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COMPLIANCE — GOODWILL = 19

Back to the

The FSA's purge on
goodwill held as an asset
means brokers need to
draw a line through it on
balance sheets, but as Ana
Paula Nacif discovers, not
everyane thinks the industry
should simply chalk this up
to experience.

o [Wglefboard?

INTEEMATIONAL aecownting standands
stapted im0 allewy listed cronpanies to carry
goodwill ferward at full value on their balance
shieet, but for geresal insurance brokers it 5 a
different story. Come 14 January 2008, if they
do nat have encugh tangible assets, brokers
may need to embark en a clever plece of
finamemal engineerng or recapitalise b remain
coarpliant o the eves of the regulatar,

Whien the curtent transitioni arrangement
expirez, firms will be vequived 1o make a
deduction from capital sesources for the
full balanes sheet value of any goadwill
held as an asset. That means brokers will
noi be able o secure debt against geodwill,
which will restrict their ahility 1o po through
managemient buy-cuts or fo aceuire other
brokers without liquid assets.

The Financial Services Authority has
admtted that about B0 brakers are likely o be
affected, And some experts huve Ebelled the
rude ‘abeard” and 9 conceived', angwing that
it is hkely o sgueese smaller players oot of
the imarhet to Uhe berelit of estabhished broker
carselidators and acuisitive insues

The battorm line
Cthers believe the FSA iz rght in asking
brgkers to ensure their balanes sheet shows
cuaugh tangible gssets to guarantee the
nealih of ther business, 23 this means there
15 na risk of clients being beft in the cold of
mtermrediaries go out of business.

Depite the controvensy, the F2A 15 shewing
o stgns i will Back down on it decision,
And, with nine months 10 go, brakers vath
aopdwill an their halance sheetz need 1o
mor their act together quickly if thay are 1
apirvive The mew il

According to KPAG partner Tomy
Hulse, the simplest opdion for brokers 1= {0
recapitatise. "Brokers can alss join together
with a firm that has got the surplus capatal,
There t5 a4 lot of demand for business and
brakers sheabd not wetare themeelvwes wying
to create capital when it is avnlable in the
macket place, I they cannot go down that
poatte thiey will Bave 1o eliminate goadwil]
frosn the balanes sheet by considening some
aprtof financial restructuring.”

The derree of financial enginecring
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1% mecessary will depend o the size and nature

of the business m question. But the basic
principhe 18 W et up a helding company, =0
thad the goodwill 5 held by the rew company
eather than by the regulated firme Mr Hulze
savathis is "just a paper exercize” but warna
birakess to be wary,

He explaing: “The financzal engineerng
process needs bo satiafy @ lab of conditions
amnd it is refatively somplex, 20 wakers need
e approaich it with cantion, Indesd, it may
nat be practical 25 the resources needed may
nat be present in the first plzee. But people
should be very clear and not Jet advisers over
compicite the siustion.”

Tony Cornell, proprictor of Cornell
Conguilting and former CGU hend of broker
relations, i nol convineed that setting up a
boldisg comipany will be a lifeline for many
rehers, prediciing mstead that they will
eventually end up-closing down o selling up.
“They would have 10 change the siructure
of their business and thiz would invoelve
aooauntants, salicitors and paving extra ax
= all af which would cost them mweney o
produce exactly the same figure but ina more
acceptable format.”

Seting upa baldimg company is ne panaces
and Odly Lavghion Seolt, managing pariner
of corporate advisory firm IMAS, advizes
brokerz to discuss the =sue first with {he
F3A, "It is o grev ara,” he expluns. “While,
technically, the FSA repulates the trading
company, clearly it alzo las an interest in the
owners. We understand it nuy be looking at
levels of dehbit in the whole huginess"

Even if financial engineering proves o be
the zolutien for same brokers, the fact that
the Agures will just be shifted around has
leed mame to beliove that this paper exercias is
futile bath from the regulator's peint of view
anel the client's,

Papering over the cracks

Geant Ellis, chief executive of the Broker
Metwaork, sava "N seems somewhat illogical
that there are a couple of procedures a
Tsingss can follee, one of which relates to
having a holding company that allwws no
real change in cireumstance but makcs the
regulated entity compliant, And the FSA
alzo Teserves the right o being the whole
comipany info cabeulation shoald it choose Lo
That mears there is not certaingy”

“Everybody accepts goodwill —
aceountants, banks, lenders,” adds Mr Cornell,
“Everybody except the regulatar, That’s the
absurdiny of this rule, amnd it was ako bronghi
in at & time when virtually every insuranos
oompany agress 1o risk transfer.”

Kieran Marsh, chiel executive of Marsh
Corporate Consulling, agrees, arguing thas
it is difficult to comprebend why the F3A
15 disallowing goodwill when internuional
morounting standards sxy firms no longer bave
to write it off. “Goodwill can be reviewsd onan
impairment basis and can be carried forward
at full value in the balance sheet, All lizted
companies from 1 April 2004 have adepted
the new standards, including the FSA”

As for the argumient that the new rule will
protect ¢lientz, Mr Marsh replies: “Sinee 2005,
up to 70% of brokers ame operating solely
under risk eansfer arrangements, which
gives their clients 100% protection i the
cvent of a meltdown siteation, Additenally,
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operating under client money rules, the trust ]
status of both statutory and pon-statuiory i

trust accounts, if operated cormectly, give the
chient similar gold-plated protection.”

On the other hand, Andrew Paddick,
director general of the Institate of Insurance
Brokers, argues that “acquired goodwill has
nevier been an allowable asset on insurance
broker balance sheets under any previous
statutory regulatory regamie, for example the
Insurance Brokers Registration Council and,
| belseve, the nem-statustory General Insurameo:
Standarcls Cauncil”,

He goes further to explain tat: “as there
was i regulatery void between repeal of the
Disnrerce Brokers (Registration) Aef and the
FaA% Glday', some brokers took advantage of
the fact there were no accounting requiremenis
during thiz period and put acquived goadwill
oit their balance sheets in order 1o offset
laans. Some even created goodwill to canceal
am atherwise insolvent business, such as
where there had been o misapplication or
frasdulent comverstan of risk transfer funds
Pl e behalf of ansurers, which is sall not
revealed or properly accounted for under e
FSA rules”

Because the FRA iz standing by il decision,
Mr Cornell suggests that trade bodies
should lobby the government te reverse the
regulators intentions, “Trade associations
should be more vogal: that’s swhat they are
there for,” he emphasises, =1 s a real problem
aned the nest stage of this campaign sheuld be
going to the government ard MPs to lobby for
the rule o be changed.”

Mr Paddick says he wauld suppost a full,
and urgent, review of the relevant rubes
with a view to relaxation in accordance with
geneeally accepted accounting principles, "o
Iomgr s the regubated community s exposunes
1o Financial Services Compenzation Scheme
Tevies are nad adversely alfected, which woald
mean ter slie properly accounting for risk
teanafer monies held”,

But the British Ipsurance Brokers’
Association has no plans to pick up this Gght.
According toe Steve White, Hila's remilaion
and compliance manager, the associztion has
done everything it can fo help brakers get up
b epeed with the new rules.

“We published guidance 1o all members,”
e zavs “We have a complianeee manual,
which has informution on geadwil], and
wee are continuing o work with the F8A o
engure there is conzistency of knowledpe and
information shared across the macket about
the impact of the goodwill rube on firms.”

He adds: “We alzo put in place a financial
compliance service run by Marsh Corporate
Coansulting. This ssae 12 ok goirg 10 @o away,
The FaAs mind will neg change and the date
will remain the same, Brokers have known
about this for almost five years.”

According to Mr White, the transttional
period was actually granted thanks to Biba's
lobbying of the F3A. “We angued strongdy
with the FSA that brakers would need mone
irne: for poodwill to be removied. As a resill
of our lobbyving, they mmpesed the threeyear
transitional period,”

Cithers agree that biokers have had enmagh
warning of these clanges. Mark Mellquham,
directer in the fnancial serviees team at
Dieloatte, says the FaA has been consistently
warning brokers that grodwill woeld become

inadmiz=ible from next January, “as well o
recently focusing on the quality of ather
aszets om brokers” balance sheets, such as
‘permanent’ inter-company balances and
unallocated cash hild within debtors™,

Buit b also warns that smaller mdependent
broloirs, wh sy niot b priviosshy thought
gnont this issue, should doso toavoid having o
negediate and pay for expensive subordinated
lpans to maintain their compliance with the
FFafs rule poet-Janury 208,

For zome, kowever, the new rule is good
news and those lpaking to acquire new
business will be watehimg the markesplace. If
the new rule does isdeed prove to be a boost
to consnlidation, It renming Lo be seon how
these looking to sell will chose o dispose of
their egerationz,

"It will be intereating to see how (he
regulations affecting moodwill will be
addressed by the intermediaries in the
coming months,” says Kenny Maciver,
Eroup scquisitions divector at Towergate.
“Those who do nat wish to pay in or raise
additional capital will look 1o divest, which
increases the opportunity for insurers and
consstidators, Prospective vendors will need
toask themselves who they want to turn to
and there are inevitably pros and cons.”

A Stepping stone

He adds: "Overall, consaliditors present 2
helpful step down the raad to regulatory and
operational sequrity, [nsurees may provide
capital security but, historically, insuress
have shown mixed appetibe for distribution
maragement and may have difhculties in
retaiming agencies with competing insarers.”

The FaA; which has already sent 600
lefters to businesses likely to be affected by
the rule change, 15 advising firms to seck
profezsienal advice if they have a prablem,
“Weare awareof anumberof firms who hive
received professtonal advice to restructure
their bakance sheets to rezolve the 1ssue,
ineluding — where necesgary — chinges to,
at the creation of, groupstruciures,” explaing
an FSA spokeswoman, "Senjor nmnagestent
af the firm iz respansible for ensuring that
the firm has adequate fimancial reacurees”

The repulator says it will work witha firm
mviting it to submit propozals to resolve
the deficit, but the bottom line &5 that those
who do not or cannet comply will lose their
authorisation, “If a firm 15 unabde to remedy
the deficit, the FSA will cancel the firm's Part
IV Permizsion,” adds the spakeswoman.

Whatever road brokers with goeodwill
on their balance sheet decide to take, sone
Believe the new rigle will damage the dynantics
of e present market. “T0 will sifle growth
of brokers and new pecple comsing into the
market,” Mr Carnel] paints out, *This iz bed
for the sectar as it will stifle mnovation and
entrepreneurship that young people building
their busineszes bring to the industry”

And over the next few months, market
behaviour may well reveal who are the
wianners and bosers under the goodwill rule.
I o g Bkt proeregualivtion when people
ol do what the heck they Tk, vou could
counl broker failures o the hngers of one
hand,” concludes Me Ellie, “This wag not 2
big problem and i has never been, We need
o wait and see what happens after this rule,
which is frankly ill-conceived.” POET
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