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Legislative and regulatory process at a glance
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MIFID 2 / MIFIR timeline

20.10.2011
Commission
legislative
proposal

2011 2012 2013 2014 2015 2016 2017 2018

LEVEL 2 + national transposition
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01.2014
Political
agreement

A

12.2014
Level 2
consultations
begin

02.07.2014
Entry into force

11.12.2015
ESMA presents
RTS package
to the EC

A

03.07.2017
Deadline for
national

transposition of
MiIFID 2

03.01.2018
Application

@

LEVEL 3
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Legal instruments — directive v regulation

Directive
MiFID 2 e Requires transposition into national law
e Provides limited discretion and flexibility of application to Member States

Regulation

e Directly applicable — no national transposition required
e Usually more detailed, prescriptive than directives

e No discretion for Member States
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Level 2 — Implementing measures / overview

Delegated
Acts

Regulatory
Technical
Standards

Implementing
Acts

Implementing
Technical
Standards
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Implementing legislation which supplements the Level 1 text with greater detail

Example: Commission Delegated Regulation (EU) .../... supplementing MiFID 2 as regards
organisational requirements and operating conditions for investment firms and defined terms
for the purposes of MiFID 2

A form of delegated act on purely technical matters

Example: Commission Delegated Regulation (EU) .../... supplementing MiFIR with regards to
regulatory technical standards on transparency requirements for trading venues and
investment firms in respect of bonds, structured finance products, emission allowances and
derivatives

Supplements Level 1 text to ensure harmonised implementation, non-political issues
Example: (future) Commission decision determining that third country trading venue is
equivalent for the purpose of trading obligation for derivatives under MiFIR

A form of implementing act on purely technical matters

Example: Commission Implementing Regulation (EU) 2016/824 of 25 May 2016 laying down
implementing technical standards with regards to the content and format of the description of
the functioning of MTFs and OTFs
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Level 2 — Process for MIFID 2 / MIFIR

Delegated Act

Regulatory
Technical
Standards

Implementing
Act

Implementing
Technical
Standards

Technical advice
submitted by
ESMA to
Commission

Draft RTS
prepared by ESA,
submitted to
Commission

Commission
prepares drafts

ESMA prepares
drafts

Delegated
acts drafted
by
Commission

Commission
reviews and
adopts the
drafts

Input
provided by
European
Securities
Committee

Commission
reviews and
adopts

Scrutiny and
formal
approval by
EP and
Council

Scrutiny and
formal
approval by
EP and
Council
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Level 2 — Progress to date

Published:

31 Regulatory
Technical
Standards

Published:

3 Delegated
Acts

(2 Delegated
Regulations + 1
Delegated Directive)

Published:

1 Implementing
Technical
Standard

Pending:

3 RTS
(ancillary activity
exemption, position
limits, indirect
clearing)

Pending:

10 Implementing
Technical
Standards
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Level 3 — Guidelines and Q&As
¢ Developed by ESMA and

competent authorities (NCAS)

addressed to the national
* Non-binding, NCAs must “comply _ _

or explain” ° Practlcal gwdance on
implementation

e Example: Guidelines on

transaction reporting, order  Coherent and efficient
record keeping and clock supervisory practices
synchronisation e Harmonised

interpretation of key
regulatory issues

* Ongoing process — questions

submitted directly to ESMA or
via NCAs
e QOver 300 questions across all

MiFID 2/MiFIR issues received

to date
L
G

|

¢ First sets of Q&As published on
pre/post-trade transparency, Sl
regime and market structures
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The trading environment
of the future
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Trading obligation: shares and derivatives

Shares Derivatives
What? Shares admitted to trading on a regulated * What? Derivatives that are traded on a trading venue
market or traded on an MTF that are sufficiently liquid and declared subject to the
Where? trading obligation
— Regulated Market, MTF, SI * Where?
— Equivalent third country trading venue — Regulated Market, MTF, OTF
Who? — Equivalent third country trading venue
— Investment Firms * Who? Transactions between:

— An FC and another FC
— An FC and an NFC+

11 |

\ — An NFC+ and another NFC+

Trading obligation does not apply to trades that are: \ (and third country entities that would be subject to
— Non-systematic, ad hoc, irregular and infrequent; \ Slrlilig elaligailn I GErElr GHses)
— Carried out between eligible and / or professional \

counterparties and do not contribute to price \_

discovery; Il I I D B B D D B B B BN B B B e .
— In shares or equity instruments not admitted to _ o

trading on a regulated market or traded on an * Trading obligation does not apply to:

MTF; or — Non-equity instruments that have not been
— By non-Investment Firms (only) declared subject to the trading obligation
These parties / instruments can trade OTC — Any trade with an NFC- (including if it trades with

an FC or NFC+)

These parties / instruments can trade OTC or on an
SI
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Trading obligation: Mandated classes

Commission adopts RTS
designating class of derivatives
for clearing under EMIR

ESMA consults the public and

third country authorities

ESMA has 6 months to
recommend it for trading
obligation with effective
date, phasing in and
counterparties

Commission decides

BOTTOM UP

To determine whether there is sufficient liquidity:

e ESMA must consider these criteria:

12 |

Average frequency and size of trades
Number and type of active market participants
Average size of spreads

Anticipated impact on liquidity

Impact on commercial activities of non-financial end users

TOP DOWN

ESMA identifies class of
derivatives which should be
mandated for trading even though:

— there is no CCP that
clears them or

- they are not traded on a TV

ESMA notifies Commission
Public consultation

ESMA may call for
development for
proposals for trading

According to the final RTS, while ESMA will take into account whether
a derivative class is liquid for transparency purposes, they will not
automatically be deemed liquid for these purposes

ESMA is consulting on various issues including:

— Link between transparency and trading obligation
— How to deal with package transactions

— Phaseins

It also warns about moving trading into economically equivalent OTC

contracts A
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Trading venues: New concepts and boundaries

Regulated
Markets (RMs)

Non-discretionary
execution
Managed by market operator

Operating is not an investment
activity or service

Multilateral systems

“ A system in which multiple third
Multilateral party trading interests are able to
Trading interact in the
Facilities (MTFs) system”

Organised
Trading
Facilities (OTFs)

_ _ Discretionary
Non-discretionary execution

execution
Market operator or IF managed
Operating is an investment service
Few conduct of business rules apply

Market operator or IF managed
Operating is an investment service
Investor protection rules apply as well
as market facing obligations

A
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MTFs

MTF: "a multilateral system, operated by an investment firm or a market operator, which brings

together multiple third-party buying and selling interests in financial instruments — in the system
and in accordance with non-discretionary rules — in a way that results in a contract"

Multilateral system

Operator can't enter into every (any) trade on own
account, even as riskless principal — how far does this
extend?

Multiple third party interests can interact

Does every order need to interact with all other orders
or can there be some segmentation?

Non-discrimination

In the system

14 |

A set of rules - no need for a technical system for
matching orders

Includes systems where users can execute against
multiple quotes requested

Bring interests together under the rules, protocols or
operating procedures

Could some parts of the functionality fall outside the
system?

Brings together multiple interests

To be understood in broad sense

Includes orders, quotes and indications of interest
User ratification does not undermine this

What is a firm quote or an indication of interest?

In accordance with non-discretionary rules

* Rules leave the operator with no discretion as to how
interests may interact

* Limited development on this
» Users can have discretion

NORTON ROSE FULBRIGHT



OTFs

OTF: "a multilateral system... in which multiple third-party buying and selling interests in bonds,
structured finance products, emission allowances or derivatives are able to interact in the system in a

way that results in a contract in accordance with Title Il of MiFID [I"

Markets facing requirements
« Transparency
* Conflicts management

* Monitoring compliance with the rules and orderly
trading

* Market surveillance
» System resilience and tick sizes
« Position reporting

Other differences from MTFs

* Only for non-equities

* Must exercise discretion by deciding to place or retract
orders on the OTF and / or deciding not to match an

order with other available orders at a given point in
time

* Group cannot execute client orders against proprietary
capital save in non-liquid sovereign bonds but operator
can engage in matched principal trading save for
instruments other than mandatory traded derivatives
with the client’s consent

15 |

Client facing obligations

Clients’ best interests

Appropriate information requirements
Suitability and appropriateness

Best execution

Prompt and fair execution of orders
Publication of limit orders in shares

Questions without answers (yet)

Who might become an OTF?

Where is the line between brokerage and being an
OTF — OTFs may facilitate negotiation between clients

What will OTF rules look like?
How much discretion will clients accept?

Does fact you cannot order route to SIs and OTFs
matter?

NORTON ROSE FULBRIGHT



Systematic Internalisers

Definition:

“An investment firm which, on an organised, frequent, systematic and substantial basis deals on own account by executing
client orders outside a RM, MTF or OTF ”

Quantitative tests and opt in:

* Firms exceeding both thresholds are caught but others can opt into the regime

* Must notify competent authority

Frequent and

systematic basis
threshold (liquid
instruments) OR

Number of transactions executed by the
investment firm on own account OTC / total
number of transaction in the same financial
instrument in the EU

Equal to or more
than 0.4% and
daily

2.5% and at least
once a week

4% and at least
once a week

2.5% and at least
once a week

4% and at least
once a week

Frequent and Minimum trading frequency (average during Daily At least once a At least once a At least once a At least once a
systematic basis last 6 months) week week week week
threshold (illiquid
instruments) AND
Substantial basis Number of OTC trades by investment firm in 15% 25% 30% 25% 30%
threshold criteria 1 a financial instrument on own account when
OR executing client orders of equal to or larger

than in comparison to the number / nominal

amount traded in that financial instrument

and executed

This is on own account or on behalf of clients

executed on a trading venue or OTC
Substantial basis Number of OTC trades by investment firm in 0.4% 1% 2.25% 1% 2.25%

threshold criteria 2

a financial instrument on own account when
executing client orders/ total volume /
nominal amount in financial instrument
executed in the EU with or on a trading
venue or OTC

16 |
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Systematic Internalisers:
The future for equities broker crossing networks

« 3 choices for an equities broker crossing network?

— MTF: must be an MTF if operated on a multilateral basis
— Sl: must be an Sl if not multilateral and exceeds Sl thresholds

— Neither?: if multilateral but exercise discretion, i.e. OTF or if deal on own account but
below thresholds and don’t opt in to Sl regime — for use by exempt persons

* An Investment Firm that operates an internal matching system on a multilateral basis
should be authorised as an MTF

« Single dealer platform (where trading is always against one firm) v multi-dealer platform,
with multiple dealers interacting for same financial instrument

 How bilateral do SlIs need to be?

— Dealing on own account when executing client orders includes matching on a matched
principal basis but, Recital 19 of Delegated Regulation 25/4/2016 provide that firms
entering into matched principal transactions on a “regular and not occasional” basis
should not be considered Sis

— Does this mean that an Sl for non-equities (other than derivatives subject to mandatory
trading) could look very similar to an OTF?

« Sls may have more control over access to flow and fewer markets obligations (inc.
transparency) but quoting obligations are onerous except in relation to illiquids, where
waivers largely remove obligations to publish firm quotes (i.e. pre trade transparency
obligations)

17| NORTON ROSE FULBRIGHT



Systematic Internalisers:
What would this bond arrangement be?

e If firm can't satisfy

: : from its own stock it
Indlf’:atlve ) looks for other side of
prices o Firm streams trade

indicative prices to
a ClientB
Client B

market
agrees to
trade

Client A

Firm accepts order
and enters trades
with clients X and B

Client C

Client X

e Firm gives price

to client, which
places order

Could it be an SI? Could it be an OTF?

» Does firm deal on own account when * Is it multilateral? Is there interaction?
executing client orders? e [s it a multi-dealer platform?

e What if it enters both trades as matched * Isthere a system? Does it matter that firm is
principal? liaising between participants?

e [sit on an organised, frequent, systematic and » Do orders interact in a system in a way that
substantial basis? results in a contract?

* Are clients A, B and C really clients?

A
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Systematic Internalisers: Pre-trade transparency

Equity like instruments Non-equity like instruments

Make public quotes for On a regular and continuous basis during | « When prompted by client
liquid instruments normal trading hours * When agreed to provide a quote and, if
illiquid, on request from the client if they
agree to provide a quote

Quotes requirements Must achieve best execution and reflect prevailing market conditions

Update / withdraw Can update any time but can only withdraw in exceptional conditions. Article 14 Delegated
Regulation 18/5/2016 details when exceptional conditions are deemed to exist

Access to quotes Must make available to other clients but can have commercial policy on access provided
objective and non-discriminatory

Obligation Execute at quoted price in sizes up to Enter transactions under published conditions if
standard market size — minimum quote at or below size specific to instrument
size

Acceptable limits Number of trades with same client and Number of trades at any quote provided non-
total trades at same time provided non- discriminatory and transparent

discriminatory and transparent

Price improvement Same but carve out for professional Only in justified cases if it falls within public
clients where several securities in one range close to market conditions
trade

19| NORTON ROSE FULBRIGHT



Transparency regime: Dark pool trading?

Shares Derivatives that are mandated for

e Dark pools continue in theory but volume caps will tradlng and other Iqu|d I"IOI"I-eC]UItIES

make unlit trading unpredictable in practice for all

but block trades e Subject to transparency for first time

e Moving to another dark pool could result in a e Dark pools can exist if trading venues get waivers
market wide suspension e No volume cap

e Scope for trading elsewhere is limited by ;rading e If transparency drops, competent authorities can
obligation but could Sis be an alternative- suspend pre-trade transparency obligations for up

e Venues and firms will need to be ready to 3 months but extendable

to “light up” — will they be expected
to have arrangements in place?
Whenever

instruments are

executed on trading
venues

Other equity instruments Other derivatives and non-liquid

e Subject to transparency for first time and waivers financial instruments

e e Seemingly wide waiver from pre-trade
e Volume caps do not apply to negotiated transparency so this can remain dark
transactions in these instruments for which there is

no liquid market in certain cases e Competent authorities can withdraw waivers where

they think they are being abused

20| NORTON ROSE FULBRIGHT



Trading information
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Transparency regime: Equity instruments

22|

Make public bid and offer prices
and depth of trading interest

Extended to actionable indications
of interest

Competent authorities permitted
to grant waivers:

— reference price
— hegotiated transactions
— large in scale orders

— orders held in an order
management facility

ESMA will opine on use of
waivers before their use and has
powers to oppose them

Volume cap limit on use of
referential price and (for liquid
shares) negotiated transaction
waivers: 4% per trading venue
and 8% across all trading venues
of overall EU trading in instrument

Some amendments to Sl
regime including minimum 10%
quote size, two way quotes

and price improvement for
retail as well as professional
clients

Pre-trade

Post-trade

Trading venues

Equity instruments:

shares

depositary receipts
ETFs

certificates

similar financial
instruments

that are traded on a
trading venue

Investment firms

e Make public price, volume and

time of trades as close to real
time as possible: within 1 minute
of trade

Deferred publication for large in
scale transactions where
authorised by competent
authority: delays are shortened to
60 mins, 120 mins or EOD
depending on size of trade and
thresholds are increased —
minimum qualifying size and one
party must be an investment firm
dealing on own account but not
matched principal

New flags to identify trades
executed under waivers

Firms must make public trades
through an Approved
Publication Arrangement — Sl
or seller

Applies in respect of
instruments traded OTC

Same timings and deferrals as
for trading venues

Make public volume, price and
time of transaction

NORTON ROSE FULBRIGHT



Transparency regime: Non-equity instruments

Make public bid and offer prices and
depth of trading interest

Extended to actionable indications of
interest

Potential waivers for:

- large in scale orders: by reference
to class of financial instrument

- orders held in an order management
facility — minimum tradable quantity

- actionable indications of interest
above a specific size that would
expose liquidity providers to undue
risk: 50% of large in scale (RFQ and
voice only)

- derivatives not subject to clearing
obligation and other instruments for
which no liquid market: threshold
per class of financial instrument

- EFPs and package transactions

Competent authority can temporarily
suspend disclosure where liquidity falls

New Sl regime
Must provide quotes in liquid

instruments where asked by clients
and make available to other clients

Must trade if up to certain size and
subject to transparent limits

Price improvement permitted in

justified cases

Pre-trade

Post-trade

Trading venues

Non-equity instruments:

bonds

structured finance
products

emission allowances
derivatives

that are traded on a
trading venue

Investment firms

Make public volume, price and time of
transaction etc.: trade by trade or
aggregated

Potential deferred publication for:

- largein scale

- above a specific size

- llliquid

- EFPs and package transactions

for no more than 48 hours but can be
extended in some cases - information
other than volume or aggregated
details must be published during that
period

Competent authority can temporarily
suspend disclosure where liquidity
falls: total volume for last 30 days is
less than 20-40% average monthly
volume over last 12 months

Flags should be used to identify use
of deferral

Where transaction is concluded
outside a trading venue

Firms must make trades public
through an Approved Publication
Arrangement - Sl or seller

e Within 15 (5 from 2021) minutes
e Same timings, deferrals and

suspensions as for trading
venues

NORTON ROSE FULBRIGHT



Transaction reporting: Investment firms

Which trades? Investment firms that execute transactions in financial instruments:

» that are admitted to trading or traded on a trading venue or for which a request has been made
« where the underlying is a financial instrument traded on a trading venue

« where the underlying is an index or basket of financial instruments traded on a trading venue

Transactions and Transaction means conclusion of an acquisition or disposal subject to various exceptions listed in RTS 22
execution « Execute means:
- reception and transmission of orders in relation to one or more financial instruments;
- execution of orders on behalf of clients
- dealing on own account
- making an investment decision in accordance with a discretionary mandate given by a client
- transfer of financial instruments to or from accounts
« Acquisition means any purchase, entering into derivative, increase in notional amount
. Disposal means any sale, closing out of derivative, decrease in notional amount

Which « 65 fields (new fields include client ID, IDs of person or committee that make decision to trade and algo responsible for
information? decision and execution) — see ESMA Guidelines for explanations

« Legal entities to be identified by LEI codes, simplified concatenation for individuals

o Codes for algos and committees must be unique, consistent and persistent

« Various new designations — eg. transparency waivers, short sales

o Firms can report themselves or through an ARM or trading venue — they must take reasonable steps to ensure
compliance where they don’t report themselves and remain responsible
« Trading venues will report trades executed by firms not subject to reporting obligation

To whom and by . Home competent authority of firm, even where a branch executes the transaction

when? « Branch code to be included where it receives order or makes decision, has supervisory responsibility for person
responsible for decision or execution or transaction is executed on trading venue outside EU using branch membership

o As quickly as possible and no later than end of next working day

Link to EMIR? « Transactions reported to a trade repository under EMIR count provided:
- that trade repository is also an ARM

- the report contains all the required details

- trade repository transmits information to competent authority

241 NORTON ROSE FULBRIGHT



Transaction reporting: Transmission of orders

Option 2:
Receiver and Receiving Firm can report
Transmitter
(Transmitting Firm)

Order
Option 1: Order, Order Receiving Firm Transaction :
Client Transmitting Details and (cannotbea b Trading venue
Firm can Transmitting trading venue) or Counterparty
report itself Firm’s code A
Mandate Conditions for Option 2:

Receiving Firm must:

e be subject to transaction reporting
Discretionary e agree to report or transmit Order Details to

Manager another firm

(Transmitting Firm) e specify timing for provision of Order Details
and confirm that it will validate Order
Details before submitting report

e send report in own name but include Order
Details — both client and market sides

e state that report is for a transmitted order

A
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Trading obligation: FX derivatives

Options, futures, swaps, forward rate agreements and any other derivative contracts relating to
securities, currencies, interest rates or yields, or other derivative instruments, financial indices or financial
measures which may be settled physically or in cash

Two types of derivative contract are not covered:

A means of payment that: A spot contract:

(a) Must be settled physically otherwise than by A contract for the exchange of one currency
reason of a default or other termination against another, where delivery is to be made
event within the longer of:

(b) Is entered into by at least a person which is (a) 2 trading days in respect of any pair of major
not a financial counterparty under EMIR currencies

(c) Is entered into in order to facilitate payment (b) Where at least one is not a major currency, the
for goods, services or direct investment; and longer of 2 trading days or the period generally

(d) Is not traded on a trading venue accepted in the market as the standard delivery

period for that currency pair; or
(c) Where the main purpose is the sale or
purchase of a transferable security or a unit in

Why is this important?

o PIEMIELED M0 GUISENES 8 SENeESEner en a collective investment undertaking, the period
what is an FX derivative . .
- - generally accepted as standard delivery period
e What does means of payment really mean?
e What is physica| settlement? NDFS, OptIOI’lS and SwapS are never SpO'[ contracts

A
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Algorithmic trading and direct
electronic access

A
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Algorithmic trading

“Trading where a computer algorithm automatically determines ...
parameters of orders such as whether to initiate the order, the timing,

price or quantity ... or how to manage the order after submission, with
limited or no human intervention”

It does not include a system only used to:

e Decide which venue(s) to send an order to

e Process orders where there is no determination of parameters other than venue
e Confirm orders or process transactions post-trade

Delegated regulation:

e A system has no or limited human intervention where:

— Automated system makes decisions at any of the stages of initiating, generating,
routing or executing orders or quotes according to pre-determined parameters

— Includes both automatic generation of orders and optimisation of order execution

— Includes smart order routers (which use algorithms to optimise order execution
where they determine parameters other than just venue) but not automated order
routers (that determine venue but don’t change any other parameters of order)

— Algorithmic trading and DEA are not mutually exclusive

A
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Algorithmic trading: Market making strategy

“An investment firm that engages in algorithmic trading shall be considered to be pursuing a
market making strategy when, as a member or participant of one or more trading venues, its
strategy when dealing on own account, involves posting firm, simultaneous two-way quotes

of comparable size and at competitive prices relating to one or more financial instruments on
a single trading venue or across different trading venues, with the result of providing liquidity
on aregular and frequent basis to the overall market”

RTS 8

e Market making strategy is a strategy where, during half of the trading days over a one month period, the
firm:

— Posts firm, simultaneous two-way quotes of comparable size and competitive prices

— Deals on their own account in at least one financial instrument on one trading venue for at least 50% of the daily
trading hours of continuous trading at the respective trading venue, excluding opening and closing auction

e Firm — orders and quotes that under the rules of a trading venue can be matched against an opposite
order or quote

e Simultaneous, two-way — posted in such a way that both the bid and the ask-price are present in the
order book at the same time

e Comparable — size of each quote does not diverge by more than 50% from each other

e Competitive — posted at or within the maximum bid-ask range set by the trading venue and imposed on
investment firms that have signed a market making agreement

A
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Algorithmic trading: HFT

High frequency algorithmic trading A high message intraday rate consists of
technique (HFT) the submission on average of:

e Atleast 2 messages per second for any single
financial instrument

e At least 4 messages per second for all financial
instruments traded on a trading venue

Delegated regulation:
e Only liquid instruments
e Include market making activity

e |Infrastructure that is intended to minimise
latencies, including at least one of:

— Co-location
— Proximity hosting; or
— High-speed direct electronic access

e System determination of order initiation,
generating, routing or execution without

human intervention for individual trades or e Only proprietary orders and orders structured to
constitute orders, quotes or cancellations e Trading venues must make available monthly

estimates of the average messages per second
taking into account the preceding 12 months

e Keep accurate and time sequenced records of e Engaging in HFT_ on one tra_ldlng venue or
orders, cancellations, executions and quotes through one trading desk triggers requirements

Why is this important?

e Cannot rely on exemptions so will need to be
authorised

A
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Direct electronic access

“An arrangement where a member or participant or a client of a trading venue permits a
person to use its trading code so the person can electronically transmit orders relating to a
financial instrument directly to the trading venue and includes arrangements which involve

the use by a person of the infrastructure of the member or participant or client, or any
connecting system provided by the member or participant or client, to transmit the orders
(direct market access) and arrangements where such infrastructure is not used by a person
(sponsored access)”

Delegated regulation

e Ciritical test is ability to exercise discretion regarding exact fraction of second of order entry and lifetime
of orders within that timeframe

e Not where it takes place through optimisation of order execution processes that determine the
parameters of the order other than the venue, unless these arrangements are embedded into the
clients’ systems and not into those of the member

Why is this important?
e Firms using DEA cannot rely on own account dealing exemption
e Additional due diligence obligations

e Does this provide easy avoidance mechanisms?

e Is electronic brokerage DEA?

A
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DEA: The chain

Regulatory status

32|

Authorised as RM or
investment firm operating
MTF or OTF

Trading Venue
RM, MTF or OTF

Must be authorised credit
institution or investment
firm Member
Must be a member/ DEA Provider
participant/ client of
trading venue

Must notify own
competent authority and
that of trading venue —
they may require
information on systems
and controls

Client
DEA User

Cannot be exempt by Art
2(1)(d) MiFID 11 but other
exemptions may possibly
apply e.g. Art 2(2)(j)

DEA Provider would have
to take into account
regulatory status of DEA
User

Underlying Client

DEA User?

Main responsibilities

Only allow member/ participant/ client to provide DEA if:
— They are authorised credit institution or investment firm

— They retain responsibility for orders and trades in
relation to MiFID II

Ensure clients using DEA comply with the requirements of
MiFID Il and rules of trading venue

Must have an agreement with trading venue setting out
rights and obligations but DEA Provider must retain
responsibility under MiFID I

DEA Provider retains responsibility for orders submitted
and trades executed through the use of its DEA systems
or trading codes

Monitoring and reporting to competent authority — breach
of MIiFID Il or trading venue rules, disorderly trading,
market abuse

Systems — to ensure suitability of clients, risk controls,
thresholds

Controls in relation to sponsored access to be at least
equivalent to direct market access

Record keeping — to enable competent authority to
monitor compliance
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Investor protection: hot topics
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Overview

Where are we at?

@

Level 1:

e Finalised - takes effect from 3 Jan 2017

Level 2:

¢ Final Delegated Directive (CASS, product
governance and inducements)

¢ Final Delegated Regulation (other topics)

Level 3

e Guidelines on complex debt instruments and
structured deposits (4 February 2016)

e Guidelines on cross-selling (22 December 2015)

e Guidelines for assessing knowledge and
competence (22 March 2016)

e Consultation on management body for market
operators (5 October 2016)

e Consultation on product governance requirements
(5 October 2016)

* Q&As on MIFID and MIFIR investor protection
topics (10 October 2016)

34 |

Overview of changes

%
Significant number of
micro changes being made

to the existing investor
protection regime

Small number of macro changes being
introduced to the existing investor protection
regime

Together they SNOWBALL into significant
regulatory reform in the way firms conduct
their business

The devil is in the detail!

Level 2 significantly alters the Level 1
landscape

Material impact on all firms
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Client categorisation

Professional clients and eligible counterparties

Opted up
Professional

Per Se ECPs Opted Up Per Se

e Municipalities and

35 |

local authorities can
no longer be per se
ECPs

ECPs Professional

Removed ability for
opted up professional
clients to become
opted up ECPs

Specific procedure
for the opting up
process

Includes warning to
ECPs that they are
losing protection

ECP to provide
written confirmation
that they are
requesting ECP
status either
generally or for
specific service

Acknowledgment that
ECPs are aware of
conseguences

Municipalities and
local authorities can
no longer be per se
professionals

A public body can
only be treated as per
se professional client
if managing public
debt at a national or
regional level

NORTON ROSE FULBRIGHT

Municipalities and
local authorities can
be opted up to be
professional clients

Competent authorities
can introduce
qualitative or
guantitative measures
for this assessment



Communications

To:

Retail or Professional Clients

Delegated Regulation states that all
communications to professional clients now the
same as for retail clients (save for one rule
which is retail only) — this contradicts the
recitals and ESMA's technical advice. To be
confirmed if this will be amended.

New requirements:

Same language to be consistently used
across information. ‘Language’ refers to
language of a Member State

Must be a fair and prominent indication of
risks (where benefits also referenced) with
equal font size

Information to be kept up-to-date

Requirements when mentioning future
performance
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Eligible Counterparties

* Must communicate in a way that is ‘fair,
clear and not misleading’

» Firms have flexibility about how to comply

with the fair, clear and not misleading test
for ECPs

A
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Product governance / distribution

Completely new regime (level 1)

37|

Introduction of product approval

process (with associated policies and

procedures) overseen by senior
management

Identify target market for product
and tailor products to that market

Ensure distribution strategy is
consistent with target market

Periodic review of product, target
market and distribution channels

New requirements on distributors /
sales intermediaries to understand
product, target market, features and
risks

Information flow through distribution
chain

Moderate extension (Level 2)

Regime extended to apply to services (not just products)

Proportionality applies

Two sets of policy proposals:

— product manufacturers

— distributors (someone who offers and/or recommends products to clients)
Introduction of specific oversight, control and governance obligations on firms
Final distributor in the chain has the obligation to comply with the requirements
Intermediate distributors also have certain obligations

consider threat to orderly functioning / stability of market when developing
products

only one target market assessment required

additional steps prescribed which manufacturers might take when an event occurs
which affects the potential risk / return of the product

products manufactured by non-MiFID entities not exempt

compliance oversight needed

Firms that create, issue, design products are themselves manufacturers
Pure manufacturers to assess target market on ‘theoretical basis’
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Product governance / distribution
ESMA Consultation Paper (2016/1436)

Six categories to consider ESMA'’s guidance

at least to MiFID client categorisation; may also specify additional descriptions, e.g. ‘private wealth

Type of clients to whom the clients’ or ‘sophisticated clients’, but must specify criteria to be met by clients in each case.

product is targeted

manufacturers should specify the knowledge clients are expected to have about the product type,
product features and/or knowledge in related areas. Manufacturers must also specify the extent of
practical experience target clients are expected to have (e.g. in terms of time period of activity in
financial markets, or with relevant product type). The requirements are inter-related; clients with no
experience but extensive knowledge may be a valid target client.

Knowledge and experience

Financial situation manufacturers should specify the amount of losses target clients should be able and willing to afford.

manufacturers should specify the general risk attitude of target clients, as well as setting out criteria by
Risk tolerance and compatibility which firms should assess target clients to determine risk tolerance. Risk indicator required by PRIIPS
of product risk/reward profile Regulation to be used where applicable to fulfil this requirement.

i.e. wider financial goals, or overall strategy adopted when investing, e.g. ‘liquidity supply’, ‘retirement
Client’s objectives provision’ or investment horizon.

these may vary from specific to generic, as relevant (e.g. age, country of tax residence, and special
Client’s needs product features such as ‘currency protection’ or ‘green investment’ as relevant).

» Closes 5 January 2017
* Final report will be published in Q1/Q2 2017
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Product governance / distribution

ESMA Consultation Paper (2016/1436)

Guidelines on product governance requirements: guidelines for distributors —

key themes

Timing and relationship
of target market
assessment by distributor
with other product
governance
processes

Relation between
product governance
requirements And the
assessment of suitability
or appropriateness
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Review by manufacturer
and distributor to assess
whether products and
services are reaching
the target market

Identification of target
market: differentiation on
the basis of investment
service provided

Distribution strategy of
distributor: taking account
of manufacturer’s
distribution strategy

Identification of target
market: differentiation on
the basis of the nature
of the product distributed

Identification of “negative”
target market, and sales
outside the positive
target market

A
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Suitability

Suitability e Where products are packaged or bundled, the overall package must be suitable
assessment

e Responsibility for carrying out assessment lies with firms

e If switching, benefits must outweigh costs

e Maintain adequate and up-to-date information in an ongoing relationship
e Firms need to ensure the information they obtain from clients reliable

e Firms need to satisfy themselves that they have obtained sufficient information from a client to determine that the
recommendation will not only meet the investment objectives of the client but also their risk tolerance

e Need to consider whether alternative financial instruments are more suitable

e Suitability assessments apply to simplified advice models (e.g. through automated systems) but not where a firm
executes orders or transmits orders to another firm to execute where there has been pre-agreed signals

e Firms should not recommend instruments where they are not suitable, regardless of whether this is derived from a firm
having limited access to instruments or not

e Firms providing periodic suitability assessments must provide these at least annually, with the frequency of the
assessment being increased depending on the risk profile of the client and the types of financial instruments
recommended

e Firms need to satisfy themselves that they have obtained sufficient information from a client to determine that the
recommendation will meet the investments objectives and risk tolerance of the client

Suitability reports e New requirement that firms must provide retail clients with a suitability report specifying how the advice meets the
client’s preferences, objectives and other characteristics

e Contents of reports not prescribed
e Must be personalised
e |dentify if periodic review needed (i.e. in an ongoing service) — policies and procedures needed on this item

Policies and « Policies and procedures needed so firms understand the products being recommended taking into account whether

procedures other equivalent products could be better.

« The policies and procedures must include their understanding of investment services (not just products) offered to clients
and also consider whether an equivalent investment service could be better.
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Suitability: Level 3

ESMA Q&A on MIFID II: Section 2

Q1 and Q5: Does the suitability report only have to be
provided if the investment advice leads to a transaction?

Q6: What is the obligation when a client wishes to
proceed to invest in an unsuitable instrument?

No.

A report must be provided to a retail client when that client has
been provided with advice regardless of whether a transaction
occurs or not.

This includes where the advice is not to buy or sell an investment.

Although MIFID Il refers to ‘before the transaction is made’ this is
when the report has to be made, but does not mean that the
advice has to be followed by a transaction.

Q3: Can reports be made available through a website?

41 |

Yes.

However, provided the website is a durable medium which means:
* Where it is included in the secured area of the firm’s website

» The website is specifically dedicated to that client

» The client receives a notification (via email or another means
of communication) of the availability of the document

e The choice of this medium is consistent with MiFID II
requirements (i.e. website conditions).

* These are called ‘insistent clients’

e Must clearly inform the client of the fact that the course of action
that he/she wishes to undertake is not suitable for him/her

AND

e aclear explanation of the potential risks he would incur by doing
so

e Firms need to have procedures to ensure they know when an
investment was originated at client or firm’s initiative

Q2: Should the report include the date when the advice
was given?
* Yes.

e The date and time of the day when the advice was given should
be included.

* Also the date and time when the report is given
ESMA recommends a ‘time stamp’ on reports.
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Appropriateness and non-advised sales

e List of non-complex products narrowed. e Change to test for non-complex products:

e The following are included as automatically (1) clause / condition / trigger that
deemed to be complex: fundamentally alters the nature or risk of the
_ AIFs investment or pay out profile
_ Units in a structured UCITS (2) explicit or implicit exit charges with the effect

of making the investment illiquid

e Products not falling within the above test are
considered to be complex

e New record keeping requirements in relation to

— Shares embedding a derivative;
— Debt/money market instruments
— Structured deposits

— any products with a structure that makes it the assessment of appropriateness (where
difficult for clients to understand risks of appropriate, not appropriate, insufficient
return or the cost of exiting the product information, etc.)
e Instruments which are not ‘expressly e Appropriateness always required where credit is
specified’ in the non-complex list can go provided

through the additional assessment criteria e Appropriateness required on an overall bundled

package

ESMA'’s Final Report: Guidelines on complex debt

instruments and structured deposits
(ESMA/2015/1783)

A
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Best execution
Requirement Detail

" Pl andprocedures Before Executing oA T A

— customised, tailored, order execution policies
— separate summary for retail clients

e ‘All sufficient steps’ to be
taken to obtain best During Execution
execution

No clarity on what this means

New requirement to provide information on how execution
/ other factors are considered as part of ‘all sufficient
steps’

* must consider characteristics of client order (including
client orders involving securities financing transactions)
and characteristics of execution venue to be used

. : . ! : )
SIMAETEE A7) pulsiie): (includes various types of venues — non-exhaustive)

top five execution venues
by trading volume for

& &
< <
[} [ ]

_each class of financial After Execution e Publish annually

Instrument  Publish top 5 venues / entities within one month from year
e [nformation on the quality end

of execution obtained e Extended to RTOs / firms placing orders with third parties

for execution

e Trading venues and systematic internalisers to publish
annually information on quality of execution

. ¢ Notify material changes to the policy » Best execution to be demonstrated to
At any time in an ongoing relationship NCAs on request

NORTON ROSE FULBRIGHT
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Best execution: Level 3

What is the difference between existing requirement of ‘reasonable steps’ and the

Question 1 new requirement of ‘all sufficient steps’?

e Sets a ‘higher bar for compliance than ‘reasonable’ steps

All sufficient steps

e Firms have to ensure the intended outcomes can be successfully achieved on an
ongoing basis

e Likelyto involve:
e strengthening of front-office accountability
e strengthening of systems and controls re: detection capabilities of potential

deficiencies
“Should not be interpreted to e monitoring of not only the execution quality obtained but also the quality and
mean that a firm must obtain appropriateness of execution arrangements and policies on an ex-ante and
the best possible results for its ex-post basis to identify circumstances under which changes may be
clients on every single appropriate
occasion.” e processes might involve some combination of front office and compliance

monitoring and could use systems that rely on random sampling or
exception reporting

e channels in place to ensure that the results of ongoing executive monitoring
are escalated to senior management and/or relevant committees and fed
back into the execution policies and arrangements to drive improvements
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Conflicts of interest
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Policies and Procedures

Review conflicts policies — at least annually

If having to disclose frequently, presumption that
conflicts policy is deficient

Procedures are required to address both how
conflicts are managed and prevented

Any risk of damage to the interests of one or more
clients' needs to be considered (regardless of its
materiality)

Managing techniques
The same independence and operational separation requirements which apply to 3):

investment research now also apply to ‘recommendations’ (a broader category

than ‘investment research’)

Requirement for physical separation of analysts producing investment research

Disclosure

e Limitations on use of disclosure — disclosure is to be
used as a ‘last resort’

* Prescribed content of disclosure — tailored and new
warning to be included in disclosures

Additional material (Level

ESMA’s Final Report:
Guidelines on cross-
selling practices —

If physical separation is disproportionate, need alternative information barriers Guideline 9

(potentially extremely broad)

Senior managers are to receive frequent reports (at least annually) on conflicts

recorded in the conflicts log

Guideline 9: Firms that distribute tied or bundled packages to ensure suitable
remuneration models and sales incentives encouraging responsible business
conduct, fair treatment of clients and avoidance of conflicts of interest for staff
selling packages are in place and are monitored by senior management - 3

illustrations provided
Detail on managing when underwriting and placing

ESMA Q&A on MIFID II:
Section 6

NORTON ROSE FULBRIGHT



Inducements

If firm pays or is paid any fee or commission or provides or is provided with any

Why is this relevant?

non-monetary benefit to or by any person other than the client or someone

acting on its behalf

Considerable detail at
level 2

Must be designed to
enhance
quality of service to
client, which is met
when all of the
following are
satisfied:

Satisfied by the
provision of an
additional or higher

level service
to the client,
proportional to level
of inducements
received

Does not directly
benefit firm, its
shareholders or
employees without
tangible benefit to
client

If it is an ongoing
inducement there
must be an ongoing
benefit to client
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Must not impair
compliance with
firm’s duty to act in
honestly, fairly and
professionally in
accordance with
client’s best interest

Custody costs,
settlement and
exchange fees,
regulatory or legal
fees are exempt

Existence, nature and
amount of payment
must be clearly

* Qualitative v quantitative
evidence of
enhancement of quality

disclosed  How will firms
demonstrate it?

Before provision of
service,
disclose information —
minor non-monetary
benefits can be
described generically

If firm only disclosed
method of calculating
before service,

provide information
on exact amount

At least annually,
inform clients
individually of actual
amount
received or paid
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Inducements: independent advisors and fund

managers

* Cannot accept and keep any third party * Return to clients fees, commissions and

payments other than acceptable minor non-
monetary benefits

* Must be reasonable and proportionate and and transferred
of a scale that is unlikely to influence firm’s

behaviour to detriment of client’s interests
» Must disclose before providing service

Acceptable minor non-monetary benefits:

(@) Information or documentation relating to products or services which
IS generic in nature or personalised

(b) Issuer commissioned/paid third party new issuance material
provided relationship disclosed and made available at the same
time to other investment firms or general public

(c) Participation in conferences, seminars and other training events
(d) Hospitality of a reasonable de minimis value

(e) Other minor non-monetary benefits which a Member State deems
capable of enhancing the quality of service and are of a scale and
nature that are unlikely to impair compliance with duty to act in
client’s best interest

monetary benefits ASAP after receipt
» Policy to ensure that amounts are allocated

* Inform clients through periodic statements

Why is this relevant?

Full price unbundling
mandated

\[e} reference to
exec_utlon-related
services

Where does this leave
current permissible
services?

How will the FCA
exercise its power?

A
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Inducements — research payment account

Provision of research is not an inducement if firm pays through:

Own resources

OR

Research payment account provided:

e The account is funded by a specific research charge to client

e Set and regularly assess a research budget

e Firm is responsible for research payment account

e Firm regularly assesses quality of research against robust quality criteria set out in a policy

e Firms assesses its ability to contribute to better investment decisions

e Before providing service, tell clients of budgeted amount and charge and agree research charge and
frequency in terms and conditions

e Provide annual information on total costs incurred by client for research

e If required by client or competent authority, provide further information

e All operational arrangements must identify research charge separately

e Tell clients about any increase in advance

e Any surplus at end of period must be rebated or offset against research budget for following period

e Allocation of budget is subject to appropriate controls and senior management oversight

*  Cannot use to fund internal research

e Firm providing execution services must identify separate charges that only identify execution costs

Why is this relevant?
Where does it leave the CSA model?
How do you make a research payment account work?

Client money account implications
Shutting off nil value service agreement

A
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Inducements: Level 3
ESMA Q&A on MIiFID Il and MiFIR — Section 7

When using a research payment account can the research budget be set for more than one
client’s portfolio when:

Questlon » determining the specific research charge to a client; and

» establishing the need for third party research?

Yes. Can set budget at a desk or investment strategy level PROVIDED:

» Clients’ portfolios must have sufficiently similar mandates and investment objectives (such
that investment decisions relating to those portfolios are informed by the same research
inputs)

» Firms can clearly evidence and demonstrate their approach

» Using the budget in this manner must be in the best interests of clients

» Firms must describe their approach in a written research policy

« still need to identify a specific research charge for individual clients to fund the research
payment account, even where a budget is set for several portfolios

» Allocation of costs must be fair and transparent (e.g. pro-rata allocation of the cost)

» Cannot set a budget for a group of portfolios/accounts that do not share sufficiently similar
investment objectives and research needs i.e. portfolios have material differences in the
types of financial instruments and/or geographic regions or market sectors they invest in

Firms can also set a firm-level research budget to help control overall costs, but this does not
replace the need to set budgets for discrete groups of client portfolios/accounts
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Information to clients

e Must provide information on investment advice
e Detailed requirements to explain scope and features of advice

e Applies to professional clients as well

« Must provide Information on financial instruments — e.g. Warnings,
Risks

« Information to be tailored for the target market

» Information on how the instrument operates in negative market
conditions

Financial * Where the ris!<s are being disclosed that as well as exp_lair!ing -

leverage and its effects, firms are also required to explain risks with

insolvency of issuer or related events such as bail-in

Instruments

» Also applies to professional clients, in ongoing advisory
relationships and custody relationships and scope expanded

. significantly
Client * Nodistance communicating exemption to providing terms of
Agreement business before providing a service

A
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Information to clients

e Must provide information on costs / charges of services, advice, product and
how to pay the costs and charges

e Must disclose inducements

e Costs and charges must be aggregated so client understands the overall cost
and cumulative effect on return (with itemised breakdown on request) and
Charges firms are to provide their clients with an illustration of the cumulative effect of

costs on return when providing investments (both pre and post-sale)

Costs and

e Delegated Regulation has not adopted ESMA's advice that firms should be
allowed to provide clients with separate figures comprising the aggregated initial
costs and charges, the aggregated ongoing costs and charges and the
aggregated exit costs.

e Must be provided ex-ante (“in good time”) and ex-poste (annually post-sale)

e Disclosure is needed to all clients (including ECPs) but professional clients and
ECPs can agree to receive more limited information but not:

e For portfolio management
e Where there is an embedded derivative
e (for ECPs) not where a product will be on-sold

e Level 2 includes prescriptive examples
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Information to clients: Level 3

ESMA Final Report: Guidelines on cross-selling practices (ESMA/2015/1861)

Guideline 1 Full disclosure of price and cost information

Guidelines 2, 3 and 4 Prominent display and timely communication of price and cost information

Guideline 5 Full disclosure of key information on non-price features and risks, where relevant

Guideline 6 Prominent display and timely communication of key information on non-price features and risks, where relevant

Guideline 7 Prominent display and communication of ‘optionality of purchase’

A
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Reporting to clients

What's new?
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To Retail

Portfolio Management Reports:

minimum quarterly intervals

further report where portfolio
depreciates by (multiples of)
10%

no report where client accesses
online system / ‘durable
medium’

Client Asset Reports:

minimum quarterly intervals

statements to identify protected
assets, assets subject to liens,
market / estimated value of
assets (on a ‘best efforts’ bases)
and indicate “a lack of a market
priceis likely to be indicative
of a lack of liquidity”

no report where client accesses
online system / ‘durable
medium’

provide ad hoc reports on
request (can charge for ad hoc
reports)

To Professional

e Trade Confirmations

e Must provide trade confirmations at

T+1

e Must have same content as for retail

confirmations

e Portfolio Management Reports: Do

not apply to professional clients

* Reporting obligations apply to all
clients including ECPs

. However, ECPs are able to agree
different standards for content and
timing of reports
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Complaints handling

54

Member States
required to notify
ESMA of their out-of-
court complaints and
redress procedures
implemented in that
jurisdiction - ESMA will
keep alist on its
website

New complaints
handling
guidelines to
mirror those
introduced for
banking /
securities sector

Not to
charge for
making
complaints

New complaints
management
policy and new
complaints
management
function

Policies must be
effective and
transparent

Applies to retalil
and professional
clients and
potential clients

Regulatory
reporting to
NCAs

Respond to complaints
without any
unnecessary delay /
must be handled

promptly

Final response explain
options and ADR
service

No clarity on what
amounts to a
‘complaint’: “A
statement of
dissatisfaction

addressed to a firm by
a client or potential
client relating to the
provision of
investment services”

Records to be kept
of complaints
received and

measures for their

resolution

Compliance
function to analyse
complaints data

A
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Product intervention

Powers to ESMA /
EBA / EIOPA to

temporarily ban
products

Max of 3 months, can be
renewed, on EU wide basis or in
particular Member State

Powers to EIOPA are contained
in PRIIPs

55

Power for national
regulators to ban
products

Prescriptive factors that

national regulators need to

consider before exercising
powers

Pursuant to a recent EJ court
case:

ESMA advises Commission to
consider whether list of criteria
should be exhaustive when it
applies to ESMA/EBA exercising
powers. It is non-exhaustive
when Member State NCAs use
their powers

A
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Client assets
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Significant changes

e Asingle officer with sufficient skill and authority

to be responsible for compliance with client asset

protection obligations — firms to decide whether they

can also perform other roles

Ban on custody liens, security interests and rights
of set-off that enable a party to dispose of client
assets to recover debts not related to the client,
save when required in a specific jurisdiction;
disclosure to clients and warnings of the risks;
associated record-keeping obligations

Make information available to NCAs / insolvency
practitioners and resolution authorities

Firms to consider diversification when holding
client monies with third parties but no specific limit;
and 20% limit on intra-group deposits subject to
proportionality

Clients to give explicit consent to placement of
funds in money market deposits

Measures to prevent unauthorised use of
client assets including agreement on actions
to take in event of insufficient settlement
assets, monitoring client’s ability to settle and
of settlement failures

Ensure continued appropriateness and
amount of collateral for borrowed assets

Ban on use of TTCAs for retail clients; need
to demonstrate appropriateness of TTCAs
for other clients taking account of extent of
each client’s assets versus obligation to firm;
disclosure of risks

Only deposit assets in a jurisdiction where
safekeeping is regulated with a third party
that is regulated unless certain conditions are
met
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Recording of communications

Recordkeeping:

Records to be kept for five
years, or seven years for
regulator requests

Records to include list of
personnel approved to have
devices; from time record
created

Coverage:

Extends to recording face-to-
face conversations with clients

Includes conversations/
communications about
transactions that were not

ultimately concluded

Face to face meeting record need
not be in minuted form, but
durable medium, and content
WEELGED

57

Policy

Implement policy on recording telephone
conversations and electronic communications
and effective procedures to ensure recordings
kept / technology neutral.

Customers must be notified in advance that
calls recorded and will be kept for min. 5
years. This requirement relates to calls that

result or may result in a transaction and all
firms in transaction chain to record calls

ESMA clarified that investment advice may be
covered by recording obligations

Existing Level 3
option to record
telephone
conversations and
electronic
communications
brought into Level 1
text - now mandatory

Governance:

Senior management
oversight; educate and
train employees;
ongoing monitoring of
compliance

Proportionality applied
for monitoring calls

Storage:

Durable medium;
unaltered reproduction;
accessible and readily

available

A
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Recording of communications: Level 3

Q1: Which
communications re:
handling of orders and
transactions need to be
recorded?

Q2: Can firms charge
their clients to access

recordings?

Q3: How does
proportionality work with

monitoring records?

Q4: What are the
expectations by
competent authorities on
the retention of records

for 7 years?
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Expectation that firms will record all internal telephone calls or electronic communications regarding the handling
of orders and transactions

No expectation that persons carrying on back-office functions will be captured by the requirements

Records of any internal face-to-face conversations that relate to the receipt/transmission of orders, execution of
orders and dealing on own account are caught by the general record-keeping requirements.

This is at the discretion of the firm

There is no prohibition

However, overall responsibility to comply with national laws on whether it is permissible to charge clients to
access recordings

Means appropriate to the nature, size and complexity of a firm’'s business

Consider likelihood of misconduct re: market manipulation or not acting in clients’ best interests

Non-exhaustive list of criteria to take into account: (i) volume and frequency of dealing on own account; (ii)
volume, frequency and characteristics of client orders; (iii) characteristics of clients; (iv) financial instruments and
services offered; (v) market conditions

The results of monitoring should also inform the frequency and scope

Monitoring should be conducted regulatory and ad hoc and taking into account emerging risks

If a competent authority has not made a request to a firm to put aside recordings within 5 years (beginning of the
retention period), a firm does not have to keep those recordings for longer than five years

If a competent authority does request them, they should be retained until the competent authority needs them or
they indicate that the recordings are no longer of interest.

If a firm is unclear, it should contact the competent authority for confirmation

A
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Recording of communications: Level 3

Includes (amongst others) video conferencing, fax, email, Bloomberg mail, SMS, business to business devices,
chat, instant messaging and mobile device applications

Conversations / communications with a client / person acting on behalf of a client

Relates to an agreement by the firm to carry out one of the covered activities whether as principal or agent, or to
reach an agreement to carry out one of the covered activities, even if does not conclude an agreement (including
prices, solicitations, bids, offers, indications of interest and requests for quotes)

Such as transmitting an order to a broker or placing an order with an entity for execution, conversations or
communications relating to the handling of the order (including solicitations and acceptance of transactions)

Q5 and Q11: What types
of communications are
covered?

Q6: Can the monitoring No separate department is required by MiFID I

function be done by However, monitoring is an essential piece of the overall compliance and monitoring system a firm has to
compliance or does it

implement through governance arrangements
need to be a separate P ang d

department?

Q7: Is the recording
obligation a critical or
important function for

outsourcing rules?

Taping will be considered to be a critical or important operational function

Q8: Does the recording Yes — firms need to record the entirety of telephone conversations and electronic communications
need to be from start to This is because it is impossible to appreciate upfront whether the conversation will lead to the conclusion of a
end? transaction

Q9: Does giving clients
access to the recording Yes. The obligation extends to internal conversations and communications between employees and contractors of
include a firm’s internal the firm which relate to the provision of the order.

communications?

A
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Record keeping generally

e Records should allow NCAs to fulfil their
supervisory tasks under other EU
measures, such as the Market Abuse
Directive and Regulation

e Records should also be able to be used to
demonstrate compliance with rules on
market integrity

e Member States can gold plate

ESMA Q&A on MiFID Il — Section 4

How should firms prepare copies of records that
have been encrypted?

e Expectation that firms will have the organisational
and administrative capabilities to convert any
encrypted data to an unencrypted format

Expectation that firms will deliver or make
available copies of records in an unencrypted and
easily analysable format OR provide the means to
unencrypt the data
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e For harmonisation, the records that need to be
kept have been specified

e Codifies CESR’s previous Level 3
recommendations from 2007

e Listis non-exhaustive and their content has

been prescribed

e All policies maintained under MiFID II, MiFIR,
MAD and MAR must be kept in writing

e Applies to client orders, decisions to deal,
transactions, dealing on own account, order
processing

e Applies even if no transaction results

e Record-keeping requirements apply regardless
of technology used to keep the record

e Only applies to records from 3 Jan 2017

e The requirement to keep records for at least 5
years (as is currently in MiFID I, Level 2 text) is
not contained the MiFID Il Regulation. There is
only a requirement to keep the record which sets
out the respective rights and obligations of the
firm and the client for at least the duration of the
client relationship (it is assumed that this is an
error on the part of the Commission and will be
corrected)
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R e m u n e ra‘tl O n Applies to “relevant persons”
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Which are “any person
that has an impact Remuneration’ includes
on the services provided non-financial remuneration
by the firm or on its which includes:
corporate behaviour all “ - in-kind benefits
- career progression

ew remuneration policies
Required
Policy to be defined,
approved, overseen by
senior management

Staff must not be
emunera}ted, incentivised Sits alongside
or their perfprmance CRD IV / AIEMD etc
assessed in a way
that conflicts with their
duty to act in the
best interests
of their clients

Balance between fixed
Criteria for designing and variable remuneration
remuneration policies which must fully
Using Level 3 Guidelines take account of
from 2013 appropriate criteria
i.e. qualitative criteria
(not commercial)

Management bodies to
seek involvement
from compliance function
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The third country provisions

A
NORTON ROSE FULBRIGHT



The MIFID Il / MIFIR third country regime

Article 39 MIFID Il sets out certain
conditions for a Member State’s
authorisation of a branch, which apply
where a Member State chooses to require
third country firms to establish a local

branch in order to provide investment
services or perform investment activities
with or without any ancillary services to
retail and/or elective professional clients
in its territory
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Article 46(1) MiFIR sets out a
requirement for certain third country
firms to register with ESMA.. Subject to
an equivalence assessment being
undertaken by the Commission, Article
46(1) MIFIR provides that a third
country firm may provide investment
services or perform investment
activities with or without any ancillary
services to ECPs and per se
professional clients established in the
EU without the establishment of a
branch where it is registered in the
register of third country firms kept by
ESMA

A
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Third countries: Access to the EU

Professional and
Eligible Counterparties

ESMA Authorised National
Register branch regime
* No branch  Harmonises ¢ Maintains
: rules across current
Equ!valer'lce the EU position
7 REEploE * Inter- * Rules likely
¢ Submit to regulator to differ
jurisdiction MOU across EU
* Passport * Passport * No passport

Member States must permit use of the ESMA
Register unless no positive equivalence
decision is in effect
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Retail and Opt Up
Professional

Authorised National
branch regime

« Harmonises * Maintains
rules across current
the EU position

* Inter-regulator @ ¢ Rules likely to
MOU differ across

EU

* No passport
* No passport

Member States can elect to use
either MiFID authorised branch
or a national regime
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Third countries: Recognition and equivalence

Equivalence decisions will be key:

Required for:

Conditions:

e Third country firms to use the ESMA
Register for business with per se
professionals clients and ECPs only
(automatic passport)

e Authorised branches of third country firms
to use the passport (applies to per se
professional clients and ECPs only)

e Third country trading venues to be used to
meet the on platform trading obligation

e Third country CCPs recognition, to allow
third country CCPs to clear for EU trading

venues oOr clearing members

Reciprocity:

Determinations of equivalence all require
that the third country has an equivalent
system for recognising foreign firms /
trading venues / CCPs

Cooperation Agreements:

Required with third country regulators
(except for access for third country trading
venues)
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Focus on MIFID Il / MIFIR equivalence provisions

Sector/ Legislation

Requirements

Consequences of failure to
achieve equivalence

Investment firms

Articles 46 and 47 of
MiFIR

Under MIFID I, the third country access regime depends on the type of clients an investment firm
intends to provide services to.

Retail and elective professional clients

Third country investment firms may provide services subject to the relevant national regime provided
that:

(a) the third country is not listed as a non-cooperative country and territory by the Financial Action
Task Force;

(b) a co-operation agreement is in place;
(c) tax agreements are in place; and
(d) the services will be subject to on-going supervision by the third country regulator.

No passport to provide services through the EU will be available. Member states have the option to
require the establishment of a branch.

Per se professional clients and eligible counterparties

Third country investment firms may provide services without establishing a branch in the EEA,
provided that they register with ESMA and provide certain information to EU clients. Such registration
is subject to the following conditions :

(&) an equivalence decision;
(b) the firm is authorised in its country of establishment to provide investment services; and
(c) co-operation arrangements between ESMA and the third country regulator are in place.

If there is no equivalence decision, national EU authorisation regimes remain valid.

UK investment firms would not be able to
provide investment services to any EEA
clients, to the extent that services or activities
are truly cross-border and are locally
regulated under a relevant national EU law,
without subsidiarisation or obtaining state-by-
state licences for local EU branches.

Trading platforms,
including exchanges —
Derivatives trading
obligation

Article 28 MiFIR

Derivatives trading for instruments subject to mandatory trading venue execution requirements may
be carried out on a third country trading venue provided that the following conditions are satisfied:

(&) an equivalence decision;

(b) the third country provides for an effective equivalent system for the recognition of trading venues
authorised under MIFID II; and

(c) the trading venue has clear, transparent rules on the admission of financial instruments to
trading.

UK trading venues, including exchanges,
would not be suitable trading venues and
therefore may not benefit from possible
business resulting from the introduction of the
mandatory trading in Europe or may cease to
be used by existing EU customers.
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Focus on MIFID Il / MIFIR equivalence provisions

Consequences of failure to

Sector/ Legislation Requirements achieve equivalence

Trading platform, Investment firms may trade shares that are subject to mandatory trading venue execution UK trading venues, including exchanges
including exchanges — requirements on a third country market provided that an equivalence decision has been adopted would not be suitable trading venues and
Investment firm trading which confirms that: therefore may not benefit from possible
obligation for shares business resulting from the introduction of the

(& The third country markets are subject to authorisation and effective supervision and enforcement

; h . . mandatory trading requirement in Europe or
on an ongoing basis (equivalent to MiFID I1);

may cease to be used by existing EU

Article 23 of MiFIR (b) The trading venue has clear, transparent rules on the admission of securities to customers.
trading(equivalent to MiFID I1);

(c) Securities issuers are subject to disclosure obligations (equivalent to the Prospectus Directive);
and

(d) Market transparency and integrity is ensured by the prevention of market abuse by insider
dealing and market abuse (equivalent to the Market Abuse Regulation (MAR)).

Derivatives trading and If a non-EU entity is established in a jurisdiction which has been determined as equivalent, EU or non- EU financial counterparties would need to
clearing EU brokers could comply with the equivalent rules in that country rather than the MiFID Il trading and apply EU standards when trading with UK
clearing requirements for derivatives. counterparties until the UK’s regulatory

regime was determined to be equivalent.
Given the regulatory standards in the UK, it
would likely only be a matter of time whilst
negotiations are undertaken with the EU to
ensure that an equivalence decision is
rendered.

No co-operation agreement is required. However, the third country will need to assist ESMA in

Article 28 of MiFIR preparing its technical advice on equivalence.
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Focus on MIFID Il / MIFIR equivalence provisions

Consequences of failure to

Sector/ Legislation Requirements achieve equivalence
Trading venues and A third country trading venue may only request access to an EU CCP if an equivalence decision UK trading venues and CCPs would not have
CCPs — Access rights relating to the trading obligation for derivatives has been made. rights of access to EU trading venues, CCPs,

. . . . benchmarks and licenses.
A third country CCP may only request access to an EU trading venue if it has been recognised by

. . ESMA under the European Market Infrastructure Regulation (EMIR).
Article 38 of MiFIR

Third country trading venues and CCPs may only make use of the access rights under MiFIR if the
following conditions are satisfied:

(@) an equivalence decision;

(b) the third country provides for mutual access for foreign trading venues and CCPs to its trading
venues, CCPs, benchmarks and licenses; and

(c) the third country regime provides for authorisation, supervisions and enforcement for trading
venues on an ongoing basis.

No co-operation agreement is required. However, the third country will need to assist ESMA in
preparing its technical advice on equivalence.

Exchanges for shares, Investment firms may make use of the exemption from certain of the appropriateness and suitability UK exchanges would potentially lose
bonds and certain requirements in relation to shares, bonds or other securitised debt admitted to trading on a third business where EU investment firms wished
securitised debt country exchange provided that an equivalence decision has been adopted which confirms that: to make use of the exemptions.
instruments

(a) the third country markets are subject to authorisation and effective supervision and enforcement
on an ongoing basis (equivalent to MiFID I1);

Article 25 of MiFID Il (b) the trading venue has clear, transparent rules on the admission of securities to trading
(equivalent to MiFID I1);

(c) securities issuers are subject to disclosure obligations (equivalent to the Prospectus Directive) ;
and

(d) market transparency and integrity is ensured by the prevention of market abuse by insider
dealing and market abuse rules (equivalent to MAR)

No co-operation agreement is required. However, the third country will need to assist ESMA in
preparing its technical advice on equivalence.
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Pegasus
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Publications
Events

Learning and
development

Online services

Technical resources

The Eurozone

Banking reform - Our
guide to Banking
reform

Capital Markets
Union

AIFMD insight- Gur
guide to the AIFMD

Reinsurance - Our
guide to reform
affecting the
insurance industry

Phoenix - Our guide
to UK regulatory
reform

The UK Corporate
Governance Portal -
access fo the latest
corporate
govemnance
developments
Blockehain,
distributed ledgers,
smart contracts and
cryptocurrencies

OTC Cracle - Our
guideto OTC
derivatives regulatory
reform

Legal privilege
UCITS insight

Pegasus - Preparing
for MiFID 11

OQur products and
experience

Legislation tracker
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Pegasus
Preparing for MiFID Il

Contacts
Jonathan
b Herbst
— London

Hannah Meakin

London
MiIFID Il and MiFIR (together MIFID II') will underpin the provision of
investment services atross and intc Eurcpe, both in terms of how trading
is carried on and how firms organise and conduct themselves. They wil Floortie
affect both the wholesale and retail sides of the industry, in relation to both Nagelkerke
Amsterdam

securities an rivatives. Mor should MiFID |l be seen as solsly
Eurcpean, as its effect will be far reac hing and influenc e all firms dependent

on the Eurcpean client base. Q Martin Krause
Recently legislation delaying the implementation of MiFID 1 to 3 January “ Frankfurt
18 was published in the Official Journal of the EU. Despite the delay, e
firms need to continue to press ahead with their implementation work.
There is still a lot to do to be ready in time for the new implementation date. Roberto
In addition, the UK's referendum vote to leave the EU should not be taken Cristofolini
as a sign for firms to stop their work as it is expected that MiFID 1l will be Paris, Casablanca

implemented before the UK concludes its exit negotiation. The FCA's
: *Firms must continue to
their cbligations under UK law, including these derived from EU

law a ontinue with implementation plans for legislation that is still to

come into effect. "

To say that MiFID |1/ MiFIR will ¢ hange the way European markets operate
in the future is without doubt hugely underplaying the likely impact of this Register to receive
legislation and staying on top of developments will be crucial for firms. Our email updates
blog, Regulation tomorrow, tracks global regulatory dew:
partic ular the EU pages track materials published by the European

authorities, as well as varicus member states’ regulators, inc luding those

relating to MIFID || / MIFIR. Subscription to the blog is free and updates can be received on a daily or weekly
basis

statement on the EU referendum result state
abi

Nicold Juvara
Milan

We are committed to helping firms keep on top of MiFID 11

Pegasus is cur dedicated online resource housing all our MiFID 1 know-how and links to other resources clients
will need for any MIFID |l project.
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Get In touch with us

Hannah Meakin Imogen Garner

Email contact: MiFIDIl@nortonrosefulbright.com
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Disclaimer

Norton Rose Fulbright US LLP, Norton Rose Fulbright LLP, Norton Rose Fulbright Australia, Norton Rose Fulbright Canada LLP and Norton Rose Fulbright South Africa Inc are separate legal entities
and all of them are members of Norton Rose Fulbright Verein, a Swiss verein. Norton Rose Fulbright Verein helps coordinate the activities of the members but does not itself provide legal services to
clients.

References to ‘Norton Rose Fulbright’, ‘the law firm’ and ‘legal practice’ are to one or more of the Norton Rose Fulbright members or to one of their respective affiliates (together ‘Norton Rose
Fulbright entity/entities’). No individual who is a member, partner, shareholder, director, employee or consultant of, in or to any Norton Rose Fulbright entity (whether or not such individual is
described as a ‘partner’) accepts or assumes responsibility, or has any liability, to any person in respect of this communication. Any reference to a partner or director is to a member, employee or
consultant with equivalent standing and qualifications of the relevant Norton Rose Fulbright entity.

The purpose of this communication is to provide general information of a legal nature. It does not contain a full analysis of the law nor does it constitute an opinion of any Norton Rose Fulbright
entity on the points of law discussed. You must take specific legal advice on any particular matter which concerns you. If you require any advice or further information, please speak to your usual
contact at Norton Rose Fulbright.
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