to meet its obligations
when they fall due depends upon a number of
facto rs. In normal ci rcumstances it depends in
particular on the institution's ability to renew o r
replace its deposits and ot her funding, the extent to
which the profile of future cash Hows from
maturing assets matches that of its maturing
liabilities, and the amount of high quality liquid
assets which it has readily available. As with the
assessment of capital adequacy, each institution is
assessed in the light of its own particular
circumstances, including any potential liquidity
problems which could arise in group or other
connected companies. Many of the factors outlined
above relating to the assessment of capital
adequacy are also relevant to judging the adequacy
of liquidity, notably the quality of management of
the institution, its internal control systems and its
position in the market. in add ition, consideration is
given to the diversity of funding sources, matching
policies, and the institution's borrowing capacity.
The Bank 's approach is described in greater detail
in its paper Measurement of liquidity, issued in
July 1982.

2.12 The results of this analysis are encapsulated
in the fonn of a minimum capital ratio (a 'trigger
ratio'). This ratio relates an institution's capital
base to the measures of credit risk and foreign
exchange position risk referred to above. However,
in considering the appropriate level of this trigger
ratio, the Bank takes into account many other risks
to which the institution is exposed (including those
outlined in paragraph 2. 10), its capacity to manage
those risks, as well as the quality of its capital and
assets, and its profitability and general prospects.
Individual trigger ratios are set for each institution
after discussions with its sen ior management. They
take into account the particular cha racteristics of
the indi vidua l institution and are normally set
wit hin a range establ ished for a group of similar
inst itutions. In o rder to lessen the risk of the trigger
ratio being breached, the Bank generally expects
each institution to conduct its business so as to
maintain its capital ratio at a margin above the
trigger ratio. (This higher ratio is sometimes
referred to as the 'target ratio' .)

2.15 The Bank is currently proposing some
amendments to its liqu idity policy designed to give
greater emphasis to the role of a stock of highly
liquid, high quality assets and to give greater
precision to the way in which this stock is defined
and measured. Its proposals in this area were set
out in its paper Proposals for a stock of hiqh quality
liquidity (2/88), issued in March 1988.

2.13 Steps are presently being taken in the context
of both the European Community and the Basle
Committee of Banking Supervisors (which meets
under the auspices of the Bank for International
Settlements) to secure a greater harmonisation of
approach between banking supervisors in the
assessment of capital adequacy. A consultative
paper, Proposals for International Convergence of
Capital Measuremenl and Capital Standards, was
issued by the Committee of Banking Supervisors in
Janua ry 1987; similar proposals are under
discussion in the Eu ropean Community.

(1)

Schedule 3, paragraph 4(6): requirement for a bank
to have adequate provisions
2.16 This mirrors the Companies Act 1985
requirement that provision should be made fo r

Scc footnote (I) on page 4.
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Schedule 3, paragraphs 4(7) and (8): requirement for
a bank to maintain adequate accounting and other
records and adequate systems of control of its
business and records

depreciation or diminution in the va lue of an
institution's assets, fo r liabil ities which will or are
expected to fall to be discharged and for any losses
which it will or it expects to incur. Thus provisions
need to be made for , inler alia, bad and doubtful
debts, expected losses on con tingents (for example,
connected with guarantees or other off-balancesheet exposures) and tax liabilities. The Bank would
expect liabilities and losses (including contingent
losses) to be recognised in accordance with accepted
accounting standards (as embodied in the
Statements of Standard Accounting Practice).

2. 19 The nature and scope of the record s and
systems which an institution should maintain
should be commensura te with its needs and
particular circumstances, so that its business can be
conducted in the interests of its depositors and
potential depositors. In judging whether an
institution's records and systems are adequate the
Bank has regard to its size, to the nature of its
business, to the manner in which the business is
structured, organised and managed, and to the
nature, volume and complexity of its transactions.
The requirement applies to all aspects of an
institution's business, whether on or off balance
sheet, and whether undertaken as a principal or as
an agent. The Bank's detailed interpretation of (he
paragraph 4(7) requirement is set out in the
Guidance II00e on accounling and oIlier records
and in/ema! conlrol systems and reporting
accoullfaflls' reports (hereon (BSD/l987/2), issued
in September 1987.

2. 17 In assessing the adequacy of an institution's
provisions, the Bank has regard to its provisioning
policy, including the methods and systems for
monitoring the recoverability of loans (for
example, the monitoring of the financial health
of counterparties, their future prospects, the
prospects of the markets and geographical areas in
which they operate, arrears patterns and credit
scoring techniques), the frequency with which
provisions are reviewed , the policy and practices
ror the taking and valuation of security and the
extent to wh ich valuation exceeds the balance-sheet
value of the secu red loans. In some cases,
clear objective indicators will be available to
assist in the determination of the appropriate
level or provisions; in others, more subjective
judgements will need to be made. The Bank
considers that it is essential that provisions be
reviewed at frequent intervals.

2.20 Paragraph 4(8) of the Schedule provides,
inter alia, that an institution's records and systems
shall not be regarded as adequate unless they are
such as to enable the business of the institution to
be prudently managed and the institution to comply
with the duties imposed on it by or under the Act.
In ot her words, the records and systems must be
such that the in stituti on is able to fulfil the various
other elements of the prudent conduct criterion,
and to identify threats to the interests or depositors
and potential depositors. They should also be
sufficient to enable the institution to comply with
the notification requi rements under the Act (for
example. sections 36 and 38) and with requirements
for the provision or information and documents
under section 39 and section 41. Thus delays in
provid ing in ro rmation , or inaccuracies in the
in formation provided, will call into question the
fulfilment of the requirement in the sub-paragraph.

2.18 The Bank considers that a reasonable
assessment of the recoverability or count ry debt and
of an adequate level of provisions against such debt
can be made by reference to various objective
criteria relating to the particular coun try's debt
service performa nce, its economic situation and
other factors. In August 1987 the Bank issued to
authorised institutions incorporated in the United
Kingdom a paper setting out a framework fo r
provisioning, incorporating these objective criteria
within a matrix, which institutions could use in
establishing an adequate level of provisions against
country debt.

2.2 1 Paragraph 4(8) a lso provides that the Bank,
in determining whether an institution's systems are
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adequate, 'shall have regard to the functions and
responsibilities in respect of them of any such
directors of the institution as are mentioned in
paragraph 3 above'.

2.25 Paragraph 2 requires at least two
independent minds to be applied to both the
fo rmula tion and implementa tion of the policies of
the institution. The Bank does not regard it as
sufficient for one of the two persons to make some,
albeit significant, decisions relating only to a few
aspects of the business---each must play a part in
the decision-making process on all significant
decisions. Both must demonstrate the qualities and
appl ication to influence strategy, day-to-day policy
and their implementation, and both must actually
do so in practice. Both persons' judgements must be
engaged in order that major errors leading to
difficulties for the institution are less likely to occur.
Similarly, both persons must have sufficient
experience and knowledge of the business and the
necessary personal qualities to detect and resist any
imprudence, dishonesty or other irregularities by
the other person. Thus where a single individual,
whether a chief executive, managing director or
otherwise, is particula rly dominant in an authorised
institution this will raise doubts about the
fu lfilment of the criterion.

2.22 The Bank interprets this provISion as
referring to the role of non-executive directors in
audit committees of authorised institutions. The
Bank 's proposed approach to the role of such
committees is set out in its consultative paper Role
oJ alldit commillees in banks, issued in January
1987. (This is also discussed below in the context of
the requirement relating to non-executive directors
in paragraph 3 of Schedule 3.)
Schedule 3, paragraph 4(9): the 'general prudent
conduct' requirement
2.23 As noted above, the list of specific points in
Schedule 3 relevant to prudent conduct is not
exhaustive . Other considerations include the
institution's management arrangements (such as
those for the overall con trol and direction by the
board of directors); the institution's general
strategy and objectives; planning arrangements;
policies on accounting, lending and other
exposures, and bad debt and tax provisions; policies
and practices on the taking and valuation of
security, on the monitoring of arrears, on following
up debtors in arrears, and interest rate matching;
and recruitment arrangements and training to
ensure that the institution has adequate numbers of
experienced and skilled staff in order to carry out its
various activities in a prudent manner.

Schedule 3, paragraph 3: composition of board of
directors
2.26 This provides that, in the case of an
institution incorporated in the United Kingdom ,
the directors include such number (if any) of
non-executive directors as the Bank considers
appropriate having regard to the circumstances of
the institution and the nature and scale of its
operations.

Schedule 3, paragraph 2: requirement for the
business of a bank to be effectively directed by at
least two individuals

2.27 The Bank considers that non-executive
directors can play a valuable role in bringing an
outsider's independent perspective to the running of
the business and in questioning the approach of the
executive directors and other management. The
Bank sees non-executive directors as having in
particular an important role as members of an
institution's audit committee or in performing the
role which such a committee would otherwise
perform, The Bank's views on the role of nonexecutive directors in this context are described in
the consultative paper on the Role oJ alldit
committees in banks, issued in January 1987, and

2.24 This criterion- sometimes known as the
'four eyes' requirement- provides that at least two
individuals must effectively direct the business of
the institution . In the case ofa body corporate, the
Bank normally expects that the individuals
concerned will be eit her executive directors or
persons granted execut ive powers by, a nd reporting
immediately to, the board; and, in the case of a
partnership, the Bank will look for at least two
general or active partners.
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[I

1968 and 1978, the Consumer Credit Act 1974, the
Companies Act 1985, the Compa ny Securities
(Insider Dealing) Act 1985, the Financial Services
Act 1986, the Banking Acts of 1979 and 1987 and
foreign legislation dealing with similar matters.)
Doubts may also be raised if the institution fai ls to
comply with recognised ethical standa rds of
conduct such as those embodied in various codes of
cond uct. (Examples of such codes would be the
Lo ndon Code of Conduct for the wholesale
markets in sterling, fore ign exchange and bu llion ,
the Finance Houses Association's Code of Practice
on Credit , and the Take-over Code.) As with
breaches of statutes, the Ban k would have regard to
the seriousness of the breach of the code, to whether
the breach was delibera te o r an uni ntentional and
unusual occurrence, and to its relevance to
the ful fil ment of the Schedule 3 criteria and
o therwise to the interests of depositors and
potential depositors.

in the Bank 's report under the Banking Act fo r
1987/88. (See also paragraphs 2.21 - 2.22 above
regarding paragraph 4(8) of Schedule 3.)

2.28 The Bank recogni ses that some small
authorised institutions may find it d ifficult to
appoint sufficient suitable non-executive directors
for an audit committee to be esta blished. The Bank
is nevertheless committed to the principle that
UK-incorporated institutions and UK-based
banking groups should have an audit committee
and that, unless there are sound reasons to the
contrary, all authorised institutions should appoint
at least one non-executive director to undertake
some audit committee functions. The Bank may
consider it unnecessary fo r an authorised institution
to have non-executive directors or an audit
committee, if, for example, there is an audit
committee of non-executive directors of the
institution's holding company which undertakes the
functions of an audit committee in respect of the
authorised institution itself.

2.3 1 Professional skills cover the general skills
which bankers should have in conducting their
business as bankers, for example, in relation to
accounting, risk ana lysis, establishing and
operating systems of internal controls, ensuring
com pliance
with
lega l
a nd
supervisory
requirements, and in the sta ndard of the various
fi nancial services provided to customers. The level
of skills required will vary accord ing to the
individual case, depending on the nature and scale
of the particular institution'S activities.

Schedule 3, paragraph 5: requirement for the
business of a bank to be carried on with integrity and
skill

2.29 This criterion is, like the prudent conduct
criterion, concerned with the manner in which the
business of the institution is carried on and is
distinct from the question of whether its d irectors,
controllers and managers are fit and proper
persons. It covers two elements: whether the
institution 's business is carried on with integrity;
and whether it is carried on with the professional
sk ills appropriate to the nature and scale of the
act ivities of the institution concerned .

&hedule 3, paragraph 6: requirement for a bank
to have minimum net assets of £1 million at time
of authorisation

2.30 The integrity element of the criterion requires
the institution to observe high ethical standards in
carrying on its business. Criminal offences or other
breaches of sta tute will obviously call into question
the fulfilment of this criterion. Particularly relevant
are con traventions of a ny provision made by
or under enactments designed to protect members
of the public against financ ial loss due to
dishonesty,
incompetence
or
malpractice.
(Examples of such enactments are the Theft Acts of

2.32 This provides that a n institution must have
at the time it is authorised net assets of not less than
£1 million (or an amount of equivalent value
denominated wholl y or partly ot herwise than in
sterling). It should be noted that this requirement
on ly applies at the time of authorisation, and not
thereafter. However, authorised institutions must
continue to fu lfil the capital adeq uacy requirement
set out in paragraph 4(2) of Schedule 3 (see
paragraphs 2.4-2. 13 above).
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Schedule 3, paragraph I: requirement for directors,
controllers and managers to be fit and proper persons

elements of the fitness and propriety criterion, the
precise probity requirement will tend to be much
the same whatever position is held.

General
2.37 In assessing whether a person has the
relevant competence, soundness of judgement and
diligence, the Bank considers whether the person
has had experience of similar responsibilities
previously, his record in fulfilling them and, where
appropriate, whether he has appropriate
qualifications and training. As to his soundness of
judgement the Bank looks to, inter alia, the degree
of balance, rationality and maturity demonstrated
in his conduct and decision-taking.

2.33 This provides that every person who is, or is
to be, a director, controller or manager of an
authorised institution must be a fit a nd proper
person to hold the position which he holds or is to
ho ld.
2.34 In considering whether a person fulfils the
criterion , the Bank has regard to a number of
general considerations, whilst also taking account
of the circumstances of the particular position held
a nd the institution concerned. In assessing the
fulfilment of this criterion , the key consideration is
the interests of depositors and of potential
depositors.

2.38 More generally, the Bank takes into account
the person's reputation and character. It considers,
in/er alia, whether the person has a crimi nal
record(ll-convictions for fraud or other dishonesty
are obviously relevant to probity. The Bank gives
particular weight to whether the person has
contravened any provision of banking, insurance,
investment or other legislation designed to protect
members of the public against financial loss due to
or
malpractice.
dishonesty,
incompetence
(Examples of such legislation include the Theft Acts
of 1968 and 1978, the Consumer Credit Act 1974,
the Companies Act 1985, the Company Securities
(Insider Dealing) Act 1985, the Financial Services
Act 1986, the Banking Acts of 1979 and 1987 and
foreign legislation dealing with similar matters.)
In addition, it considers whether the person has
been involved in any business practices appearing
to the Bank to be deceitful or oppressive or
otherwise improper or which otherwise reflect
discredit on his method of conducting business.
Some of the relevant considerations here are dealt
with by the legislation referred to above. However,
not all are spelt out in statute. In this connect ion ,
the Bank has regard to the person's record of
compliance with various non-statutory codes, such
as the Take-over Code and the London Code of
Conduct for the wholesale markets in sterling,
foreign exchange and bullion, in so far as they are
relevant to the fulfilment of the Schedule 3 criteria

Directors, chief executh·es, managing directors and
managers
2.3 5 With regard to a person who is, or is to be, a
director, chief executive , managing director or
manager (as defined in section 105 of the Act) , the
relevant considerations include whether he has
sufficient skills, knowledge, and soundness of
judgement properly to undertake and fulfil his
particular duties and responsibilities. T he standards
required of persons in these respects will vary
considerably, depending on the precise position
held by the person concerned. Thus a person could
be fit and proper for one position but not fit and
proper for a position involving different
responsibilities and duties . The diligence with which
he is fulfiUing or is likely to fulfil those duties and
responsibilities is also considered, so that the Bank
ca n assess whether the person does or will devote
sufficient time and attention to them.
2.36 The probity of the person concerned is very
important: it is essential that a person with
responsibility for the conduct of a deposit-taking
business is of high integrity. In contrast to the other

(I)

Th~

Ban k is pcrmi ued by SC(:hon 95 of the Act 10 have regard to cerla ln spent co nvictio ns under the
Reha bi li tation of Offenders ACI 1974.
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example, higher standards will generally be
required o f a shareholder controller owning, say,
51 per cent of the shares of a bank compared with a
controller owning IS per cent. Even higher
standards are likely to be required of a controller
with a very substantial stake such as 75 per cent
or more.

and ot herwise to the interests of depositors and
poten tial deposito rs.
2.39 The standards req ui red are particularly high
for those persons with the main responsibility for
the conduct of an institution's affairs, although they
will depend in pa rt on the nature and scale of the
business concerned.

2.42 In considering the application of the criterion
to shareholder controllers or persons proposing to
become such controllers, the Ban k has regard to
two main considera lions.

2.40 Once an institut ion is authorised, the Bank
has continuing regard to the performa nce of the
person in the exercise of his duties. Imprudence in
the conduct of an institution's business, or actions
which have threatened (without necessarily having
damaged) the interests of depositors or potential
deposi tors will reflect adversely on the competence
and soundness of judgement of those responsible.
Similarly, fa ilure by an inst itution to conduct its
business with integrity and professional skil!s will
reflect adversely on the probity and/or competence
and/or soundness of j udgemen t of those
responsible. This applies whether the matters of
concern have arisen from the way the persons
responsible have acted or from their fa ilure to act
in an appropriate manner. The Ban k takes a
cumulative approach in assessi ng the significan ce
of such actions o r omissions-tha t is, it may
determine that a person does no! fu lfil the
criterion on the basis of several instances of such
conduct which, if taken individ ually, may not lead
to that conclusion.

2.43 First, it considers what influence the person
has or is likely to have on the conduct of the affairs
of the institution. If the person does, or is likely to,
exercise a close control over the business, the Ba nk
would look for evidence that he has the probity and
soundness of judgement and relevant knowledge
and skills for run ning an authorised institution. The
Bank would look therefore fo r the same range o f
qualities and experience that it would expect of the
executive directors of an authorised institution. On
the other hand, if the shareholder does not. or is
likely not to, influence the directors and
ma nagement o f the authorised institution in
relation to the detailed conduct of the business, it
wo uld nol be necessary to require such a level of
relevant qualities and experience. The Bank also
has rega rd in this con text to whether there cou ld be
conflict s o f interest arising from the influence of the
shareholder on the authorised institution-this
co uld , in particular, arise from too close an
association with a non-financial company.

Shareholder and indirect controllers
2.41 Shareholder controllers
and
ind irect
controllers (as defi ned in section 105 of the Act)
may hold a wide variety of positions in relation to
an a uthorised institution, and the applicati on of the
fi t and proper criterion must take account of this.
The key consideration is the li kely or actual impact
on the interests of depositors and potential
depositors of a person holding his particular
posi tion as controller. This is viewed in the context
of the circumstances of the individual case, and of
the particular position held. The genera l
presumption is that the greater the influence on the
authorised institution the higher the threshold will
be for the controller to fu lfil the cri terion. Thus, for

2.44 The second consideration is whether the
fina ncial position , reputation or conduct of the
shareho lder controller or prospective shareholder
cont roller has damaged or is likely to damage the
authorised institution through 'contagion' which
undermines confidence in it. For example, if the
holding company, or a major shareholder, were to
suffer fmancial problems it could lead to a run on
the authorised institution , d iffic ulties in obtaining
deposi ts and o ther fu nds, or difficulties in raising
new equ ity from other shareholders or potential
shareholders.
Generally,
the
higher
the
shareholding the greater the risk of 'contagion' if
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the shareholder encounters fi na ncial difficulties.
The risk of contagion is not, however, confined to
financial weakness: publicity about illegal or
unethical conduct by the holding compa ny or
a nother member of the gro up may also damage
confidence in the authprised inst itution .

so if it considers for any reason that there are any
significa nt threats to the interests of the depositors
a nd potential deposito rs, notwithstanding that the
criteria are ful fi lled . The Bank also considers, in
exercising its discretion to grant authorisation,
whether it is likely that it will receive adequate flows
of informa tion from the institution and relevant
connected pa rties in order to monitor the fulfilment
of the criteria and to identify and assess any threats
to the interests of depositors and potential
depositors.

2.45 In considering the fitn ess and propriety of
indi rect cont rollers it is also necessary to have
regard to the precise position held.
2.46 In the case of an indirect controller who
'directs' or 'instructs' a shareholder controller, in
terms of section \05( 3)(d) , simi lar considerations
apply as those relevant to assessing the fulfilment of
the cri terion in relation to shareholder controllers
- see paragraphs 2.43-2.44 above . In other words,
the sta ndards which an indirect controller will need
to satisfy are likely to be at the minimum the
standards also required of the person who is
indirectly controlled.

3.2 The Bank's experience since the Banking Act
1979 came into operation has been that newiyformed institutions which are not directly
associated with an established and proven deposittaking institution can be susceptible to early
difficulties. These difficulties on the whole tended to
arise from lack of relevant experti se and judgement,
particularly in lending, o r from ill-constructed and
insuffi ciently-tested business strategies. The Bank
therefore found it difficu lt to be satisfied that an
applicant institution which is not supported by an
established deposit-ta king institution will carry o n a
deposit-tak ing business in a prudent ma nner, unless
the applicant insti tution had already for some time
been carrying on successfully a business simila r to
that planned (even if on a lesser scale) but financed
either by bank borrowing or from other sources not
involving the acceptance of deposits as defined .
This experience is equally relevant to the Bank 's
consideration of applications for authorisation
under the 1987 Act.

2.47 Where a person is an indirect controller by
virtue of 'directing' or 'instruct ing' the board of an
autho rised institution, in terms of section I05(3)(d),
the sta ndards required will be high . The indirect
cont roller would have to have the probity and
relevant knowledge. ex.perience, skills and diligence
for running an authorised institution . The qualities
required would be those which are also appropriate
for the board of directors of an authorised
institution.

3

Principles relating to the grant of
authorisation

Overseas institutions
3.3 In the case of an institution whose principal
place of business is in a country or territory outside
the United Kingdom, the Ban k, under the terms of
section 9(3), may regard itself as satisfied that the
criteria rela ting to fi t and proper persons, prudent
conduct, and in tegrity and professional skill (see
pa ragra phs 1, 4 and 5 of Schedule 3) are fu lfilled
if-

General
3.1 In order to be able to grant authorisation the
Bank must be satisfied that all the minimum
a uthorisation criteria in Schedule 3 are fu lfilled with
respect to the a pplicant. It cannot be so satisfied if
the applicant institution a nd other relevant parties
have not provided a ll the information and
documents which the Bank has requested in
connectio n with the application. Where the Bank is
satisfied that the criteria are fulfill ed, it can then
decide whether to grant authorisation. It will not do

(a)
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the banking supervisory a uthority in that
count ry or territory informs the Bank that it
is sat isfied with respect to the prudent

management
and
overall
soundness of the applica nt; and

a ground exists generally depends on the Bank 's
j udgement of the circumstances relating to the
authorised institutio n concerned and of the
application of provisions of the Act to those
circumstances. The following focuses on the Bank 's
interpretation of the sectio n 1I gro unds.

financ ial

(b) the Ban k is satisfied as to the nature a nd
scope of the supervision exercised by that
authority.

4.2 In general , the Bank 's powers become
exercisable when there is a threat to the interests of
depositors and potential depositors. The threat may
be relatively sligh t or remote, or it may be both
immediate and serious. The Act recognises that the
immediacy and severity of such threats may vary
by, as a general rule, giving the Bank discretion to
decide whether to revoke, impose restrictions or
take some other action. The main principles
underlying the exercise of this discretion are set out
in Part 5 below.

3.4 The Bank has 10 form its own view directly on
whether the 'four eyes' and minimum net assets
criteria (pa ragraphs 2 and 6 of Schedule 3) are
fulfilled with respect 10 Ihe applicant. Paragraph 3,
which is concerned with the composition of the
board of directors, does not apply to such
institutions, unless they are incorporated in the
United Kingdom.
3.5 Despite the reliance that the Bank may place
on assurances from overseas superVisory
authorities with respect to certain criteria, the Bank
examines the planned business of the proposed UK
branch of the applicant, its business plan, its
liquidity policies, its internal controls, its
accounti ng and ot her records, and staffing and
management arra ngements. If there are any
concerns in these areas, the Bank will discuss these
with the applicant and, where necessary, with the
overseas supervi sory authority. Unless suitable
assurances are received , or remedial action taken,
the Bank may decide that it cannot be satisfied that
all the criteria are fulfilled, and that therefore
authorisation should not be granted.

Section 11(1)(a)

4.3 This provides that the Ba nk 's powers become
exercisable if it appea rs to the Ban k that any of the
criteria in Schedule 3 is not or has not been fulfilled.
o r may no t be o r may not have been fulfilled . The
Ba nk 's interpretation of these criteria is set out in
paragraphs 2. 1- 2.47 a bove. The Bank would
consider that a criterion 'may not be . . . fulfilled' in
circumstances where it needed further infonnation
to form a firm view as to whether it was or was not
fulfilled , but had been unable to obtain that
information in a reasonable time. This provision
thus enables the Bank to use its powers to protect
depositors and potential depositors pending
clarificat ion of whether there is or is not a
significant threat to depositors.

3.6 Once such an overseas institution is
authorised, supervision is in practice a shared
responsibility between the Bank, as 'host
supervisor', and the relevant 'home supervisor'. The
principles underlying the sharing of responsibility
are set out in the Basle Concordat.(I}

Section ll(l)(b)

4.4 Under this, the Bank's powers become
exercisable if the inst itution fa ils to comply with
any requirement imposed by the Act: for example, if
it fails to notify a cha nge of directo r under
section 36. The Bank 's powers also i)e(;ome
exercisable if the institution fails to comply with
any requirement imposed by secondary legislation

4 Section 11: grounds for the
revocation of authorisation
4.1 Section 11 sets out the grounds on which the
Bank 's powers to revoke authorisation or rest rict
an authorisation become exercisable. Whether such
(i)

Prindples for lite SUperl"i.liQn of oonb' for~ign ~slob/jshmeMl.f. issued in May 1983.
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under the Act (for example. advertisement
regulations) or imposed by the Bank using its
powers under the Act (for example. a condition
imposed under section 12 or a requirement for
information under sect ion 39).

a deposit-taking business. Provided that deposits
are accepted in the United Kingdom , it is irrelevant
where the institution ca rries on a deposit-taking
business.
4.9 Section 5 of the Banking Act defines 'deposit'.
An institution whose busi ness activities are funded
only by equity capital, retained profits, o r
borrowings from authorised institutions or its
shareholder co ntrollers or its directors or managers
would not be accepting deposits within the meaning
of the Act.

Section Il(l)(d)

4. 5 Thi s provides that the Bank's powers become
exercisable if it is provided with false , misleading or
inaccurate information by or on behalf of the
institution. The mere provision of inaccurate
information will render the power exercisable. In
practice, however, the Bank is likely not to
contemplate exercising its powers just because of a
minor inaccuracy. There would generally have to be
a wider prudential concern, of which the inaccuracy
may be a symptom.

4.10 An institution will carry on a deposit-taking
business as defined in sect ion 6 of the Act unless it
does not (a) lend money received by way of deposit
to others; or (b) finance any other activity of the
business to any material extent out of the capital of
or the interest on money received by way of deposit;
however, if the institution does utilise deposit
money in these ways, it will not carry on a deposittaking business if it does not hold itself out as
accepti ng deposits on a day-to-day basis and if any
deposits which are accepted are accepted only on
particula r occasions.

4.6 The Bank 's powers also become exercisable
under this paragraph if false, misleading or
inaccu rate information has been provided, in
connection with an application for authorisation.
by a person who is, or is to be, a director, controller
or manager of the institution.

Section 11 : subsections (I)(c), (3), (4), (6), (7), (8)
and (9)

Section 1I(I)(e)
4.7 Although the Schedule 3 authorisation criteria
cover most of the range of circumstances which
could pose a threat to the interests of depositors
and potential depositors, they do not cover all- for
example, a sudden external threat. unconnected
with the institution's conduct, such as a natural
catastrophe o r the imposition by a government of a
debt moratorium, may not necessa ri ly fall within
the prudent manner criterion. Paragraph (e) ensures
that , in such circumstances. the Bank may act to
protect the depositors a nd potential depositors by
using its revocation or restriction powers.
Section 11 (2)

4.11 These subsections sel out circumstances in
which the Bank's powers become exercisable
because of certain specified events occurring. These
include withdrawal of authorisation (in respect of
an overseas institution) by the banking supervisory
authority of the country or territory in which the
institution has its principal place of business;
revocation of authorisation under the Financial
Services Act 1986 or a licence under the Consumer
Credit Act 1974; and certain events connected with
insolvency, receivership and the like, such as the
making of a winding-up order or the passing of a
resolution for voluntary wi ndi ng up.

4.8 This enables the Bank to revoke in certain
circumstances if an institution has failed to make
use of its authorisation. Authorisation under the
Act is intended to enable a person to accept deposits
in the United Kingdom in the course of carrying on

4. 12 There are two circumstances in which
revocat ion is mandatory rather than discretionary.
First, where an institution has its principal place of
business in another Member State of the European
Community and the banking supervisory authority
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a nd potential, the Bank will explore fully the
prospects of remedial action; if, however, the
financial position of the institution is weak or is
deteriorating rapidly, the scope ror such inquiries
will be limited . The Bank has to balance the
in terests of existing depositors, for whom it may be
desirable to continue the authorisation in order to
allow more time for the scope for remedial action to
be explored, and the interests of potential
depositors who could be exposed to a risk of loss.

there withdraws the institution's authorisation.
Second, where a winding-up order has been made
against the institution in the United Kingdom or a
resolution for its voluntary winding up in the
United Kingdom has been passed.

5

Principles relating to the revocation
of authorisation and to the
restriction of authorisation

5.1 As noted above, the Bank's powers to revoke
or restrict an authorisation may become exercisable
in a wide range of circumstances.

5.5 The circumstances in wh ich a restricted
authorisation rather than revocation is li kely to be
appropriate are where the Bank considers that the
imposition of conditions is necessary to underpin
the institution's efforts to improve matters, and that
there is a reasonable prospect that all the relevant
criteria fo r a uthorisa tion will be fulfilled again
wit hin a reasonable period. Such a restricted
authorisa tion would normally be without time
limit but the Bank's intention would be that
the conditions would be removed once the
remedial action was taken. The Bank would thus
look for a sound and viable programme for swift
remedial action.

5.2 The wide diversity of grounds in the Act for
the exercise of the Bank 's powers ena bles the Bank
to exercise its powers before the threat to the
interests of depositors or potential depositors
becomes very great or immedia te. The Bank can,
therefore, where necessary, intervene before the
deterioration in the institution's condition is such
that there is a serious likelihood that depositors will
suffer a loss.
5.3 In view of the need fo r flexibility in dealing
wi th problem cases, the Act gives the Ba nk
discretion-except in the case of mandatory
revocation referred to in pa ragraph 4. 12 above-to
decide whether to revoke or restrict the
authorisation or seek remedial action by some other
means, through persuasion and encouragement.
Where the Bank considers that adequate and
speedy remedial steps are likely to be taken by an
authorised institution (or its shareholders, for
example by injecting new ca pital or appoi nting new
directors) and that such action would protect the
interests of depositors and potential depositors, it
would generally be relucta nt to revoke or restrict
the authorisation.

5.6 Alternatively, the Bank may impose a
restricted authorisation wi th a limited life. The
Bank may impose such a time limit for a maximum
of three years; it may also extend the life of a timelimited aut horisation, but only provided the total
duration is not more than three years. The Bank
would
generally
Impose
a
time-limited
authorisation in order to facilitate an orderly
repayment of deposits by avoiding liquidity
pressures which could arise from a sudden loss
of authorisation.
5.7 On occasion, when concerns arise. it may also
be desirable to rest rict the authorisation as a
holding measure to protect depositors and potential
depositors whilst further information is sought.

5.4 The Bank would generally revoke, however,
where there was no reasonable prospect of speedy
and comprehensive remedial action, even though
the threat to depositors was not immediate, for
example because the institution currently had
adequate capital and liquidity. In so far as this is
consistent with the interests of depositors, actual

6

Conclusion

The principles set out in this statement are of
genera l applica tion, and take account of the wide
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diversity of institutio ns authorised under the Act
and of the prospect of institutional and market
changes. Nevertheless, there is likely to be a need
for the principles to be developed over time. Section
16(2) of the Act requires the Bank to record in its
annual reports under section 1(3) of the Act if it
makes a material change in the principles in

accordance with which it is acting or proposing to
act. This will complement the more detailed papers
the Bank publishes on particular aspects of its
supervisory requirements. In addition, the Bank
will issue revised versions of the statement of
principles when there have been significant
developments in its approach.
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