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Responding to this paper

The European Securities and Markets Authority (ESMA) invites responses to the specific questions listed
in this Consultation Paper.

In order to respond to this paper, please follow the instructions given in the document ‘Reply form for the
MiFID II/MIFIR Consultation Paper’ also published on the ESMA website (here).

Please note that the responses must reach us by 1 August 2014.
Who should read this paper?

This document will be of interest to all stakeholders involved in the securities markets. It is primarily of
interest to competent authorities and firms that are subject to MiFID II and MiFIR - in particular, invest-
ment firms and credit institutions performing investment services and activities. This paper is also im-
portant for trade associations and industry bodies, institutional and retail investors and their advisers, and
consumer groups, as well as any market participant because the MiFID II and MiFIR requirements seek to
implement enhanced provisions to ensure investor protection and the transparency and orderly running of
financial markets with potential impacts for anyone engaged in the dealing with or processing of financial
instruments.


http://www.esma.europa.eu/system/files/form_to_reply_for_consultation_paper.doc
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CDS
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CEIOPS

CESR
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CFD
CFI
CFTC
Class+
CLO
CMBS
COFIA

Coreper

Commission

Cp

Asset-backed commercial paper
Asset-backed security
Average daily turnover

Directive 2011/61/EU of the European Parliament and of the Council of 8
June 2011 on Alternative Investment Fund Managers (AIFMs)

Actionable indications of interest
Accepted market practice
Automated order routing
Approved publication arrangement
Average value of transactions

Business Identifier Code. An 11-character alpha-numerical code that
uniquely identifies a financial or non-financial institution. It is defined by
ISO code 9362

Bank for International Settlements
Collateralised bond obligation

Collateralised debt obligation

Credit default swap

Committee of European Banking Supervisors

Committee of European Insurance and Occupational Pensions Supervi-
sors

Committee of European Securities Regulators

Central counterparty

Contract for difference

Classification of Financial Instruments

U.S. Commodities Futures Trading Commission

Class of OTC derivatives subject to the clearing obligation
Collateralised loan obligation

Commercial mortgage backed security

Classes of financial instrument approach

The Permanent Representatives Committee or Coreper (Article 240 of the
Treaty on the Functioning of the European Union — TFEU)

European Commission
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Regulation (EU) No 575/2013 of the European Parliament and of the
Council of 26 June 2013 on prudential requirements for credit institutions
and investment firms and amending Regulation (EU) No 648/2012
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Consolidated tape provider

Delegated act to be adopted by the European Commission
Direct electronic access

Discussion Paper

European Banking Authority

European Commision

European Central Bank
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European Insurance and Occupational Pension Authority

European Market Infrastructures Regulation — Regulation (EU) 648/2012
of the European Parliament and Council on OTC derivatives, central coun-
terparties and trade repositories — also referred to as “the Regulation”

End of the day
European Securities and Markets Authority

Regulation (EU) No 1095/2010 of the European Parliament and of the
Council of 24 November 2010 establishing a European Supervisory Au-
thority (European Securities and Markets Authority), amending Decision
No 716/2009/EC and repealing Commission Decision 2009/77/EC

Exchange-traded derivative
Exchange-traded fund
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Financial counterparty

Financial Collateral Directive — Directive 2002/47/EC of the European
Parliament and the Council.

Forum of European Securities Commissions
Financial Industry Regulatory Authority

Forward rate agreement
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Directive no. [X] of the European Parliament and of the Council on crimi-
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Markets in Financial Instruments Directive — Directive 2004/39/EC of
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13 July 20009, on the coordination of laws, regulations and administrative
provisions relating to undertakings for collective investment in transfera-
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Overview

Reasons for publication

On 20 October 2011, the Commission adopted two legislative proposals, a directive and a regulation,
for the review of MiFID I. The review is an important and integral part of the reforms adopted at EU
level in order to establish a safer, sounder, more transparent and more responsible financial system
and to strengthen integration, efficiency and competitiveness of EU financial markets.

On 14 January 2014, the European Parliament and the Council reached political agreement on a
compromise text.

The final legislative texts of the new Markets in Financial Instruments Directive (MiFID II) and the
Markets in Financial Instruments Regulation (MiFIR) were approved by the European Parliament on
15 April 2014 and by the European Council on 13 May 2014. They will enter into force on the twenti-
eth day following their publication in the Official Journal of the European Union (estimated in June
2014).

The European Securities and Markets Authority (ESMA) received a formal request (mandate) from
the European Commission (Commission) on 23 April 2014 to provide technical advice to assist the
Commission on the possible content of the delegated acts required by several provisions of MiFID II
and MiFIR. ESMA is required to provide technical advice by no later than six months after the entry
into force of MiFID II and MiFIR.

ESMA has prepared this Consultation Paper (CP) in order to consult interested parties for the pur-
pose of producing its technical advice to the Commission. Respondents to this consultation are en-
couraged to provide the relevant information to support their arguments or proposals.

Background

6.

MiFID! is a cornerstone of the regulation of financial markets in the European Union (EU). It regu-
lates, inter alia, the authorisation and the supervision of investment firms, the requirements for the
provision of investment services and activities, the authorisation and supervision of trading venues
and the requirements for trading activities of financial instruments across the EU.

The directive was implemented through a Commission Implementing Directive for organisational
requirements and operating conditions for investment firms, and defined terms for the purpose of
MiFIDz2; and a Commission Regulation for record-keeping obligations for investment firms, transac-
tion reporting, market transparency, admission of financial instruments to trading, and defined terms
for the purpose of MiFID.3 The full MiFID package has been applicable in the EU since November
2007.

ESMA is publishing a package of documents aimed at starting the preparation of its technical stand-
ards and at presenting its proposed technical advice for the adoption of Commission delegated acts by

1 Directive 2004/39/EC of the European Parliament and the Council (also referred to in this document as MiFID I).
2 Commission Directive 2006/73/EC (also referred to in this document as the MiFID Implementing Directive).
3 Commission Regulation 1287/2006 (also referred to in this document as the MiFID Implementing Regulation).
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the Commission. In particular, the package on which ESMA is consulting includes the following doc-
uments:

i.  a Discussion Paper (DP) on a selected number of more innovative or technically complex topics
in order to receive first feedback from stakeholders for the preparation of ESMA technical stand-
ards. The DP will be followed by a consultation paper on all the areas for which MiFID II and
MiFIR require ESMA to adopt technical standards; and

ii. a CP on all the topics on which the Commission has formally requested ESMA to provide tech-
nical advice for the adoption of delegated acts by the Commission.

In this CP ESMA is advising the Commission, inter alia, on MiFID II implementing measures with
regard to organisational requirements and operating conditions for investment firms. Under MiFID I
these implementing measures are included in the MiFID Implementing Directive. ESMA considers
that several existing requirements of the MiFID Implementing Directive are in line with the MiFID II
framework and are still adequate in the new regulatory context. For this reason, the CP focuses on ar-
eas in which new requirements or modifications to the MiFID Implementing Directive are proposed.
In all cases where additions or amendments to the MiFID Implementing Directive are not proposed,
ESMA considers that the existing requirements should be confirmed in the MiFID II implementing
measures.

Cost-benefit analysis

10.

11.

12.

MiFID II and MiFIR require ESMA to prepare draft RTS and ITS on a large number of provisions.
Articles 10 and 15 of the ESMA Regulation4 require ESMA to conduct open public consultations on
draft technical standards and to analyse the related potential costs and benefits, where appropriate.
Such consultations and analyses shall be proportionate in relation to the scope, nature and impact of
the draft technical standards.

The MiFID II and MiFIR texts also entail a number of provisions empowering the Commission to
adopt delegated acts and implementing acts. ESMA has been requested by the Commission to provide
technical advice in order to develop such acts. For ESMA to be able to deliver sound technical advice,
ESMA is undertaking an independent data gathering exercise in certain areas. This exercise will be
made available to the Commission in order to assist the Commission in conducting its impact assess-
ments for any legal acts it may adopt based on MiFID II and MiFIR empowerments.

In the context of the preparation of MiFID II and MiFIR technical standards and technical advice to
the Commission, ESMA launched a public tenders, in July 2013, and subsequently awarded a contract
to an external contractor that will support ESMA in (i) preparing an in-depth impact assessment for
the technical standards in order to meet the standards of the Impact Assessment Guidelines of the
Commission®; and (ii) undertaking a data gathering exercise to support the technical advice to be de-
livered to the Commission for future legal acts.

4 Regulation (EU) No 1095/2010 of the European Parliament and of the Council of 24 November 2010 establishing a European
Supervisory Authority (European Securities and Markets Authority), amending Decision No 716/2009/EC and repealing Commis-
sion Decision 2009/77/EC.

5 Invitation to tender n° 0J/16/07/2013 — PROC/2013/005.

6 SEC(2009) 92.

11
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ESMA, in developing the preparatory work for the MiFID II and MiFIR technical standards and
technical advice, is also taking into consideration the impact assessment accompanying the Commis-
sion’s proposal of MiFID II and MiFIR.7 ESMA has also included specific questions in the CP, aimed
at gathering data from stakeholders on new or more sensitive aspects dealt with in the proposed tech-
nical advice to the Commission. Respondents are invited to provide ESMA with any available data
about expected impacts of the proposed measures in any areas on which they would like to draw ES-
MA’s attention.

Contents

14.

This CP covers the topics on which the Commission has requested ESMA to provide technical advice,
namely: investor protection; transparency, data publication, micro-structural issues, requirements
applying on and to trading venues, commodity derivatives, and portfolio compression.

Next steps

15.

16.

ESMA will consider the responses it receives to this CP, and will finalise the draft technical advice for
submission to the Commission by no later than six months after the entry into force of MiFID II and
MiFIR.

ESMA will hold open hearings on the published DP and CP. The hearings will take place on 7 and 8
July 2014 in Paris and registration for the hearings will be available in the relevant section of the ES-
MA website in due course.

7 SEC(2011) 1226 final.
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2. Investor protection

2.1. Exemption from the applicability of MiFID for persons providing an
investment service in an incidental manner

Background/Mandate

Extract from the Commission’s request for advice (imandate)

ESMA is invited to provide technical advice on possible delegated measures clarifying when an activity
is provided in an incidental manner. In particular, ESMA 1is invited to reflect on criteria which would
ensure that the investment service has an intrinsic connection to the main area of the professional activi-
ty and is of minor and subordinated scope in comparison thereto.

1. Article 2 of MiFID II provides for several exemptions regarding its applicability. Article 2(1)(c) pro-
vides that MiFID shall not apply to “persons providing an investment service where that service is
provided in an incidental manner in the course of a professional activity and that activity is regu-
lated by legal or regulatory provisions or a code of ethics governing the profession which do not ex-
clude the provision of that service”. The wording of this provision is identical to MiFID I Article
2(1)(¢) — i.e. MiFID remains unchanged in this regard.

2. According to Article 2(3) of MiFID II, the Commission shall adopt delegated acts “to clarify for the
purposes of point (c) of paragraph 1 when an activity is provided in an incidental manner”.

Analysis

3. A number of Member States have developed their own definitions or interpretations concerning the
circumstances under which an activity is provided “in an incidental manner”.

4. In ESMA’s view, it is appropriate to develop common criteria for the application of the mentioned
exemption. The proposed criteria should allow a strict interpretation of the exemption.

5. ESMA considers an investment service to be provided in an incidental manner if there is such a close
and factual connection between the professional activity and the provision of the investment service
that the investment service is regarded as accessory to one or more aspects of the main professional
activity. Therefore, “incidental” shall not solely be defined through temporal criteria (i.e. frequency or
duration of such services). Instead, the provision of the investment service shall have an inherent
connection to the main area of the professional activity and be of minor and subordinated scope in
comparison. For example, if the provision of investment service aims at the systematic creation of a
source of income, this would not be considered to be of a minor and subordinated scope.

6. Further, an investment service is not considered as being provided in an incidental manner if the
person who provides the service markets its ability to provide investment services. Any marketing of
investment services by persons providing other professional activities and not authorised to provide
such investment services in accordance with MiFID II would be inconsistent with the incidental na-
ture of such services.

7. The above criteria should apply in relation to each client to whom such a service is rendered as well as
to the overall business of the professional activity.

13
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8. A possible example for the provision of an investment service in an incidental manner on the basis of
the above mentioned criteria is the following:

A law firm that offers legal advice and guidance on transportation and logistics issues, including
risk management, advises a client on negotiating and drafting a number of commercial agree-
ments. In the course of negotiating and drafting these agreements, the client asks the law firm for
advice regarding the hedging of certain risks arising as a result of the agreements negotiated and
drafted by the law firm. Advice provided to hedge a risk is generally regarded as investment ad-
vice.8 In this example, however, such investment advice would be provided in an incidental man-
ner because it can be regarded as accessory to the main professional activity and has an inherent
connection to the main area of the professional activity as well as to the service rendered to the in-
dividual client.

9. In contrast, in the following situation the provision of an investment service as part of the profession-
al activity would not fall under the exemption:

A client mandates a lawyer for legal advice and court representation in a case of alleged incorrect
investment advice. During the relationship, the client discovers that his lawyer is very skilled and
experienced in matters of financial services and has a deep understanding of the financial markets.
In consequence, he asks the lawyer to provide him with advice regarding his personal investments.
The investment advice that the lawyer provides after accepting his client’s inquiry cannot be
deemed as to be provided in an incidental manner as there is no close and factual connection to his
legal advice and court representation.

10. ESMA notes that, in addition to the above criteria concerning the incidental nature of the service
provided, the professional activity should be regulated by legal or regulatory provisions or a code of
ethics governing the profession. Such professional standards should not exclude the provision of the
investment service rendered.

11. ESMA’s proposals in this area will strengthen investor protection by establishing strict criteria in
order to limit the provision of investment services by professionals that are not authorised and super-
vised as investment firms under MiFID, and therefore are not subject to the relevant MiFID organisa-
tional and conduct of business requirements aimed at ensuring an adequate level of protection to in-
vestors.

Draft technical advice

1. An investment service is provided in an incidental manner if all the following conditions are
fulfilled:

ii.

a close and factual connection exists, including in temporal terms, between the professional
activity and the provision of the investment service to the same client, such that the invest-
ment service is regarded as accessory to the main professional activity; and

the provision of investment services to the clients of the main professional activity does not

8 ‘Q&A Understanding the definition of advice under MiFID’ CESR/10-293.

14
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aim to provide a systematic source of income; and

iii. the person providing the professional activity does not market or otherwise promote his/her
availability to provide investment services.

Q1. Do you agree with the proposed cumulative conditions to be fulfilled in order for an
investment service to be deemed to be provided in an incidental manner?

15
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2.2. Investment advice and the use of distribution channels

Background/Mandate

Extract from the Commission’s request for advice (imandate)

ESMA is invited to provide technical advice on necessary adjustments to the definition of investment
advice, in particular on further clarifications with respect to the concept of “personal recommendation”
set out in Article 52 of Directive 2006/73/EC, in order to achieve the broadest application of the MiFID IT
investor protection rules.

4.

MiFID I defines investment advice as the provision of personal recommendations to a client, either on
request or at the initiative of the investment firm, in respect of one or more transactions relating to fi-
nancial instruments (Article 4(1)(4)).

The MiFID Implementing Directive implements Article 4(1)(4) of MiFID I by specifying the definition
of a personal recommendation. In this context, it sets out, inter alia, that “a recommendation is not a
personal recommendation if it is issued exclusively through distribution channels or to the public”
(the MiFID Implementing Directive Article 52, last subparagraph).

In its Questions & Answers on “Understanding the definition of advice under MiFID”9, CESR ad-
dressed the issue of the meaning of the last subparagraph of Article 52 of the MiFID Implementing
Directive. Also in its 2010 technical advice to the Commission in the context of the review of MiFID I,
CESR discussed the clarification of the last subparagraph of Article 52.1° In the public consultation for
the MiFID review, the Commission agreed with the CESR advice on this point (p. 57 of the Commis-
sion Consultation).

MIiFID II confirms the definition of investment advice outlined above in Article 4(1)(4) of MiFID I.

Analysis

5.

As observed in the 2010 advice to the Commission in the context of the MiFID review, ESMA consid-
ers that the current wording of the last subparagraph of Article 52 of the MiFID Implementing Di-
rective may lead to the incorrect interpretation that the provision of personal recommendations
through distribution channels cannot amount to the provision of investment advice under MiFID.

ESMA considers that this interpretation would not be accurate, and would not be in line with Article
4(1)(4) of MIiFID II. ESMA also notices that a growing number of intermediaries actually provide per-
sonal recommendations through the use of distribution channels, for example through the internet.

As already clarified in the CESR Questions & Answers on the definition of advice, the exemption
covering distribution channels in accordance with Article 52 of the MiFID Implementing Directive
only applies when the recommendation is actually addressed to the public in general and the use of a
distribution channel cannot automatically exclude the provision of investment advice under MiFID.
Therefore, situations in which, for instance, email correspondence is used to provide personal rec-

9 CESR/10-293.
10 CESR/10-589.
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ommendations to a specific person, rather than to address information to the public in general, may
amount to investment advice.

8. For the reasons above, ESMA considers that the words “through distribution channels” should be
removed from the definitions of investment advice in the MiFID Implementing Directive. This sug-
gestion only aims at removing a possible ambiguity from the current legal text and it is not intended
to represent a change in the substance of what currently constitutes investment advice.

Draft technical advice

1. The content of Article 52 of the MiFID Implementing Directive should be confirmed except for the
reference to the words “through distribution channels”, which should be removed.

Q=. Do you agree that it is appropriate to clarify that the use of distribution channels does
not exclude the possibility that investment advice is provided to investors?

17
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2.3. Compliance function
Background/Mandate

Extract from the Commission’s request for advice (imandate)

ESMA is invited to consider and provide technical advice on any necessary updates or improvements to
provisions set out in sections I and II of Chapter II of the MiFID I Commission Directive 2006/73/EC in
light of the new framework and of the objective to set out an improved framework for effective organisa-
tional requirements. In particular, ESMA is invited to provide technical advice on further requirements
with respect to the compliance function and to complaints handling aiming at better safeguarding cli-
ents’ rights and more effective complaints management policies.

1. The relevant provisions in MiFID II are:
Article 16(2):

“An investment firm shall establish adequate policies and procedures sufficient to ensure compli-
ance of the firm including its managers, employees and tied agents with its obligations under this
Directive as well as appropriate rules governing personal transactions by such persons”.

2. The existing compliance provisions of the MiFID Implementing Directive, included in Article 6, are
primarily focused on the responsibilities of the compliance function to monitor the policies and pro-
cedures in place and to advise relevant persons in the firm. Furthermore, the MiFID Implementing
Directive covers the means necessary for the compliance function to fulfil its responsibilities (includ-
ing having the necessary authority, resources, expertise, access to information), the prohibition of the
compliance function being involved in the services they monitor and the ability of the compliance
function to act objectively. Article 6 also makes clear reference to the principle of proportionality,
stating that in establishing a compliance function investment firms should take into account the na-
ture, scale and complexity of the business of the firm, and the nature and range of investment services
and activities undertaken in the course of that business.

3. In September 2012, ESMA published “Guidelines on certain aspects of the MiFID compliance func-
tion requirements” (compliance guidelines). These guidelines focus on the responsibilities of the
compliance function and increasing the effectiveness, and importance, of the compliance function.
They specifically focus on:

i.  the responsibilities of the compliance function for monitoring, reporting and advising;

ii. the organisational requirements of the compliance function for the standards of effectiveness,
permanence and independence;

iii. the extent of interaction of the compliance function with other functions;
iv. outsourcing of the tasks of the compliance function; and

v. approaches for national competent authority (NCA) review of compliance function requirements.

1 ESMA/2012/388.
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Analysis

4.

Considering that Article 16(2) of MiFID II consists of an identical recast of Article 13(2) of MiFID I,
ESMA is of the view that the existing requirements set out in the MiFID Implementing Directive con-
stitute a robust basis from which to build the provisions.

ESMA considers, however, that improvements to the MiFID Implementing Directive could be
achieved by implementing some of the principles set out in the ESMA 2012 compliance guidelines,
which could appropriately complement, and where relevant clarify, the text. These principles are
summarised below.

Compliance risk assessment and risk-based approach

6.

General guideline 1 of the compliance guidelines requires that “investment firms should ensure that
the compliance function takes a risk based approach [...]”. General guideline 1 also provides that “a
compliance risk assessment should be used to determine the focus of the monitoring and advisory
activities of the compliance function”.

ESMA considers that requiring the performance of a compliance risk assessment as a mandatory step,
in order to comply with the responsibilities listed in Article 6(2) of the MiFID Implementing Directive
under points (a) and (b), would be an appropriate addition.

ESMA also considers that requiring the compliance function to take a risk-based approach when
establishing its monitoring programme would be a logical addition to the provision of Article 6(2)(a)
of the MiFID Implementing Directive.

Monitoring programme

0.

10.

General guideline 2 of the compliance guidelines requires that “investment firms should ensure that
the compliance function establishes a monitoring programme that takes into consideration all areas
of the investment firm’s investment services, activities and any relevant ancillary services”. General
guideline 2 also provides that “the monitoring programme should establish priorities determined by
the compliance risk assessment ensuring that compliance risk is comprehensively monitored”.

ESMA is of the view that requiring the permanent establishment of a risk-based monitoring pro-
gramme that takes into consideration all areas of the investment firm’s investment services, activities
and any relevant ancillary services would appropriately complement Article 6(2)(a) of the MiFID Im-
plementing Directive.

Compliance function and management body

11.

12.

General guideline 3 of the compliance guidelines provides that “Investment firms should ensure that
the regular written compliance reports are sent to senior management. The reports should contain
a description of the implementation and effectiveness of the overall control environment for invest-
ment services and activities and a summary of the risks that have been identified as well as reme-
dies undertaken or to be undertaken. Reports must be prepared at appropriate intervals and at
least annually [...]".

General guideline 7 of the compliance guidelines provides that “[...J the compliance officer should be
appointed and replaced by senior management or by the supervisory function”.
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ESMA considers that requiring the compliance function to report to the management body?2, at least
annually, on the implementation and effectiveness of the overall control environment for investment
services and activities, on the risks that have been identified as well as on the complaints-handling
reporting would strengthen the independence of the compliance function.

ESMA considers that requiring the compliance officer be appointed and replaced by the management
body or, when applicable, the supervisory function would be a sensible complement to Article 6(3) of
the MiFID Implementing Directive.

ESMA also considers that it would be appropriate to clarify in the MiFID II implementing measures
that the compliance function should be required to report directly to the management body whenever
it detects a significant compliance risk.

Permanence of the operation of the compliance function’s tasks

16.

17.

General guideline 6 of the compliance guidelines provides that investment firms shall ensure that the
compliance function “performs its tasks and responsibilities on a permanent basis”.

ESMA considers that clarifying in the MiFID II implementing measures, that the compliance function
should perform its tasks on a permanent basis would be an appropriate addition to the existing re-
quirement to a have permanent compliance function in Article 6(2) of the MiFID Implementing Di-
rective.

Overseeing by the compliance function of the complaints process

18.

19.

The compliance guidelines!3 require that “the compliance function should have a role in overseeing
the operation of the complaints process and it should consider complaints as a source of relevant in-
formation in the context of its general monitoring responsibilities”.

ESMA considers that the following would be sensible additions to the existing provisions of the Mi-
FID Implementing Directive: (i) requiring the compliance function to oversee the operation of the
complaints process; and (ii) requiring that complaints be considered by the compliance function as a
source of information in the context of its monitoring responsibilities.

Draft technical advice

ESMA considers that Article 6 of the MiFID Implementing Directive should be integrated and modi-
fied as set out below.

Investment firms should establish, implement and maintain adequate policies and procedures de-
signed to detect any risk of failure by the firm to comply with its obligations under MiFID II, as well
as the associated risks, and put in place adequate measures and procedures designed to minimise
such risks and to enable NCAs to exercise their powers effectively under that Directive. For those pur-
poses, investment firms should take into account the nature, scale and complexity of the business of
the firm, and the nature and range of investment services and activities undertaken in the course of

12 Tn keeping with the obligations under Directive 2014/**/EC for increased reporting to the management body, ESMA proposes that
such reports are sent to the management body rather than senior management.
13 Supporting Guideline of General guidelines 2, Paragraph 26, page 26.
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that business.

Investment firms should establish and maintain a permanent and effective compliance function that
operates independently and that has the following responsibilities:

i.  to monitor on a permanent basis and to assess, on a regular basis, the adequacy and effectiveness
of the measures and procedures put in place in accordance with subparagraph 1 of Article 6(1) of
the MIiFID Implementing Directive, and the actions taken to address any deficiencies in the
firm's compliance with its obligations;

ii. to advise and assist the relevant persons responsible for carrying out investment services and ac-
tivities to comply with the firm's obligations under MiFID II;

iii. to report to the management body, at least annually, on the implementation and effectiveness of
the overall control environment for investment services and activities, on the risks that have
been identified and on the complaints-handling reporting as well as remedies undertaken or to
be undertaken; and

iv. to oversee the operations of the complaints-handling process and consider complaints as a
source of relevant information in the context of its general monitoring responsibilities.

In order to comply with points (i) and (ii) of the previous paragraph, the compliance function should
conduct an assessment. On the basis of such an assessment, the compliance function must establish a
risk-based monitoring programme that takes into consideration all areas of the investment firm’s in-
vestment services, activities and any relevant ancillary services. The monitoring programme should
establish priorities determined by the compliance risk assessment ensuring that compliance risk is
comprehensively monitored.

In order to enable the compliance function to discharge its responsibilities properly and independent-
ly, investment firms should ensure that the following conditions are satisfied:

i.  the compliance function must have the necessary authority, resources, expertise and access to all
relevant information;

ii. the compliance officer must be appointed and replaced by the management body or, as applica-
ble, by the supervisory function; and must be responsible for the compliance function and for
any reporting required by MiFID II;

iii. the compliance function must be enabled to report on an ad-hoc basis directly to the manage-
ment body whenever it has detected a significant risk of failure by the firm to comply with its ob-

ligations under MiFID II;

iv. the relevant persons involved in the compliance function must not be involved in the perfor-
mance of services or activities they monitor; and

v. the method of determining the remuneration of the relevant persons involved in the compliance
function must not compromise their objectivity and must not be likely to do so.

However, an investment firm shall not be required to comply with point (iv) or point (v) of the previ-
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ous paragraph if it is able to demonstrate that in view of the nature, scale and complexity of its busi-
ness, and the nature and range of investment services and activities, the requirement under that point
is not proportionate and that its compliance function continues to be effective. In such case, the in-
vestment firm must assess whether the effectiveness of the compliance function is compromised by
the proposed arrangements. This assessment must be reviewed on a regular basis.

Q3.

Q4.

Do you agree that the existing compliance requirements included in Article 6 of the
MiFID Implementing Directive should be expanded?

Are there any other areas of the Level 2 requirements concerning the compliance
function that you consider should be updated, improved or revised?
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2.4. Complaints-handling
Background/Mandate

Extract from the Commission’s request for advice (imandate)

ESMA is invited to consider and provide technical advice on any necessary updates or improvements to
provisions set out in sections I and II of Chapter II of the MiFID I Commission Directive 2006/73/EC in
light of the new framework and of the objective to set out an improved framework for effective organisa-
tional requirements. In particular, ESMA is invited to provide technical advice on further requirements
with respect to the compliance function and to complaints handling aiming at better safeguarding cli-
ents’ rights and more effective complaints management policies.

1. The relevant provisions in MiFID II are:
Article 16:

“(2) An investment firm shall establish adequate policies and procedures sufficient to ensure com-
pliance of the firm including its managers, employees and tied agents with its obligations under this
Directive as well as appropriate rules governing personal transactions by such persons.

2. Following a review of existing organisational requirements already developed in the MiFID Imple-
menting Directive, ESMA noted that requirements in respect of complaints-handling are of a high
level nature.

3. Article 10 of the MiFID Implementing Directive text states:

“Member States shall require investment firms to establish, implement and maintain effective and
transparent procedures for the reasonable and prompt handling of complaints received from retail
clients or potential retail clients, and to keep a record of each complaint and the measures taken for
its resolution”.

4. The G20 high-level principles on financial consumer protection, published in October 2011, specifi-
cally stated that:

“Jurisdictions should ensure that consumers have access to adequate complaints handling and re-
dress mechanisms that are accessible, affordable, independent, fair, accountable, timely and effi-
cient. Such mechanisms should not impose unreasonable cost, delays or burdens on consumers. In
accordance with the above, financial services providers and authorised agents should have in place
mechanisms for complaint handling and redress”.
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Analysis

5. On 6 November 2013, ESMA and EBA (in the context of the Joint Committee!4) issued a consultation
paper on draft guidelines for complaints-handling for the securities and banking sectors.?s This con-
sultation closed on 7 February 2014.

6. ESMA considers that these draft ESMA-EBA complaints-handling guidelines provide a sufficient
basis from which principles for implementing measures in this area can be identified.

7. In developing these proposals, ESMA sought to ensure that any requirements should be relatively
high level and should not contradict the draft proposed joint committee guidelines. This approach
was sought to allow ESMA the flexibility in setting out more specific guidelines in the future. It should
be noted that ESMA is of the view that these proposals will enable the existing (draft) ESMA/EBA
guidelines for complaints-handling for the securities and banking sectors to be confirmed in their en-
tirety.

8. ESMA considers that the development of proposals for implementing measures in this area will
enhance investor protection by providing for strict complaints-handling provisions and harmonising
the way that investment firms deal with complaints from investors. These proposals will also establish
clear overarching principles from which any future guidelines in this area could be developed.

Draft technical advice

1.  Investment firms should establish and maintain a complaints management policy for clients or poten-
tial clients. The complaints management policy should provide clear, accurate and up-to-date infor-
mation about the complaints-handling process. This policy should be endorsed by the firm’s man-
agement body.

2. Investment firms should publish the details of the process to be followed when handling a complaint.
This information should be provided to clients or potential clients, on request, or when acknowledging
a complaint. Clients and potential clients should be able to submit complaints free of charge.

3. Investment firms should establish a complaints management function which enables complaints to be
investigated. This function may be carried out by the compliance function.

4. Investment firms should communicate to clients in plain language that is clearly understood and
provide a response to the complaint without any unnecessary delay.

5. Investment firms should explain to the client or potential client the firm’s position on the complaint
and set out the client’s or potential client’s options, where relevant, to refer the complaint to an Alter-
native Dispute Resolution (ADR) entity or for the client to take civil action.

6. Investment firms should provide information on complaints and complaints-handling to the relevant
NCA, or ADR entity where applicable under national law.

14 Article 54 of the ESMA Regulation and of the EBA Regulation respectively (ESMA - Regulation (EU) No 1095/2010; EBA - Regula-
tion (EU) No 1093/2010).
15 JC-CP-2013-03 published on both the ESMA and the EBA websites on 6 November 2013.
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7. Investment firms’ compliance functions should analyse complaints and complaints-handling data to
ensure that they identify and address any issues.

Q5. Do you already have in place arrangements that comply with the requirements set out
in the draft technical advice set out above?
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2.5. Record-keeping (other than recording of telephone conversations or

other electronic communications)

Background/Mandate

Extract from the Commission’s request for advice (mandate)

ESMA is invited to provide technical advice on any possible improvements to the current record-keeping
obligations, and in particular whether there is a need for any further details on possible arrangements
to be established by firms in order to efficiently comply with record-keeping requirements or for a more
harmonised approach with respect to the list of minimum records that investment firms are required to
keep under the Directive.

The relevant provision in MiFID II is Article 16(6):

“An investment firm shall arrange for records to be kept of all services, activities and transactions
undertaken by it which shall be sufficient to enable the competent authority to fulfil its supervisory
tasks and to perform the enforcement actions under this Directive, Regulation (EU) No .../2014.%,
Directive 2014./.../EU** and Regulation (EU) No .../2014***, and in particular to ascertain that the
investment firm has complied with all obligations including those with respect to clients or potential
clients and to the integrity of the market”.

Analysis

2.

MIFID II does not make any substantial changes to MiFID I in respect of general record-keeping
obligations, other than emphasising that records should enable NCAs to fulfill supervisory tasks and
perform enforcement actions under MiFID IT and MiFIR as well as under the Market Abuse Directive
(MAD)* and Regulation (MAR).27 MiFID II also adds an explicit reference to market integrity in this
record-keeping context.

ESMA notes that the MiFID Implementing Directive and the MiFID Implementing Regulation al-
ready provide for a significant number of record-keeping requirements, as listed below:

i.  Article 7 of the MiFID Implementing Regulation sets out requirements in relation to record-
keeping of client orders and decisions to deal and the details that an investment firm shall rec-
ord, in relation to every order received from a client, and in relation to every decision to deal tak-
en in providing the service of portfolio management;

ii. Article 8 of the MiFID Implementing Regulation sets out requirements in relation to record-
keeping of transactions and the details that an investment firm shall record in relation to the ex-
ecution of a client order or the transmission of the order to another person for execution;

iii. Article 51(1) of the MiFID Implementing Directive requires that investment firms retain all the
records required by MiFID I and its implementing measures for a period of five years. Addition-
ally, Article 51(1) also requires that records in relation to an agreement between an investment
firm and its client be retained for at least for the duration of the relationship with the client. Arti-

16 Directive No. [x] of the European Parliament and of the Council on criminal sanctions for market abuse.
17 Regulation No. [x] of the European Parliament and of the Council on insider dealing and market manipulation (market abuse).
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cle 51(2) provides for requirements concerning the medium, the form and the manner in which
records should be retained are also provided for; and

iv. Article 51(3) of the MiFID Implementing Directive requires that NCAs draw up and maintain a
list of the minimum records investment firms are required to keep under MiFID and its imple-
menting measures.

Further to these requirements, CESR issued Level 3 recommendations in 20078 (CESR Recommen-
dations) that list the minimum records that NCAs need to draw up according to Article 51(3) of the
MiFID Implementing Directive.

ESMA considers that the provisions of Article 51 of the MiFID Implementing Directive as well Articles
7 and 8 of the MiFID Implementing Regulation should be confirmed in the implementing measures of
MiFID II.

However, ESMA sees benefits in transposing in the MiFID II implementing measures a list of mini-
mum records, largely based on the one identified in the CESR Recommendations. The establishment
of this list in the legislation may benefit stakeholders and may foster convergence across the EU.

Investment firms should also keep any policies that will be required under MiFID II and its imple-
menting measures in writing (such as, execution policy, conflict of interest policy, order allocation
policy and others).

At the same time, considering that record-keeping obligations are by nature linked to any activity
carried out by a firm and need to reflect any future evolution in the regulatory framework, ESMA con-
siders that the list should remain a non-exhaustive one and NCAs should continue to be able to add
additional records to the list above. In addition, ESMA could be required to adopt and update guide-
lines in order to specify the exact content and the timing for each record and to add new records in
the future.

Draft technical advice

The provisions of Articles 7 and 8 of the MiFID Implementing Regulation and Article 51(1) and (2) of
the MiFID Implementing Directive should be confirmed. Article 51(3) of the MiFID Implementing
Directive should be replaced by the following provisions.

Investment firms should keep any policies they are required to maintain pursuant to MiFID II,
MiFIR, MAD and MAR in writing.

Investment firms should keep at least the records identified in the table below. These records should
be maintained in an electronic format that facilitates the search of information where the nature and
volume of records warrants such a format.

The list of records identified in the table below shall not be exhaustive and should not be understood
as a limitation of the scope of MiFID II, MiFIR, MAD and MAR and the respective implementing

18 “CESR Level 3 Recommendations on the List of minimum records in article 51(3) of the MiFID implementing Directive”, Ref.
CESR/06-552c.
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measures. The list should be without prejudice to any other record-keeping obligations arising from

other legislations.

NCAs should be able to require investment firms to keep additional records to the list below.
Additional records introduced in accordance with MiFID II, MiFIR, MAD or MAR should be noti-

fied to ESMA immediately after their introduction.

ESMA may publish and update guidelines specifying the detailed content and the timing of the

records specified in the list below and providing for additional records.

Table demonstrating the types of records investment firms should be obliged to keep:

Type of record

Summary of content

Identity and categorisa-
tion of each client

The identity of each client and sufficient information to sup-
port categorisation as a retail client, professional client and/or
eligible counterparty.

Client agreements

Records provided for under Article 25(5) of MiFID II.

Client details

The information about the client's or potential client's
knowledge and experience, financial situation and investment
objectives, relevant to the specific product or service, obtained
by the investment firm in complying with its obligation under
Article 25(2) of MiFID II.

Client details

The information about the client's or potential client's
knowledge and experience, relevant to the specific product or
service, obtained by the firm in complying with its obligation
under Article 25(3) of MiFID II.

Transactions

The information required under Article 25(1) of MiFIR.

Client order-handling -
Aggregated transaction
that includes two or more
client orders, or one or
more client orders and an
own account order

Identity of each client; whether transaction is in whole or in
part for discretionary managed investment portfolio and any

relevant proportions as well as the intended basis of allocation.

Client order-handling -
Allocation of an aggregat-
ed transaction that in-
cludes the execution of a
client order

The date and time of allocation; relevant financial instrument;
identity of each client and the amount allocated to each client.

Client order-handling -
Re-allocation

The basis and reason for any reallocation.
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Order received or arising
from any decision to deal
taken in providing the
service of portfolio man-
agement

The records provided for under Article 7 of the MiFID Imple-
menting Regulation. Firms should record the date and hour
that the order was sent by the investment firm for execution.

Orders executed on behalf
of clients

The records provided for under Article 8(1) of the MiFID
Implementing Regulation.

Orders and transactions
effected for own account

The records concerning own account orders and transactions.

Cancellations and modifi-
cations of orders

The records concerning the cancellation and the modifications
of orders on own account or executed on behalf of clients or in
relation to decision to deal taken in providing the service of
portfolio management.

Transmission of order
received by the invest-
ment firm

The records provided for under Article 7 and Article 8(2) of the
MiFID Implementing Regulation.

Periodic statements to
clients

Information to evidence the content and the sending of the
periodic statement to the client in respect of services provided,
either as a copy, or in a manner that would enable reconstruc-
tion.

Client financial instru-
ments held by an invest-
ment firm

The records required under Articles 16(8) of MiFID IT and
under Articles 16(1)(a) and (b) of the MiFID Implementing
Directive.

Client financial instru-
ments available for, and
subject to, stock lending
activities

The identity of client financial instruments that are available to
be lent, and those which have been lent as well as information
to evidence client consent (note also the requirements under
Articles 16(8) of MiFID II and Article 19(2) subparagraph 2 of
the MiFID Implementing Directive , where applicable).

Client funds

Sufficient records to show and explain the investment firm’s
transactions and commitments under Article 8 of the MiFID
Implementing Regulation (note also the requirements under
Articles 16(9) of MiFID II and under Articles 16(1)(a) and (b) of
the MiFID Implementing Directive).

Marketing communica-
tions (except in oral
forms)

Sample of each marketing communication addressed by the
investment firm to clients or potential clients.

Investment research

Each item of investment research, in accordance with Article
24(1) of the MiFID Implementing Directive issued by the
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investment firm in writing.

The firm’s business and
internal organisation

Records provided for under Article 5(1)(f) of the MiFID Im-
plementing Directive.

Compliance procedures

The investment firm's essential compliance procedures, under
Article 6(1) of the MiFID Implementing Directive.

Services or activities
giving rise to detrimental
conflict of interest

The services or activities under Article 23 of the MiFID Imple-
menting Directive.

Compliance reports

Each compliance report to senior management, under Articles
6(3)(b) and 9(2) of the MIFID Implementing Directive.

Risk management reports

Each Risk management report to senior management under

Articles 7(2)(b) and 9(2) of the MiFID Implementing Directive.

Internal audit reports

Each internal audit report to senior management, under Arti-
cles 8(d) and 9(2) of the MiFID Implementing Directive.

Complaints records

Each complaint referred to in Article 10 of the MiFID Imple-
menting Directive.

Complaints-handling

The measures taken for the resolution of each such complaint,
according to Article 10 of the MiFID Implementing Directive.

Records of prices quoted
by systematic internalis-
ers

The quoted prices under Article 24(b) of the MiFID Imple-
menting Regulation.

Records of personal
transactions

The information required under Article 12(2)(c) of the MiFID
Implementing Directive.

Record of the information
disclosed to clients re-
garding inducements

The information disclosed to clients under Article 24(9) of
MIiFID II.

Investment advice to
retail clients

(i) The fact that investment advice was rendered and (ii) the
financial instrument that was recommended.

Qe6.

Do you consider that additional records should be mentioned in the minimum list
proposed in the table in the draft technical advice above? Please list any additional
records that could be added to the minimum list for the purposes of MiFID II, MiFIR,

MAD or MAR.
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Q7. What, if any, additional costs and/or benefits do you envisage arising from the pro-
posed approach? Please quantify and provide details.
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2.6. Recording of telephone conversations and electronic communications
Background/Mandate

Extract from the Commission’s request for advice (imandate)

ESMA is invited to provide technical advice on the effective organisational requirements that firms need
to establish, implement and maintain in order to ensure full compliance with the telephone recording
and electronic communications requirements, having in mind the importance of such records which may
constitute crucial, and sometimes the only, evidence to demonstrate the development of firm-client rela-
tionships and to verify compliance by firms with their obligations under MiFID II as well as to detect
and prove the existence of market abuse. Such organisational requirements should address the possible
involvement of the management body and the compliance function, the storage requirements, including
providing legal clarity on the beginning of the period of time for the records retention.

1. The relevant provisions in MiFID II are:
Article 16(7):

“Records shall include the recording of telephone conversations or electronic communications relat-
ing to, at least, transactions concluded when dealing on own account and the provision of client or-
der services that relate to the reception, transmission and execution of client orders.

Such telephone conversations and electronic communications shall also include those that are in-
tended to result in transactions concluded when dealing on own account or in the provision of client
order services that relate to the reception, transmission and execution of client orders, even if those
conversations or communications do not result in the conclusion of such transactions or in the pro-
vision of client order services.

For those purposes, an investment firm shall take all reasonable steps to record relevant telephone
conversations and electronic communications, made with, sent from or received by equipment pro-
vided by the investment firm to an employee or contractor or the use of which by an employee or
contractor has been accepted or permitted by the investment firm.

An investment firm shall notify new and existing clients that telephone communications or conver-
sations between the investment firm and its clients that result or may result in transactions will be
recorded.

Such a notification may be made once, before the provision of investment services to new and exist-
ing clients.

An investment firm shall not provide, by telephone, investment services and activities to clients who
have not been notified in advance about the recording of their telephone communications or conver-
sations, where such investment services and activities relate to the reception, transmission and exe-
cution of client orders.

Orders may be placed by clients through other channels, however such communications must be

made in a durable medium such as mails, faxes, emails or documentation of client orders made at
meetings. In particular, the content of relevant face-to-face conversations with a client may be rec-
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orded by using written minutes or notes. Such orders shall be considered equivalent to orders re-
ceived by telephone.

An investment firm shall take all reasonable steps to prevent an employee or contractor from mak-
ing, sending or receiving relevant telephone conversations and electronic communications on pri-
vately-owned equipment which the investment firm is unable to record or copy.

The records kept in accordance with this paragraph shall be provided to the client involved upon
request and shall be kept for a period of five years and, where requested by the competent authority,
for a period of up to seven years”.

2. On 29 July 2010, CESR delivered technical advice to the Commission on investor protection and
intermediaries issues as part of MiFID Review process.!9 The advice of most CESR members was that
the existing discretion in Article 51(4) of the MiFID Implementing Directive should be replaced by a
minimum harmonisation recording obligation in relation to records of telephone conversations and
electronic communications. Those CESR members considered that such a regime would be an im-
portant step forward in terms of certainty, investor protection and deterrence of market abuse. The
rationale for introducing the requirements was as follows:

i.  to help deter and detect market abuse and to facilitate enforcement in this area. Records can
provide additional material about the facts of a case that may not be available through other
sources (such as documents and oral testimony). In particular, recordings often help to show the
intention behind trading and the knowledge of the person at the point at which they trade, which
are matters that are often not easily established, but may be crucial in a successful enforcement
case;

ii. to assist the NCA in assessing an investment firms’ on-going compliance with conduct of busi-
ness obligations and, in particular, with the requirements in MiFID on information to clients and
potential clients, on best execution and on client order-handling; and

iii. to ensure that there is evidence to resolve disputes between an investment firm and its clients
over the terms of transactions, being in some cases the sole evidence to be relied on in the event
of a dispute.

Analysis

3. MIiFID II has introduced organisational requirements for firms under Article 16(7), which requires
them to record telephone conversations or electronic communications relating to the investment ser-
vices listed in point 4 below.

Types of telephone conversations and electronic communications

4. MIiFID II sets out that the investment services to be captured by telephone/electronic recording
requirements are the following services:

i.  reception and transmission of orders;

19 CESR/10-975.
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ii. execution of orders on behalf of clients; and
iii. dealing on own account.

The specific conversations and communications that should be recorded in relation to the investment
services outlined above are:

i.  the receipt of an order from a client;

ii. the transmission of an order (both where the investment firm will transmit the order, and where
it will execute it);

iii. the conclusion of a transaction when executing orders on behalf of clients; and

iv. the conclusion of a transaction when dealing on own account regardless of whether a client is in-
volved in the transaction.

This includes all telephone conversations and electronic communications relating to these activities
that are intended to result in the conclusion of an agreement, even if those conversations or commu-
nications do not result in the conclusion of such an agreement. The recordings shall not only include
any placed orders, but also modifications and cancellations of orders, as executed orders and indica-
tions of interest. The term ‘electronic communication’ has a wide application. It captures any elec-
tronic communication involving the provision of the services listed in Article 16(7) of MiFID II. Due to
the continuing innovation and advancement in technology, an exhaustive list would frequently be-
come outdated. ESMA would expect senior management to exercise their judgement in this area.

The CESR advice of 29 July 2010 suggested that it was not intended that such recording requirements
would capture internal conversations and communications within investment firms (although it
would capture conversations and communications between two investment firms in the same group).
However, ESMA considers that some internal calls are subject to the MiFID II recording requirement
where the internal call in question “relates to or is intended to result in transactions” in the provision
of investment services subject to the telephone recording obligation. This view aligns with Recital 57
of MiFID II which sets out that: “such records should ensure that there is evidence to prove the terms
of any orders given by clients and its correspondence with transactions executed by the investment
firms, as well as to detect any behaviour that may have relevance in terms of market abuse, includ-
ing when firms deal on own account”.

Market abuse is one of the most difficult offences to investigate and prosecute. Good quality record-
ings of voice conversations and of electronic communications can assist NCAs in detecting and deter-
ring inappropriate behaviour. Capturing relevant conversations and communications will enable
NCAs to capture and deter more inappropriate behaviour which would not be in the clients’ best in-
terests.

ESMA considers that the recording requirements should be imposed on investment firms and on
branches of third country firms authorised in accordance with Article 41 of MiFID II.

Face-to-face conversations

10. Article 16(7) subparagraph 7 of MiFID II provides for the provision of orders through other channels.

Communications made by “other channels” must be in a durable medium, and include the documen-
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tation of client orders made at meetings. The content of relevant face-to-face conversations with a cli-
ent may be recorded by using written minutes or notes. ESMA proposes that where relevant face-to-
face conversations taking place with clients result or may result in transactions in respect of the client
order services listed in Article 16(7) subparagraph 1 of MiFID II, firms are required to document the
content of these conversations. ESMA proposes to set out the minimum required information.

These recording rules do not apply generally to the service of investment advice, however conversa-
tions will need to be recorded when they result or may result in the provision of the following ser-
vices: reception and transmission of orders, execution of orders on behalf of clients and dealing on
own account.

Instruments subject to the telephone conversations and electronic communications

12.

In relation to the financial instruments included in the recording requirement, MiFID conduct of
business protections extend to transactions in all instruments covered by the definition of a financial
instrument in Annex 1 of MiFID II.

Equipment provided by an investment firm and privately owned equipment

13.

14.

Article 16(7) subparagraph 3 of MiFID II provides for the firm to take all reasonable steps to record
conversations and communications under the scope of the recording requirement, including equip-
ment provided by an investment firm to its employees and contractors and privately owned equip-
ment that has been accepted or permitted for use by the investment firm. ESMA proposes that the
firm should have in place organisational requirements to ensure that this requirement is effectively
implemented.

Article 16(7) subparagraph 8 of MiFID II includes an explicit reference to the treatment of privately
owned equipment, which the firm cannot record. Firms should take all “reasonable steps to prevent”
the use of privately owned equipment, which the firm is unable to record or copy (i.e. equipment that
has not been accepted/permitted by the firm). Again, in this context, ESMA proposes that the firm
should be required to have robust organisational requirements in place to ensure that it has satisfied
that it is in the position to demonstrate to the NCA compliance with its telephone recording require-
ments.

Privacy matters

15.

16.

Regarding privacy matters, European legislation provides a framework to protect the privacy of the
communications and of data held about individuals. Of most relevance here are the E-Privacy Di-
rective20 and the Data Protection Directive2!. This legislation does not prevent the recording of tele-
phone conversations and electronic communications, but it does limit the circumstances in which re-
cordings can be made and places safeguards around the handling of the recordings. The MiFID II re-
cording requirement does not impact the ability of firms to comply with the recording requirement
whilst also complying with their obligations under the above legislation.

ESMA’s proposals in this area, which are also based on the work carried out by CESR since 2010, seek
to build on the strong investor protection focus of MiFID II. To achieve this, ESMA proposes that in-

20 2002/58/EC.
2195/46/EC.
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vestment firms should have effective policies and control and oversight in place to ensure that the re-
cording obligations are met and that compliance in this area is monitored. ESMA also aims to ensure
consistency among investment firms in terms of the storage and retention of records.

Draft technical advice

Control and oversight

1. Investment firms should establish, implement and maintain effective organisational arrangements to
ensure compliance with the rules on recording telephone conversations and electronic communica-
tions.

2. Investment firms should ensure that the management body has effective oversight and control over
the policies and procedures relating to the firm’s recording of telephone conversations and electronic
communications.

3. Investment firms should establish, implement and maintain an effective recording of telephone
conversations and electronic communications policy, set out in writing, and appropriate to the size
and organisation of the firm, and the nature, scale and complexity of its business. The policy shall in-
clude the following content:

i.  the identification of the conversations and communications that are subject to the recording re-
quirements; and

ii. the specification of the procedures to be followed and measures to be adopted to ensure the
firm’s compliance with Article 16(77) subparagraph 3 and Article 16(7) subparagraph 8 where ex-
ceptional circumstances arise and the firm is unable to record the conversation/communication
on devices issued, accepted or permitted by the firm. Evidence of these circumstances must be
retained in a medium that is accessible by the NCA.

4. Investment firms should ensure that the arrangements to comply with recording requirements are
technology neutral. Firms must periodically re-evaluate the effectiveness of the firm’s measures and
procedures and adopt any such alternative or additional measures and procedures as are necessary
and appropriate. At a minimum, this should occur when a new medium of communication is accepted
or permitted for use by the firm.

5. Investment firms should keep and regularly update a record of those individuals who have firm
devices or privately owned devices that have been approved for use by the firm.

6. Investment firms should educate and train employees in procedures governing the Article 16(7)
requirements.

7. Investment firms should have in place requirements to ensure compliance with the recording and
record-keeping requirements in accordance with Article 16(7) and Recital 57 of MiFID II and their
wider regulatory requirements. The firm shall periodically monitor the records of all transactions and
orders subject to these requirements including relevant conversations, to monitor compliance with
the regulatory requirements.

8. Investment firms should be able to demonstrate to the relevant NCA the policies, procedures and
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management oversight of these recording rules.

Q8.

Q9.

What additional measure(s) could firms implement to reduce the risk of non-
compliance with the rules in relation to telephone recording and electronic communi-
cations?

Do you agree that firms should periodically monitor records to ensure compliance
with the recording requirement and wider regulatory requirements?

Face-to-face conversations

9. Investment firms shall record in written minutes or notes all relevant information related to
relevant face-to-face conversations with clients. The information recorded is at the discretion of
the firm but must include at least the following:

i.  date of meeting;
ii. location of meeting;
iii. identity of the attendees;

iv. initiator of the meeting; and

v. other relevant information about the transaction.

Q1o. Should any additional items of information be included as a minimum in meeting
minutes or notes where relevant face-to-face conversations take place with clients?
Q11. Should clients be required to sign these minutes or notes?
Storage

10. Records should be stored in a durable medium, which allows them to be replayed or copied and must
be retained in a format that does not allow the original record to be altered or deleted. This supports
the general record-keeping requirements under Article 51 of the MiFID Implementing Directive.

11. In addition, records should be stored in a medium so that they are accessible and readily available to
NCA’s on request.

12. Firms should ensure the quality, accuracy and completeness of the records of all telephone recordings
and electronic communications.

Retention

13. The period of time for the retention of a record begins to run from the date that the record is created.
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Do you agree with the proposals for storage and retention set out in the above draft
technical advice?

More generally, what additional costs, impacts and/or benefits do you envisage as a
result of the requirements set out in the entire draft technical advice above?
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2.7. Product governance
Background/Mandate

Extract from the Commission’s request for advice (imandate)

ESMA is invited to provide technical advice on detailed product governance arrangements for invest-
ment firms manufacturing and distributing financial instruments (and structured deposits) in order to
avoid and reduce, from an early stage, potential risks of failure to comply with investor protection rules.
Strengthening the role of the management bodies or of the compliance function, should be duly consid-
ered. The technical advice should also specify the obligation for manufactures and distributors to regu-
larly review their product governance policies as well as the products they manufacture, offer or rec-
ommend, and refer to any appropriate actions to be taken by manufacturers or distributors.

As these requirements are also relevant for investment firms offering or recommending investment
products manufactured by firms which are not captured under MiFID II (non-MiFID entities/third-
country firms), ESMA should consider what reasonable steps the distributor should take in order to
ensure that investors’ interests are similarly protected.

In developing its technical advice, ESMA should ensure there is sufficient clarity regarding the respective
obligations of investment firms when acting as manufacturers, distributors or both.

1. The relevant provisions in MiFID II are:
Recital 71:

“Member States should ensure that investment firms act in accordance with the best interests of
their clients and are able to comply with their obligations under this Directive. Investment firms
should accordingly understand the features of the financial instruments offered or recommended
and establish and review effective policies and arrangements to identify the category of clients to
whom products and services are to be provided. Member States should ensure that the investment
firms which manufacture financial instruments ensure that those products are manufactured to
meet the needs of an identified target market of end clients within the relevant category of clients,
take reasonable steps to ensure that the financial instruments are distributed to the identified target
market and periodically review the identification of the target market of and the performance of the
products they offer. Investment firms that offer or recommend to clients financial instruments not
manufactured by them should also have appropriate arrangements in place to obtain and under-
stand the relevant information concerning the product approval process, including the identified
target market and the characteristics of the product they offer or recommend. That obligation
should apply without prejudice to any assessment of appropriateness or suitability to be subse-
quently carried out by the investment firm in the provision of investment services to each client, on
the basis of their personal needs, characteristics and objectives.

In order to ensure that financial instruments will be offered or recommended only when in the in-
terests of the client, investment firms offering or recommending the product manufactured by firms
which are not subject to the product governance requirements set out in this Directive or manufac-
tured by third-country firms should also have appropriate arrangements to obtain sufficient infor-
mation about the financial instruments”.

Article 16:
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“(3) An investment firm shall maintain and operate effective organisational and administrative ar-
rangements with a view to taking all reasonable steps designed to prevent conflicts of interest as de-
fined in Article 23 from adversely affecting the interests of its clients.

An itnvestment firm which manufactures financial instruments for sale to clients shall maintain, op-
erate and review a process for the approval of each financial instrument and significant adapta-
tions of existing financial instruments before it is marketed or distributed to clients.

The product approval process shall specify an identified target market of end clients within the rele-
vant category of clients for each financial instrument and shall ensure that all relevant risks to such
identified target market are assessed and that the intended distribution strategy is consistent with
the identified target market.

An investment firm shall also regularly review financial instruments it offers or markets, taking in-
to account any event that could materially affect the potential risk to the identified target market, to
assess at least whether the financial instrument remains consistent with the needs of the identified
target market and whether the intended distribution strategy remains appropriate.

An investment firm which manufactures financial instruments shall make available to any distribu-
tor all appropriate information on the financial instrument and the product approval process, in-
cluding the identified target market of the financial instrument.

Where an investment firm offers or recommends financial instruments which it does not manufac-
ture, it shall have in place adequate arrangements to obtain the information referred to in the fifth
subparagraph and to understand the characteristics and identified target market of each financial
instrument.

The policies, processes and arrangements referred to in this paragraph shall be without prejudice to
all other requirements under this Directive and Regulation (EU) No .../2014%, including those relat-
ing to disclosure, suitability or appropriateness, identification and management of conflicts of in-
terests, and inducements”.

Article 24:

“(1) Member States shall require that, when providing investment services or, where appropriate,
ancillary services to clients, an investment firm act honestly, fairly and professionally in accord-
ance with the best interests of its clients and comply, in particular, with the principles set out in this
Article and in Article 25.

(2) Investment firms which manufacture financial instruments for sale to clients shall ensure that
those financial instruments are designed to meet the needs of an identified target market of end cli-
ents within the relevant category of clients, the strategy for distribution of the financial instruments
is compatible with the identified target market, and the investment firm takes reasonable steps to
ensure that the financial instrument is distributed to the identified target market.

An investment firm shall understand the financial instruments they offer or recommend, assess the
compatibility of the financial instruments with the needs of the clients to whom it provides invest-
ment services, also taking account of the identified target market of end clients as referred to in Ar-
ticle 16(3), and ensure that financial instruments are offered or recommended only when this is in
the interest of the client”.
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The European Commission’s Consultation Paper on the review of MiFID22 (Commission Consulta-
tion) expressed the Commission’s view that the organisational requirements in the MiFID Imple-
menting Directive could be better specified by highlighting their relevance also at the stage when in-
vestment firms decide on their high-level business strategies and the products, operations and ser-
vices that will be offered to both retail and professional clients (section 7.3.3 entitled “Organisational
requirements for the launch of products, operations and services”).

Specifically, the Commission suggested that the MiFID Implementing Directive could be amended by
including the following:

i.  requiring investment firms to run an assessment of the compatibility of the product, service or
operation with the characteristics and needs of the clients to whom these products would be of-
fered;

ii. strengthening the duty of the compliance function in ensuring that procedures and measures are
in place to ensure the product, service or operation complies with all applicable rules including
those relating to disclosure, suitability/appropriateness, inducements and proper management
of conflicts of interest (including remuneration);

iii. ensuring as part of the organisational requirements for risk management that the risks to the
firm of new products, operations and services are adequately managed;

iv. stress-testing the products and services as appropriate;
v.  periodically reviewing the distribution and performance of products and services;

vi. ensuring that staff possess the necessary expertise to understand the characteristics and risk of
products and services provided and that they receive the appropriate training when new prod-
ucts are offered; and

vii. ensuring that the board of directors or a corresponding governing body has effective control over
the aspects mentioned above. In this regard, information about products and services could be
systematically included in compliance reports to senior management and made available to regu-
lators on request.

This content of the Commission Consultation is consistent with the final legislative text of MiFID II.
Other relevant work has also been taken into consideration in the development of these proposals, as
set out below:

i.  In November 2013, the European Supervisory Authorities issued an Article 5623 Joint Position
on “Manufacturers’ Product Oversight and Governance Processes24” setting out high-level prin-
ciples applicable to the oversight and governance processes of financial instruments. These prin-
ciples cover in particular the responsibilities of manufacturers and producers in setting up pro-
cesses, functions and strategies for designing and marketing financial instruments, as well as at
reviewing the life cycle of products.

22 European Commission Public Consultation: Review of the Markets in Financial Instruments Directive (MiFID), December 2010,

available at http://ec.europa.eu/internal market/consultations/docs/2010/mifid/consultation paper en.pdf

23 Regulation (EU) No 1095/2010, available at: http //www.esma. europa eu (sl[system(ﬁlesZReg 216 2010 ESMA.pdf
24 JC-2013-77, available at: http:
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In December 2013, the International Organisation of Securities Commissions (IOSCO) published
a report entitled “Regulation of retail structured products™s. This report includes a toolkit set-
ting out regulatory options for IOSCO members to use in their regulation of retail structured
products, with the goal of enhancing investor protection. The toolkit has five sections that are or-
ganised ‘along the value chain’ of the retail structured product market, from issuance to distribu-
tion to investment. The tools cover the following areas:

a. apotential overall regulatory approach to retail structured products;

b. potential regulation of the design and issuance of the products;

c. potential regulation of the disclosure and marketing of the products;

d. potential regulation of the distribution of the products; and

e. potential regulation of post-sales practices.

Lastly, in March 2014, ESMA published an Article 29(1)2¢ opinion on “Structured Retail Products
- Good practices for product governance arrangements27”. The opinion sets out non-exhaustive
examples of good practices aimed at facilitating a more consistent framework for SRPs across
Europe, with the intention of improving investor protection by illustrating arrangements that in-
vestment firms could put in place to improve their ability to deliver on investor protection (tak-
ing into account the nature, scale and complexity of their business). In particular the opinion sets

good practice examples relating to:

a. the complexity of the Structured Retail Products (SRPs) investment firms manufacture or
distribute;

b. the nature and range of the investment services and activities undertaken in the course of
that business, and

c. the type of investors investment firms target.28

Analysis

5. ESMA considers that:

1i.

the MiFID Implementing Directive should be amended by adding new provisions aimed at speci-
fying how investment firms manufacturing and/or distributing investment products should or-
ganise themselves in order to reduce, from an early stage, potential risks of mis-selling;

product governance arrangements should be considered broadly, meaning that they should also
apply, where relevant, to the provision of investment services; and

25 FR14/13, available at: http://www.iosco.org/library/pubdocs/pdf/IOSCOPD434.pdf
26 Regulation (EU) No 1095/2010, available at: http://www.esma.europa.eu/sl/system/files/Reg 716 2010 ESMA.pdf
27 ESMA/2014/332, available at: http://www.esma.europa.eu/system/files/2014-

332 esma opinion _structured retail products - good practices for product governance arrangements.pdf
28 Tt also highlights that, when an investment firm distributes a SRP manufactured by a firm which is not a MiFID firm, it is a good

practice for that firm to take all reasonable measures to verify that the manufacturer of that SRP ensures investors’ interests in a
similar way to the good practices contained in the opinion.
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iii. the measures are to be applied in an appropriate and proportionate manner, in line with the Mi-
FID proportionality principle, to different national legal and economic models.

In this context, ESMA proposes the introduction of two sets of policy proposals for product govern-
ance arrangements for:

i.  investment firms to adopt when manufacturing products (‘product governance obligations for
manufacturers’), and/or

ii. investment firms to adopt when deciding the range of products and services they intend to offer
to clients (“‘product governance obligations for distributors’).29

The proposals in this chapter are relevant for investment firms that that create, develop and design
products and offer the products directly to clients (manufacturer and distributor), investment firms
that develop products and offer these products to clients through other investment firms (manufac-
turers), and firms that offer clients products manufactured by third parties or other investment firms,
without being involved in the manufacturing of these products (distributors).

When an investment firm acts both as a manufacturer and a distributor of investment products, it
should be required to fulfil all relevant obligations set out for both manufacturers and distributors.

Where one legal entity is responsible for product manufacture and distribution, it need only have a
single product governance process (i.e. it need not duplicate its actions), so long as all relevant prod-
uct governance obligations are met.

In the context of a group, where the product is developed by one legal entity and distributed by a
separate legal entity, the product governance requirements set out for manufacturers and distributors
below apply to each entity depending on the activities undertaken.

The proposals aim to enhance investor protection by introducing specific oversight, control and
governance obligations on investment firms that manufacture financial instruments and on invest-
ment firms that distribute such products. ESMA expects that these proposals, in addition to existing
point of sale requirements, will help to ensure that new products and services are marketed or pro-
vided to the right investors.

Product governance obligations _for manufacturers

12.

ESMA considers that the obligations for manufacturers should include requirements for the follow-
ing:

i.  procedures and arrangements to ensure that conflicts of interest (including those related to re-
muneration) are properly managed as part of the product design, creation and development pro-
cess;

ii. governance processes to ensure effective oversight and control over the product design and
manufacture process;

29 ‘Distributor’ refers to an investment firm that offers and/or recommends the product to clients. In this context, ‘offers’ has a wide
application and is to be read in a broad sense.
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iii. the assessment of the potential target market for products designed and developed, to limit the
risk of products being sold to investors that are not compatible with their characteristics, needs
and objectives;

iv. the assessment of the risks of poor investor outcomes posed by products and the circumstances
that may cause these outcomes to occur;

v. due consideration of the charging structure proposed for products, and the extent to which this
can impact the outcomes for the target market;

vi. the provision of adequate information to distributors, to enable distributors to understand and
sell the product properly; and

vii. the regular review of the investment products offered or marketed, taking into account any event
that could materially affect the potential risk to the identified target market, to assess at least
whether the product remains consistent with the needs of the identified target market and
whether the intended distribution strategy remains appropriate.

13. ESMA proposes imposing a positive duty on firms to check that products function as intended, rather
than only requiring them to react when detriment becomes apparent or at issuance or re-launch of
the same product. ESMA has considered different options for the frequency of product reviews. These
are as follows:

Option 1: investment firms shall review investment products prior to any re-launch or further issue of
the same product;

Option 2: investment firms shall review investment products where they become aware, for example
from information supplied by distributors, of any event that could materially affect the potential risk
to investors;

Option 3: investment firms shall review investment products at regular intervals determined by the
firm, based on the product complexity, market conditions, the wider legal and regulatory environ-
ment and the needs, characteristics and objectives of the target market; and

Option 4: investment firms shall review investment products on an annual basis.

14. These options are not mutually exclusive and ESMA proposes that options 1, 2 and 3 should apply.
Rather than prescribe the frequency of these reviews, however, ESMA proposes that firms should
consider how regularly to review their products based on relevant factors. More innovative invest-
ment strategies that rely on complicated investment structures, for example, should probably be re-
viewed more often than simpler and longer-established strategies.

Product governance obligations for distributors
15. ESMA considers that the obligations for distributors should include requirements for the following:

i.  product governance processes to ensure that the products and services that investment firms in-
tend to offer are compatible with the characteristics, objectives and needs of an identified target
market. ESMA considers that these processes should also take into account how the products
and services relate to other applicable MiFID conduct of business and organisational require-
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ments. For example, investment firms should consider if a product has features that are difficult
to explain to the target market or if there is no sufficient information available on a specific
product and how it may need to adapt its sales processes as a result;

the periodic review of product governance arrangements to ensure that they remain robust and
fit for purpose;

the provision of sales information to manufacturers, to assist manufacturers in meeting their
post-sale product governance responsibilities. This requirement would be particularly helpful
where manufacturers work with third-party distributors. Such information could include, for ex-
ample, copies of promotional material and other information to support product reviews carried
out by manufacturers;

the involvement of the compliance function in the development and periodic review of product
governance arrangements, in order to detect any risk of failure by distributors to comply with
their obligations in this chapter;

the endorsement of the management body or other corresponding governing body of the range of
investment products and services that will be offered and their respective target markets, and the
provision of information to senior management in the compliance function’s periodic reports to
the management body; and

when investment products are manufactured or issued by third-country firms or non-MiFID
firms, distributors should take all reasonable steps to ensure that the level of product infor-
mation obtained from the manufacturer/issuer is of a reliable and adequate standard to ensure
that products will be distributed in accordance with the characteristics, objectives and needs of
the target market.

ESMA considers that distributor product governance arrangements may apply to more than one firm
where different firms work together in the distribution of a product (for example, if a product is rec-
ommended by one firm but the transaction takes place using the platform of another firm). In such
cases, the final distributor in the chain (i.e. the firm with the direct client relationship) has ultimate
responsibility to meet the product governance obligations but the intermediate distributor firm(s)
must:

ii.

iii.

ensure that relevant product information is passed from the manufacturer to the final distributor
in the chain;

similarly, if the product manufacturer requires information on product sales in order to comply
with their own product governance obligations, the intermediate firm must enable them to ob-

tain it; and

apply the product governance obligations for manufacturers, as relevant, in relation to the ser-
vice they provide.
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17. The proposals in this chapter do not override responsibilities in other directives, such as the Prospec-

tus Directive3c and UCITS.3!

Draft technical advice

Product governance obligations _for manufacturers

The proposals set out below should apply to investment firms manufacturing investment products —
i.e. those firms that create, develop and design investment products.32

The investment firm shall maintain procedures and measures to ensure the design of the product
complies with the requirements relating to the proper management of conflicts of interest (including
remuneration). In particular, when an investment firm develops a new product, it should be reviewed
to ensure that the product design, including the product features, does not adversely affect clients or
lead to problems with market integrity by enabling the firm to mitigate and/or dispose of its own risks
or exposure to the underlying assets of the product, where the investment firm already holds the un-
derlying assets on own account.33

An analysis of potential conflicts of interests should be conducted each time a product is generated. In
particular, the analysis should look at whether the product creates a situation where the client may be
adversely affected if they take:

i.  an exposure opposite to the one previously held by the firm itself; or
ii. an exposure opposite to the one that the firm wants to hold after the sale of the product.

A firm shall ensure that relevant staff possess the necessary expertise or receive the appropriate
training to understand the characteristics and risk of the products they want to manufacture before
new products are manufactured.

A firm shall ensure that the management body or a corresponding governing body has effective con-
trol over the firm’s product governance process. In this regard, information about the products a firm
manufactures should be systematically included in compliance reports to the management body and
made available to NCAs on request.

Where investment firms collaborate with a third party based in a non-EEA Member State to create or
manage a product, they shall outline their mutual responsibilities in a written agreement.

When designing products, the firm shall identify the potential target market for each product and be
able to specify the type(s) of client for whose needs, characteristics and objectives the product is com-

30 Directive 2003/71/EC of the European Parliament and of the Council of 4 November 2003 on the prospectus to be published when

securities are offered to the public or admitted to trading and amending Directive 2001/34/EC (as amended).

31 Directive 2009/65/EC of the European Parliament and of the Council of 13 July 2009, on the coordination of laws, regulations and

administrative provisions relating to undertakings for collective investment in transferable securities (UCITS) (as amended).

32 Product governance obligations shall also apply to manufacturers when providing investment services which are distributed
through other parties.

33 In these circumstances, the first risk to consider is regarding the conflict of interests with clients. Nevertheless, the firm should also
consider whether the product may represent a significant threat to the orderly functioning and integrity of financial markets or to the

stability of the whole or part of the financial system before deciding to proceed with the launch of the product.
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11.

patible. As part of this process, the firm should identify any groups of investors for whose needs,
characteristics and objectives the product is not compatible. Where an existing product is changed,
and this change is significant for the operation of the product, the firm shall re-determine the target
market for that product. Where the firm makes significant adaptations to existing products the firm
shall re-determine the target market of these products.

The target market must be specified at a sufficiently granular level to avoid the inclusion of any
groups of investors for whose needs, characteristics and objectives the product is not compatible.

Investment firms shall undertake a scenario analysis of their products. These tests should assess the
risks of poor investor outcomes posed by the product and what circumstances might cause these out-
comes to occur. They could, for example, assess the product under negative conditions covering what
would happen if (the following list is non-exhaustive and other tests may be appropriate):

i.  the market environment deteriorated;

ii. the manufacturer or a third party involved in manufacturing and or functioning of the product
experiences financial difficulty;

iii. the product fails to become commercially viable;

iv. demand for the product is much higher than anticipated, putting strain on the firm’s resources or
on the dynamics of the underlying product; and

v. counterparty risk materialises.

Investment firms shall consider the charging structure proposed for the product, checking for exam-
ple that (the following list is not exhaustive):

i.  product costs and other charges are compatible with the needs, objectives and characteristics of
the target market;

ii. charges do not undermine the return expectations of the product. For example, it is unlikely to
be appropriate for a tax advantaged financial product to have costs or charges that equal, or ex-
ceed, the expected tax benefit for investors. It is important, during the product design process,
that the firm ensures that the fees do not remove almost all the tax advantages. The product’s fi-
nal risk/reward profile has to be considered to identify which needs it potentially meets, and to
which kind of investor it may be sold;

iii. product design is driven by features that benefit the client and not by a business model that is
dependent on poor client outcomes; and

iv. the charging structure of the product is appropriately transparent for the target market (e.g. it
should not be too complex to understand or disguise charges).

Investment firms shall ensure that the provision of information and details about an investment
product to distributors is of an adequate standard to enable distributors to understand and sell the
product properly. This should include information about the appropriate sales channel for the prod-
uct, the product approval process and the target market assessment. Firms remain subject to the
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12.

13.

14.

15.

overarching disclosure requirements in Article 24 of MiFID II.

Investment firms shall review the investment products they offer or market on a regular basis, taking
into account any event that could materially affect the potential risk to the identified target market.

Firms should determine how regularly to review their products based on relevant factors (for exam-
ple, innovative investment strategies that rely on complicated investment structures should be re-
viewed more frequently than simpler and longer-established strategies). Investment firms should re-
view investment products: prior to any further issue or re-launch; if they become aware of any event
that could materially affect the potential risk to investors; and at regular intervals to investigate
whether the products function as intended.

When reviewing existing products, the firm should consider if the product remains consistent with
the objectives, characteristics and needs of the target market and consider if the product is being dis-
tributed to the target market, or is reaching clients for whose needs, characteristics and objectives the
product is not compatible. As part of this review, the firm shall make its best effort to identify crucial
events that would affect the potential risk or return expectations of the product. For example (the fol-
lowing list is not exhaustive):

i.  the crossing of a threshold that will affect the return profile of the product (for instance if a refer-
ence index has decreased by 5%, the return rate of the product will fall from 10% to 1%);

ii. the solvency of certain issuers whose securities or guarantees may impact the performance of the
product; and

iii. other changes in the financial environment that will affect the assumptions used for the design of
the product.

The firm shall make its best effort to identify events that would affect the potential risk or return
expectations of the product and, when such an event occurs, firms should consider the impact and
take appropriate action. This action could include (the following list is not exhaustive):

i.  the provision of any relevant information on the event and its consequences on the product to
the clients, or the distributors of the product if the firm does not offer directly the product to the
clients;

ii. changing the product approval process;

iii. stopping further issuance of the product; and

iv. changing the product to avoid unfair contract terms; or if they become aware the product is not
being sold as envisaged (for example, if a product was designed for a niche market of sophisticat-

ed investors but is being sold to a much larger group of clients), investment firms may need to
consider whether the sales channels through which the products are sold are appropriate.

Product governance obligations for distributors

16.

The obligations for distributors should apply to investment firms when deciding the range of products
(issued by itself or other investment firms) and services they intend to offer to clients. These pro-
posals also apply to distributors selling investment products issued by entities that do not fall under
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17.

18.

19.

20.

21.

22,

23.

MiFID scope (e.g. if they distribute bonds issued by a car company).

When deciding the range of investment products and services that will be offered, investment firms
shall have in place adequate product governance arrangements to ensure that products and services
they intend to offer are compatible with the characteristics, objectives and needs of an identified tar-
get market.34 In this regard, investment firms should identify and assess appropriately the circum-
stances and needs of the clients that they intend to focus on, so as to ensure that clients’ interests are
not compromised as a result of commercial or funding pressures. As part of this process, the firm
should identify any groups of investors for whose needs, characteristics and objectives the product or
service is not compatible. This obligation should apply without prejudice to any assessment of appro-
priateness or suitability to be subsequently carried out by the investment firm in the provision of in-
vestment services to each client.35

When deciding the range of investment products and services that will be offered and the respective
target markets, investment firms shall maintain procedures and measures to ensure compliance with
all applicable MiFID requirements including those relating to disclosure, suitability/appropriateness,
inducements and proper management of conflicts of interest. In this context, particular care should
be given when distributors intend to offer new products or there are variations to the services they
provide.

Investment firms shall periodically review and update product governance arrangements already put
in place in order to ensure that they remain robust and fit for their purpose, taking appropriate ac-
tions where necessary.

Firms shall review the investment products they offer or market on a regular basis, taking into ac-
count any event that could materially affect the potential risk to the identified target market, to assess
at least whether the product remains consistent with the needs of the identified target market and
whether the intended distribution strategy remains appropriate. If distributors become aware that
they have mis-judged the target market for a specific product or that a given product no longer meets
the circumstances of the identified target market (e.g. if the product becomes illiquid due to market
trend changes), they should reconsider the target market and/or update the product governance ar-
rangements already put in place as appropriate.

Distributors should provide the manufacturer with sales information to support product reviews
carried out by manufacturers.

Investment firms’ compliance function shall be involved in the development and periodic review of
product governance arrangements in order to detect any risk of failure by distributors to comply with

their obligations in this chapter.

Investment firms shall ensure that the relevant staff involved in the development of product govern-

34 As explained above, manufacturers designing products that are distributed through other investment firms have to ascertain the
needs and characteristics of clients for whom the product is compatible on a theoretical basis (potential target market, see paragraph
7 since they do not have a direct relationship with clients. Conversely, distributors — based on the information on their own clients
and taking into account the information obtained by manufacturers - ought to identify the needs and characteristics of the group of
clients to whom they are effectively going to offer the product, as well as define how they are going to distribute it. When an invest-
ment firm acts both as a manufacturer and a distributor, one target market assessment only shall be required.

35 It must be clear that the analysis of the target market for the purposes of product governance arrangements is distinct from and
does not replace the suitability/appropriateness assessments which are conduct of business rules that take place for each specific
transaction concluded by a given investor in relation to a given product.
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ance arrangements fully understand the characteristics and risks of products and services that will be
offered as well as the characteristics, objectives and needs of the identified target market.

24. Investment firms shall ensure that the management body, if applicable, or a corresponding governing
body endorses the range of investment products and services that will be offered and the respective
target markets. In this regard, information about the investment products and services offered should
be systematically included in the compliance function’s periodic reports to the management body.

25. When investment products are manufactured/issued by investment firms that fall under the MiFID
scope, distributors shall obtain information to gain the necessary understanding and knowledge of
the products they intend to offer in order to ensure that these products will be distributed in accord-
ance with the characteristics, objectives and needs of the target market.3¢

26. When investment products are manufactured/issued by third-country firms or non-MiFID firms,
distributors shall take all reasonable steps to ensure that the level of product information obtained
from the manufacturer/issuer is of a reliable and adequate standard to ensure that products will be
distributed in accordance with the characteristics, objectives and needs of the target market. Where
all relevant and material information is not publicly or otherwise available, the reasonable steps re-
quired of the distributor include an agreement with the manufacturer or its agent that the manufac-
turer or its agent will provide all relevant information. Publicly available information may only be ac-
cepted if it is clear, reliable and produced to meet directive requirements, such as the requirements in
the Prospectus Directive or in the Transparency Directive.37 This obligation is relevant for products
sold on primary and secondary markets and should apply in a proportionate manner, depending on
the degree to which publicly available information is obtainable and the complexity of the product.

27. Where different firms work together in the distribution of a product, the final distributor in the chain
(i.e. the firm with the direct client relationship) has ultimate responsibility to meet the product gov-
ernance obligations but the intermediate distributor firm(s) must:

i.  ensure that relevant product information is passed from the manufacturer to the final distributor
in the chain;

ii. similarly, if the product manufacturer requires information on product sales in order to comply
with their own product governance obligations, the intermediate firm must enable them to ob-
tain it; and

iii. apply the product governance obligations for manufacturers, as relevant, in relation to the ser-
vice they provide.

Q4. Should the proposed distributor requirements apply in the case of distribution of
products (e.g. shares and bonds as well as over-the-counter (OTC) products) available
on the primary market or should they also apply to distribution of products on the

36 When the issuer is an investment firm under MiFID, this obligation should be considered as complementary to the duty of manu-
facturers of making information on products available to distributors.

37 Directive 2004/109/EC of the European Parliament and of the Council of 15 December 2004 on the harmonisation of transparency
requirements in relation to information about issuers whose securities are admitted to trading on a regulated market and amending
Directive 2001/34/EC (as amended).
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secondary market (e.g. freely tradable shares and bonds)? Please state the reason for
your answer.

Q15. When products are manufactured by non-MiFID firms or third country firms and
public information is not available, should there be a requirement for a written
agreement under which the manufacturer must provide all relevant product infor-
mation to the distributor?

Q16. Do you think it would be useful to require distributors to periodically inform the
manufacturer about their experience with the product? If yes, in what circumstances
and what specific information could be provided by the distributor?

Q17. What appropriate action do you think manufacturers can take if they become aware
that products are not sold as envisaged (e.g. if the product is being widely sold to cli-
ents outside of the product’s target market)?

Q18. What appropriate action do you think distributors can take, if they become aware of
any event that could materially affect the potential risk to the identified target market
(e.g. if the distributor has mis-judged the target market for a specific product)?

Q19. Do you consider that there is sufficient clarity regarding the requirements of invest-
ment firms when acting as manufacturers, distributors or both? If not, please provide
details of how such requirements should interact with each other.

Q=2o0. Are there any other product governance requirements not mentioned in this paper
that you consider important and should be considered? If yes, please set out these ad-
ditional requirements.

Q21. For investment firms responding to this consultation, what costs would you incur in
order to meet these requirements, either as distributors or manufacturers?
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2.8. Safeguarding of client assets
Background/Mandate

Extract from the Commission’s request for advice (mandate)

ESMA is invited to provide, taking into account the above considerations, technical advice on govern-
ance and organisational arrangements concerning the safeguarding of client assets and the prevention
of unintended use of client financial instruments, on measures to ensure an appropriate use of TTCA
when dealing with non-retail clients, on arrangements to be adopted with respect to securities financing
transactions, on how to further strengthen the due diligence requirements, including diversification, for
firms depositing client funds, on recording and disclosure requirements with respect to inappropriate
custody liens or similar rights, to the extent this is allowed or required by certain regulatory regimes,
over client assets as well as on measures aiming to increase the effectiveness of segregation require-
ments.

1. The following MiFID II provisions are relevant:

Article 16:

“(8) An investment firm shall, when holding financial instruments belonging to clients, make ade-
quate arrangements so as to safeguard the ownership rights of clients, especially in the event of the
investment firm's insolvency, and to prevent the use of a client's financial instruments on own ac-
count except with the client's express consent.

(9) An investment firm shall, when holding funds belonging to clients, make adequate arrange-
ments to safeguard the rights of clients and, except in the case of credit institutions, prevent the use
of client funds for its own account.

(10) An investment firm shall not conclude title transfer financial collateral arrangements with re-
tail clients for the purpose of securing or covering present or future, actual or contingent or pro-
spective obligations of clients.

[.]

(12) The Commission shall be empowered to adopt delegated acts in accordance with Article 89 to
specify the concrete organisational requirements laid down in paragraphs 2 to 10 of this Article to
be imposed on investment firms and on branches of third-country firms authorised in accordance
with Article 41 performing different investment services and/or activities and ancillary services or
combinations thereof”.

2. In developing its proposals, ESMA has considered the Commission Consultation, the recently pub-
lished Recommendations Regarding the Protection of Client Assets38 by IOSCO, and the consultation

38 Recommendations Regarding the Protection of Client Assets, IOSCO, January 2014, available at
http://www.iosco.org/library/pubdocs/pdf/IOSCOPD436.pdf
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document of the Financial Stability Board (FSB) on the Application of the Key Attributes of Effective
Resolution Regimes to Non-Bank Financial Institutions.39

3. The IOSCO recommendations establish 8 principles applicable to firms and their regulators, which
relate to:

i.  appropriate record-keeping;

ii. regular statements to clients;

iii. arrangements to protect clients’ rights;

iv. consideration of risks of placing client assets in foreign jurisdictions;

v. risk disclosure to clients;

vi. controls in the event of waiver or modifications of clients assets protections;
vii. regulators overseeing compliance; and

viii. regulators consideration when assets are placed in foreign jurisdictions.

4. ESMA considers that it would be useful to incorporate these recommendations, to the extent they are
relevant, to the arrangements of safeguarding client assets.

5. The provisions relating to the safeguarding of client assets contained in the MiFID Implementing
Directive (Articles 16 to 20) are as follows:

i.  Article 16 relates to both client financial instruments and funds, covering organisational re-
quirements. These include maintaining accurate records and accounts that distinguish client as-
sets from the firm’s own and those of one client from those of another, conducting reconcilia-
tions between internal and third-party records, separate identification of client and firm assets
held at third parties, and measures to adequately protect any assets held;

ii. Articles 17 and 18 relate to the depositing client financial instruments and funds at third parties,
ensuring appropriate due diligence in their selection, and that such third parties and their juris-

dictions are subject to appropriate oversight;

iii. Article 19 places restrictions on the use of client financial instruments by investment firms, in-
cluding requirements for client consent and organisational arrangements; and

iv. Article 20 requires external audits for investment firms.

6. Based on this, ESMA proposes advising the Commission on the following:

39 See Key Attributes of Effective Resolution Regimes for Financial Institutions, FSB, October 2011, available at

http://www.financialstabilityboard.org/publications/r 111104cc.pdf and Application of the Key Attributes of Effective Resolution

Regimes to Non-Bank Financial Institutions: Consultative Document, FSB, August 2013, available at

http://www.financialstabilityboard.org/publications/r 130812a.pdf
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i.  governance arrangements in investment firms concerning the safeguarding of client assets;
ii. indiscriminate use of Title Transfer Collateral Arrangements (TTCA);
iii. securities financing, TTCA and collateralisation;

iv. diversification of an investment firm’s holding of client funds as part of due diligence require-
ments;

v. inappropriate custody liens on client financial instruments and funds;
vi. segregation of client financial instruments in third country jurisdictions;
vii. preventing unintended use of client financial instruments; and

viii. making information easily available to insolvency practitioners.

In order to strengthen investor protection in this area, ESMA proposes introducing additional re-
quirements in respect of both client instruments and client funds. ESMA is proposing that firms
should have proper and specific governance in place to ensure the safeguarding of client assets. More
specifically, ESMA proposes addressing concerns around inappropriate lending of, and liens over cli-
ent assets; and restricting any inappropriate activity in this area; increasing disclosure to clients; and
addressing, through diversification, the contagion risk to client funds that occurs when held exclu-
sively in group banks.

Analysis

Governance arrangements in investment firms concerning the safeguarding of client assets

8.

10.

The responsibility for meeting requirements of the MiFID Implementing Directive on the safeguard-
ing of client assets may in practice be spread across diverse areas and departments, especially in very
large and complex institutions. After the first wave of the crisis in 2008, it emerged from supervisory
experience that some insolvencies were complicated by the absence of a single person taking overall
responsibility for the firm fulfilling its obligations under these requirements.

Notwithstanding the existing requirements relating to the compliance function under Article 6 of the
MiFID Implementing Directive, there is currently no requirement under MiFID I to appoint a single
officer with responsibility for operational oversight over the safeguarding of client assets. If there is
insufficient seniority and oversight within a firm to raise issues relating to client assets, this could re-
duce the effectiveness of controls over what are often complex operations in this area, and increase
the risk that senior management may receive limited or incomplete reporting these matters.

The safeguarding of client assets is an important part of the MiFID investor protection requirements.
A situation where firms do not have overarching sight of their means of meeting their obligations in
this area is not satisfactory. The appointment of a single officer with responsibility for matters relat-
ing to the safeguarding of client instruments and funds would reduce these risks of fragmented re-
sponsibility, in an analogous way to the requirements for the compliance function in Article 6 of the
MiFID Implementing Directive (albeit in this case limited to the specific topic of client assets).
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11. In a small firm it may be proportionate for the compliance officer to fulfil this role. Where a firm has
responsibility for safeguarding a significant amount of client assets or has complex associated opera-
tions, it may be more appropriate for a separate officer to have operational oversight.

Indiscriminate use of title transfer collateral arrangements (TTCA)

12. The definition of TTCA is included in the Financial Collateral Directive (FCD)4° as referred to in
MiFID I, Recital 27(b): “ title transfer financial collateral arrangement’ means an arrangement, in-
cluding repurchase agreements, under which a collateral provider transfers full ownership of fi-
nancial collateral to a collateral taker for the purpose of securing or otherwise covering the perfor-
mance of relevant financial obligations; (FCD Article 2(1)(b))”.

13. TTCA is alegal mechanism under which a firm takes full ownership of a client’s instruments or funds
so that they no longer belong to the client, who will not benefit from the MiFID protections that
would otherwise apply. Instead, under a TTCA, the client accepts the investment firm’s promise to re-
pay the funds or (equivalent) financial instruments. The nature of the risks involved for the client is
therefore significantly altered.

14. TTCA can be used in the course of some types of transactions such as repos or re-hypothecation in
prime brokerage. There are numerous risks with TTCA.

15. Article 16(10) of MiFID II prohibits TTCA arrangements for retail clients when it is “for the purpose
of securing or covering clients present or future, actual or contingent or prospective obligations”.
Due to the broad possibilities of using TTCA for non-retail clients (i.e. professional clients and eligible
counterparties) under this provision, there is a risk that without further guidance on what is appro-
priate, investment firms could make use of such provisions indiscriminately.

16. The Commission Consultation highlighted that the indiscriminate use of TTCAs by investment firms
“would jeopardise the effectiveness of segregation of client assets requirements”. MiFID II clearly
sets out an obligation to safeguard client financial instruments and funds, and if TTCA is used without
proper consideration, it undermines the regime put in place to protect client assets.

17. ESMA considers that applying TTCA would be inappropriate:

i.  where a firm applies TTCA when there is only a very weak connection between the client’s liabil-
ity or consideration to the firm and the use of TTCA, including where the likelihood of a liability
arising is low or negligible;

ii. where the amount of client funds or financial instruments subject to TTCA far exceeds the cli-
ent’s liability, or is even unlimited if the client has any liability at all to the firm; or

iii. where firms insist that all clients’ assets must be subject to TTCA, without considering what obli-
gation each client has to the firm.

18. In order to mitigate the risk of blanket use of TTCA that amounts to bypassing the safeguarding
requirements required by MiFID II, one measure could be to require investment firms to consider
and to be able to demonstrate the appropriateness of any TTCA used with its clients by means of the

40 Directive 2002/47/EC.
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relationship between the client’s obligation to the firm and the client assets subjected to TTCA by the
firm; they should not be able to rely on TTCA as a means of bypassing MiFID safeguarding require-
ments. Under such a measure, firms may still make use of TTCA, provided that they have considered
and are able to demonstrate the appropriateness of TTCA.

In order to ensure that clients are properly informed of the risks involved in entering into a TTCA,
firms should highlight to clients the risks involved, and the effect of the TTCA on the client’s assets.

Many firms may already consider the extent of their client’s obligations in their use of TTCA. For
those that do not, there may be some costs involved in introducing measures to assess the appropri-
ateness of TTCA arrangements for their clients.

Securities financing transactions and TTCA

21.

22,

23.

ESMA considers that Article 16(10) of MiFID II prevents all use of TTCA by any party for retail cli-
ents. Similarly, ESMA considers that Article 19 of the MiFID Implementing Directive requires retail
client consent for the use of their assets by any party. ESMA believes that Article 16(10) of MiFID II
does not affect this use of client instruments under Article 19 of MiFID Implementing Directive - for
example, securities lending (which falls under the definition of ‘securities financing transaction’) -
when all the requirements of Article 19 are met.

By allowing some types of transactions under Article 19 of MiFID II that may in certain jurisdictions
require transfer of title, this could be understood as allowing collateral arrangements with retail cli-
ents for the purpose of securing or otherwise covering present or future, actual or contingent or pro-
spective obligations that are prohibited by Article 16(10) of MiFID II. ESMA is of the view that firms
should not be able to make use of Article 19 to effect arrangements that are prohibited under Article
16(10) of MiFID II.

ESMA does not envisage that this would mean that it is no longer possible to undertake arrangements
discussed in Article 19 of the MiFID Implementing Directive for retail clients. However, this does
mean that securities lending arrangements must be undertaken using an alternative legal mechanism.
ESMA does not consider that Article 16(10) of MiFID II will prevent any arrangements contemplated
under Article 19 of the MiFID Implementing Directive.

Securities financing transactions and collateralisation

24.

25.

The Commission Consultation identified that there was scope to include additional protections for
clients in relation to securities financing transactions. It specifically stated: “The Commission services
consider that the implementing directive could require firms, at least for retail client assets, to adopt
specific arrangements to ensure that the borrower of client assets (for instance in the case of stock
lending activities) provides the appropriate collateral and that the firm monitors the continued ap-
propriateness of such collateral and takes the necessary steps to maintain the balance with the val-
ue of client assets”.

ESMA considers that these are appropriate measures to protect retail clients and could also be suita-
ble for non-retail clients. While it seems that firms should already consider and have in place such
measures, since they would take such measures in respect of their own house financial instruments, if
a firm does not already have them in place, it could incur some one-off costs in developing systems
and on-going monitoring and maintenance.
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In line with IOSCO recommendations, to ensure oversight of activities contemplated under Article 19,
ESMA considers that the express prior consent of non-retail clients, while already required, should be
clear and recorded in writing or in a legally equivalent alternative means, and affirmatively executed
by the client.4

Considering diversification of investment firm’s holding of client funds as part of due diligence require-
ments

27.

28.

29.

30.

31.

The Commission Consultation proposed that investment firms consider diversification of client funds
as part of their due diligence requirements:

“Investment firms are required to place client funds into accounts opened with a central bank or a
credit institution or certain money market funds and, except for central banks, to exercise all due
skill, care and diligence in the selection and review of the institutions they choose. As a result of the
financial crisis, it has emerged that the concentration of client money in group entities may face the
risk of contagion when intra-group insolvency occurs. The Commission services consider that diver-
sification in the placement of client funds could be one of the criteria of conducting the due diligence
and that implementing acts could be proposed in this area”.42

Under Article 18 of the MiFID Implementing Directive investment firms must, on receiving any client
funds, promptly place those funds into one or more accounts opened with any of the following: a cen-
tral bank; a credit institution authorised in accordance with the Banking Consolidation Directive43; a
bank authorised in a third country; or a qualifying money market fund. For example, stockbrokers
could receive and hold their clients’ funds, in connection with the investment services they are provid-
ing, which they then deposit with a third party (for instance, in a deposit account at a credit institu-
tion). Though the MiFID Implementing Directive includes due diligence requirements for the selec-
tion of a third party in which to place client funds44, there are no requirements to consider diversifica-
tion.

These proposals regarding diversification and those below do not apply to: credit institutions in
relation to deposits as per Article 18(1) of the MiFID Implementing Directive; or where the invest-
ment firm does not hold the money (for example, where the client has their own bank account and the
investment firm has a mandate to instruct the bank).

If an investment firm places all the client funds that it is holding in a single institution, this could
cause significant risk to client funds. This is because in the event of the failure of the institution where
the funds are held, there is significant risk of diminution and loss, or that all clients’ funds will be sub-
ject to insolvency proceedings.

Investment firms take into account factors such as diversification when considering where to place
their own funds, so it seems reasonable to expect them to make the same kinds of considerations
when dealing with client funds. There may be many factors to take into account as part of the re-
quirement under Article 18(3) of the MiFID Implementing Directive to “exercise all due skill, care
and diligence”, which could vary significantly between different investment firms. It is therefore ap-
propriate for firms to make their own judgement about the factors for consideration.

41 See Recommendations Regarding the Protection of Client Assets, IOSCO, January 2014, Principle 6, page 6.

42 Public Consultation: Review of the Markets in Financial Instruments Directive (MiFID), December 2010, p 71.
43 Directive 2000/12/EC.

44 MiFID Implementing Directive, Article 18(3).
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Requiring firms to make such a judgement should be proportionate because a firm’s considerations
would be in proportion to the scale, nature and complexity of their business. A very large and complex
firm with a highly differentiated client base may have to consider many more factors than a smaller
firm with a simpler business model and a more homogenous client base. However, considering diver-
sification should always be in proportion to particular circumstances of each firm. In the light of the
firm’s existing due diligence obligations, it does not seem that this extra consideration would impose
a significant additional cost burden.

It is important to note that, after consideration, some firms may conclude, bearing in mind all their
particular circumstances and having undertaken the required due diligence, that it is appropriate for
them to select one institution for holding client funds. For example, a firm may conclude that given
the small balance of client funds it holds, the credit worthiness of the bank it intends to use and for
operational risk reasons, that one bank is sensible. Another firm in a different scenario may conclude
that more than one banking relationship is suitable. However, while it may sometimes be proportion-
ate and appropriate for a firm to hold all client funds in one bank, firms should not assume that this is
the case, and in line with the existing due diligence requirements, should review such arrangements
periodically.

The proposals in this chapter are intended to apply specifically to client funds deposited in accord-
ance with Article 18 of the MiFID Implementing Directive, and not to interfere with the operational
necessities of undertaking transactions for clients. To this end, where a firm has transferred client
funds to a transaction account in order to make a specific transaction, such funds should not be sub-
ject to a requirement to diversify, for example where a firm has transferred funds to a clearing house
or exchange in order to pay a margin call.

Intra-group deposits of client funds

35.

36.

37

When, after considering the existing due diligence requirements in Article 18(3) of the MiFID Imple-
menting Directive, an investment firm places a large proportion (or even all) of the client funds for
which they are responsible with a credit institution in their own group, they subject these funds to
significant contagion risk, in addition to the general risk of concentration arising when all funds are
placed at a single institution. This is because the failure of one firm in a group is frequently followed
by the failure of the other firms in the same group. If the investment firm itself fails, the other firms in
the group, including the credit institution, are likely to follow suit shortly thereafter - subjecting the
funds to significant risk. For example, on the failure of the investment firm Lehman Brothers Interna-
tional (Europe) in 2008, this was the case for various firms in the Lehman group.

All of the investment firm’s client funds are simultaneously subject to loss or insolvency proceedings
if the investment firm fails and all the client funds are held within the same group. The risk of this oc-
curring is different to the general concentration risk addressed by the separate proposal to consider
the need for diversification generally, even where investment firms deposit client money outside of
their own group. If an investment firm places client money with a single institution, there is still con-
centration risk, but the risk of failure of that institution is separate from the risk of failure of the in-
vestment firm itself.

In addition to the general requirement to consider the need for diversification of holdings of client
funds, a specific limit on the percentage of client funds that can be deposited at an intra-group credit
institution may significantly reduce the risk of loss or diminution of client funds in the event of a
firm’s insolvency, addressing the contagion risk inherent in placing all client funds with a credit insti-
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tution in the same group. This may also reduce any potential conflicts with the existing due diligence
requirements in Article 18(3) of the MiFID Implementing Directive.

The portion of client funds that is deposited outside the group in accordance with the intra-group
proposed approach should of course be subject to due diligence requirements as presented in the pre-
vious section.

When considering the need for diversification generally, concentration risk (the risk arising when
placing all client funds in a single institution) is dependent on varying factors in the particular situa-
tion a firm is subject to, such as the total balance of client funds held, the operational risks of using
more than one institution and the credit worthiness of the institution in question.

When considering contagion risk (the risk that when one firm in a group fails, the other firms will also
fail) the most appropriate way to deal with this risk would be, as proposed above, to diversify funds
outside of the group by limiting the percentage of client funds that can be deposited at an intra-group
credit institution. However, ESMA considers that the assessment of proportionality described in rela-
tion to the concentration risk can also be relevant in the case of intra-group deposits of client funds
and investment firms might still consider retaining the funds within the group. In particular, smaller
investment firms with small balances of client money, having considered both concentration and con-
tagion risks might still, for operational reasons, consider retaining the funds within the group. Due to
the different nature of the risk addressed, ESMA considers that, in the case of intra-group deposit of
client funds, investment firms should notify NCAs in advance about the reasons for not diversifying
funds outside of their group. ESMA expects NCAs to ensure a strict application of the proportionality
assessment in this area in order to avoid creating loopholes in the way in which the general in-
tragroup limit for depositing client funds outside the group is applied.

An intra-group limit would only be relevant where client funds are received and held as contemplated
by Article 18(1) of the MiFID Implementing Directive. It would not be relevant where an investment
firm does not receive client funds, for example, where it merely has control of a client bank account.
The proposal would also not apply to credit institutions in accordance with Article 18(1), in which case
the credit institution would be subject to the appropriate prudential regime and oversight addressing
the risks specific to banking. Consequently, some markets could be less affected by such a proposal
than others, depending on the prevalent model of holding client funds.

ESMA notes that some credit institutions could be relying on funds deposited by their intra-group
investment firms. Requirements that could see these funds withdrawn may impact on the liquidity
and capital of these credit institutions, thus having cost implications. The precise extent of this issue
is unknown, and could potentially result in significant unintended consequences.

Inappropriate custody liens over client financial instruments and funds and recording liens and other
encumbrances

43.

Currently, an investment firm is permitted to use a client’s assets under Article 13(7) and Article 13(8)
of MiFID I and Article 19 of the MiFID Implementing Directive where a client’s express consent is ob-
tained. The investment firm is obliged to inform the client about the existence of such security inter-
est or lien. Article 32(6) of the MiFID Implementing Directive states: “An investment firm shall in-
form the client about the existence and the terms of any security interest or lien which the firm has
or may have over the client's financial instruments or funds, or any right of set-off it holds in rela-
tion to those instruments or funds. Where applicable, it shall also inform the client of the fact that a
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depository may have a security interest or lien over, or right of set-off in relation to those instru-
ments or funds”.

In the case of a firm’s retail clients, their consent should be based, in part, on the firm having provid-
ed clear, full and accurate information on that use. Article 32(7) of the MiFID Implementing Directive
provides: “An investment firm, before entering into securities financing transactions in relation to
financial instruments held by it on behalf of a retail client, or before otherwise using such financial
instruments for its own account or the account of another client, shall in good time before the use of
those instruments provide the retail client, in a durable medium, with clear, full and accurate in-
formation on the obligations and responsibilities of the investment firm with respect to the use of
those financial instruments, including the terms for their restitution, and on the risks involved”.

It emerged from supervisory action in 2008 that in some cases when an investment firm is responsi-
ble for clients’ financial instruments and these are placed at a third party, the investment firm may
have agreed to liens over these instruments, which are of a general and wide-ranging nature. Exam-
ples of liens that were identified after the Lehman insolvency in 2008 included liens granting a third
party the right to dispose of financial instruments in the event of the default of the firm itself or its af-
filiate group entities (and not the client whose financial instruments are in question) to satisfy the
firm’s obligation to that third party. These types of arrangements do not meet the MiFID II obliga-
tions to protect clients’ rights and ensure the safekeeping of their financial instruments. Furthermore,
such liens are not likely to be clear and transparent to clients until insolvency, as the client will not be
party to the agreement, so that the client is not aware of the risks they face.

One measure to mitigate the risk of investment firms agreeing to unsuitable liens and rights of set off
over the client assets they hold in accordance with MiFID could be the introduction of an explicit pro-
hibition on allowing liens over client assets that would allow a third party to dispose of these in order
to recover debts that do not relate to the clients or provision of services to the clients.

ESMA is aware that there may be some third country jurisdictions in which the holding of client
assets may require general and wide-ranging liens to be granted. This could mean that these assets
are used to pay off unrelated debts or charges, such as the investment firm’s own debts or its affiliate
group entities. In order to prevent the risk of clients going uninformed of the risks associated with
such liens where a firm is obliged to grant one, one measure could be to provide for specific risk dis-
closure requirements.

This area has also been addressed by international work streams. Principle 3(5) of the IOSCO rec-
ommendations states: “An intermediary should be aware of the effect of liens and other encum-
brances on client assets and take appropriate steps to ensure that any such lien or encumbrance is
only granted to the extent, if any, permitted by the regulatory regime, including with respect to any
requirement for client consent. Each intermediary should consider the best interest to the clients to
the extent it has a choice in agreeing to liens or encumbrances”.

For firms with large client bases carrying out business in multiple jurisdictions, there could be notable
cost implications of reviewing and potentially renegotiating existing agreements. Such costs should be
proportionate in the sense that they should be in relation to the scale and complexity of the firm’s
business. There may be some on-going costs in respect of risk warnings to clients.

As noted above, the existence of some liens or similar rights over client funds or financial instruments
may be valid. In accordance with IOSCO Principles 1 and 3, such security interests or other encum-
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brances, where granted by the firm or where the firm has been informed that they are granted, should
be recorded in the firm’s own records. This should make the ownership status of client assets clearer,
especially in the event of insolvency.

Segregation of client financial instruments in third country jurisdictions

51.

52.

53

Articles 16(1)(d) and (e) of the MiFID Implementing Directive require investment firms to ensure that
any client assets deposited with a third party are “identifiable separately from the financial instru-
ments belonging to the investment firm and of that third party, by means of differently titled ac-
counts” or “held in an account or accounts identified separately from any account used to hold funds
belonging to the investment firm”.

Normally, an investment firm will be able to open the requisite number of accounts or sub-accounts
with a third party in order to achieve this segregation. Article 16(2) of the MiFID Implementing Di-
rective recognises that there can be situations where applicable national law may prevent compliance
with the need to segregate. In this case, “Member States must prescribe the measures that invest-
ment firms must take”.

In order to counter the risk of investment firms inappropriately relying on the possibility of ‘other
equivalent measures’ outlined in Article 16(1)(d) of the MiFID Implementing Directive, firms should
only be able to rely on this provision when they are unable to comply with the segregation require-
ments in third country jurisdictions due to reasons of applicable law or market practice. In these in-
stances, a specific disclosure should be made to make clients aware that they do not benefit from the
protections as envisaged under MiFID when firms must rely on ‘other equivalent measures’.

Preventing unintended use of client financial instruments

54.

55-

56.

57

Article 16(8) of MiFID II contains a general prohibition on using client financial instruments without
client consent (which remains unchanged from Article 13(7) of MiFID I). This is currently expanded
in Article 19 of the MiFID Implementing Directive, which sets out the conditions, including client
consent, for using client financial instruments. The measures proposed in this section aim to
strengthen organisational requirements in order to prevent unintended use of client financial instru-
ments and are intended to supplement MiFID I measures, including those of Article 19 of the MiFID
Implementing Directive.

One situation that poses a risk of unintended use of client financial instruments relates to the use of
automated settlement systems and omnibus accounts opened at a central securities depositary (CSD)
containing securities of a fungible nature, for example, where an investment firm holds a number of
shares in a company for several of its clients. A risk can arise in sales transactions where the instru-
ments are not available on the client’s account on the transaction date, and where the delivery and
settlement will occur at some future date on an automated basis.

In such instances, it could be possible for fungible securities held in an omnibus account to be deliv-
ered on the settlement date without them being available on the client’s account, and therefore the as-
sets of an unrelated client used to settle the transaction. It is therefore particularly important for the
investment firm to make sure that the client has the corresponding instruments available on their ac-
count on the settlement date to avoid to delivering securities belonging to other clients, especially
where this process could be carried out on an automated basis.

The measures the investment firm could take to avoid this risk include:
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i.  the conclusion of agreements with clients on measures to be taken by the investment firm in case
the client does not have the provision on its account on the settlement date (e.g. borrowing of the
corresponding securities on behalf of the client or unwinding the position);

ii. the close monitoring, by the investment firm, of its projected ability to deliver on the settlement
date and the putting in place remedial measures if this cannot be done; and

iii. the close monitoring and prompt requesting of undelivered securities outstanding on the settle-
ment day and beyond.

Making information easily available to insolvency practitioners and relevant authorities and strength-
ening record-keeping requirements

58.

59.

60.

Another risk of fragmented oversight of the obligations under safeguarding of client assets is the risk
of severe delays in accessing information relating to client financial instruments and funds in order to
return these to clients. Insolvency practitioners responsible for returning client money and assets
sometimes have significant difficulty in gathering basic information. This is particularly relevant in a
situation where there is weak oversight of compliance with the various obligations relating to the
safeguarding of client assets.

Such information needs are often required promptly in order for an insolvency practitioner to take
action following their appointment to safeguard the client assets, for example, to request freezing or-
ders or the immediate return of funds. Competent authorities such as regulators and those responsi-
ble for the resolution of failed institutions may also need prompt access to such information not nec-
essarily only in the event of insolvency.

One way to mitigate this risk would be to require firms to hold basic information and information
under existing record-keeping requirements relating to the safeguarding of client assets in a way that
can be easily accessed by an insolvency practitioner at short notice. This would help clients’ rights to
their financial instruments and funds, and potentially increase the speed of their return after insol-
vency. Investment firms could be obliged under such a requirement to include the following infor-
mation:

i.  related internal accounts and records (such as reconciliations, client ledgers, cash books etc.)
that readily identify the balances of funds and instruments held for each client;

ii. (where client funds are held by the investment firm in accordance with Article 18 of the MiFID
Implementing Directive) details of the accounts where client funds are held (bank or qualifying
money market fund) and the relevant agreements with those entities;

iii. (where financial instruments held by the investment firm in accordance with Article 17 of the
MiFID Implementing Directive), details of accounts opened with third parties and the relevant
agreements with those entities;

iv.  details of third parties carrying out any related (outsourced) tasks;

v. key individuals of the firm involved in related processes, including those responsible for over-
sight of the firm’s requirements in relation to the safeguarding of client assets; and

vi. relevant client agreements.
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ESMA believes that firms should already maintain such information, although not all firms may
maintain it in a way that could be accessed at very short notice. The cost implications of making the
necessary systems changes to enable firms to retrieve the data will vary significantly between firms
depending on their existing arrangements, and depending on the scale and complexity of the busi-
ness. Some firms may also face costs in terms of allowing systems to operate post-failure in order to
make information available to NCAs and insolvency practitioners.

In line with IOSCO Principle 1, the record-keeping requirements in existing Article 16 of the MiFID
Implementing Directive should be strengthened to add that the records should be maintained in such
a way ‘that they may be used as an audit trail’. This addition would permit an independent party to
verify the financial instruments and funds held for clients.

Draft technical advice

Governance arrangements concerning the safeguarding of client assets

1.

Investment firms should appoint a single officer with specific responsibility for matters relating to the
firm’s compliance with its obligations regarding the safeguarding of client instruments and funds.

In accordance with MiFID proportionality principle, investment firms shall decide where it is appro-
priate to attribute responsibilities for obligations under this proposal to a separate dedicated officer,
or where it may be appropriate for the compliance officer to have operational oversight for these obli-
gations.

Q22.

Q23.

Do you agree with the proposal for investment firms to establish and maintain a client
assets oversight function?

What would be the cost implications of establishing and maintaining a function with
specific responsibility for matters relating to the firm’s compliance with its obliga-
tions regarding the safeguarding of client instruments and funds?

Indiscriminate use of Title Transfer Collateral Arrangements (TTCA)

3.

Article 16(10) of MIiFID II prohibits TTCA arrangements for retail clients. For non-retail clients,
investment firms should not apply TTCA without proper consideration. TTCA is not appropriate:

i.  when there is only a very weak connection between the client’s liability or consideration to the
firm and the use of TTCA, including where the likelihood of a liability arising is low or negligible;

ii. where the amount of client funds or financial instruments subject to TTCA far exceeds the cli-
ent’s liability, or is even unlimited if the client has any liability at all to the firm; or

iii. where firms insist that all clients’ assets must be subject to TTCA, without considering what obli-
gation each client has to the firm.

Investment firms should consider and to be able to demonstrate the appropriateness of any TTCA
used with its clients by means of the relationship between the client’s obligation to the firm and the
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5.

client assets subjected to TTCA by the firm.

Where using TTCA, investment firms should highlight to clients the risks involved and the effect of
the TTCA on the client’s assets.

Q25.

Q26.

Q27.

Do you think that the examples in this chapter constitute an inappropriate use of
TTCA? If not, why not? Are there any other examples of inappropriate use of or fea-
tures of inappropriate use of TTCA?

Do you agree with the proposal to clarify that the use of TTCA is not a freely available
option for avoiding the protections required under MiFID? Do you agree with the
proposal to place high-level requirements on firms to consider the appropriateness of
TTCA? Should risk disclosures be required in this area? Please explain your answer. If
not, why not?

Do you agree with the proposal to require a reasonable link between the client’s obli-
gation and the financial instruments or funds subject to TTCA?

Do you already make any assessment of the suitability of TTCAs? If not, would you
need to change any processes to meet such a requirement, and if so, what would be
the cost implications of doing so?

Securities financing transactions and TTCA

6.

While some transactions permitted under Article 19 of the MiFID Implementing Directive may re-
quire the transfer of title, it should not be possible to make use of Article 19 to effect arrangements
that are prohibited under Article 16(10) of MiFID II.

Q28.

Are any further measures needed to ensure that the transactions envisaged under
Article 19 of the MiFID Implementing Directive remain possible in light of the ban on
concluding TTCAs with retail clients in Article 16(10) of MiFID II?

Securities financing transactions and collateralisation

7.

Investment firms should adopt specific arrangements for retail and non-retail clients to ensure that
the borrower of client assets provides the appropriate collateral and that the firm monitors the con-
tinued appropriateness of such collateral and takes the necessary steps to maintain the balance with
the value of client assets.

Where an investment firm enters into arrangements for securities financing transactions under
Article 19(1)(a) of the MiFID Implementing Directive, the express prior consent of a retail client
should be evidenced by signature or equivalent. The express prior consent of non-retail clients should
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be clear and recorded in writing or in a legally equivalent alternative means, and affirmatively execut-
ed by the client.45

Q=209. Do you agree with the proposal to require firms to adopt specific arrangements to
take appropriate collateral, monitor and maintain its appropriateness in respect of
securities financing transactions?

Q3o0. Is it suitable to place collateral, monitoring and maintaining measures on firms in
respect of retail clients only, or should these be extended to all classes of client?

Q31. Do you already take collateral against securities financing transactions and monitor
its appropriateness on an on-going basis? If not, what would be the cost of developing
and maintaining such arrangements?

Q32. Do you agree that investiment firms should evidence the express prior consent of non-
retail clients to the use of their financial instruments as they are currently required to
do so for retail clients clearly, in writing or in a legally equivalent alternative means,
and affirmatively executed by the client? Are there any cost implications?

Q33. Do you anticipate any additional costs in order to comply with the requirements pro-
posed in relation to securities financing transactions and collateralisation? If yes,
please provide details.

Considering diversification of investment firm’s holding of client funds as part of due diligence require-
ments

9. An investment firm that deposits client funds at a third party in accordance with Article 18(1) of the
MiFID Implementing Directive should consider the diversification of these funds as part of their due
diligence in the selection, appointment and periodic review of that third party (as set out in Article
18(3) of the MiFID Implementing Directive).

10. Where a firm has transferred client funds to a transaction account in order to make a specific transac-
tion, such funds should not be subject to a requirement to diversify.

Q34. Do you think that it is proportionate to require investment firms to consider diversifi-
cation of client funds as part of the due diligence requirements when depositing client
funds? If not, why? What other measures could achieve a similar objective?

Q3s5. Are there any cost implications to investment firms when considering diversification
as part of due diligence requirements?

45 See Recommendations Regarding the Protection of Client Assets, IOSCO, January 2014, Principle 6, page 6.
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Intra-group deposits of client funds

11. Where an investment firm deposits client funds at a third party (as per Article 18(1) of the MiFID
Implementing Directive) and that third party is within its own group, an intra-group deposit limit of
20% of such funds should be imposed.

12. However, an investment firm shall be allowed not to comply with the previous paragraph if it is able
to demonstrate that, in view of the nature, scale and complexity of its business, and also the safety of-
fered by the third parties considered in the previous paragraph, and including in any case the small
balance of client funds it holds, the requirement under the previous paragraph is not proportionate.
Investment firms should periodically review the assessment made in accordance with this paragraph
and should notify their initial and reviewed assessment(s) to NCAs.

Q36. Where an investment firm deposits client funds at a third party that is within its own
group, should an intra-group deposit limit be imposed? If yes, would imposing an in-
tra-group deposit limit of 20% in respect of client funds be proportionate? If not, what
other percentage could be proportionate? What other measures could achieve similar
objectives? What is the rationale for this percentage?

Q37. Are there any situations that would justify exempting an investment firm from such a
rule restricting intra-group deposits in respect of client funds, for example, when other
safeguards are in place?

Q38. Do you place any client funds in a credit institution within your group? If so, what
proportion of the total?

Q39. What would be the cost implications for investment firms of diversifying holdings away
from a group credit institution?

Qgo. What would be the impact of restricting investment firms in respect of the proportion
of funds they could deposit at affiliated credit institutions? Could there be any unin-
tended consequences?

Q41. What would be the cost implications to credit institutions if investment firms were
limited in respect of depositing client funds at credit institutions in the same group?

Inappropriate custody liens over client financial instruments and funds and recording liens and other
encumbrances

13. Liens over client assets that would enable a third party to dispose of these assets in order to recover
debts, that do not relate to the clients or provision of services to the clients, should not be permitted
except in cases where this is required in a jurisdiction when holding assets there.

14. Where a firm is obliged to enter into these types of liens, the firm should disclose this information to
clients so that they are informed of the risks associated with these arrangements.

15. Where liens, security interests or other encumbrances are granted by the firm, or where the firm has
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been informed that they are granted, these should be recorded in the firm’s own records to make the
ownership status of client assets clear, e.g. in the event of an insolvency.

Q42.

Q43.

Q44.

Q45.

Do you agree with the proposal to prevent firms from agreeing to liens that allow a
third party to recover costs from client assets that do not relate to those clients, except
where this is required in a particular jurisdiction?

Do you agree with the proposal to specify specific risk warnings where firms are
obliged to agree to wide-ranging liens exposing their clients to the risk?

What would be the one off costs of reviewing third party agreements in the light of an
explicit prohibition of such liens, and the on-going costs in respect of risk warnings to
clients?

Should firms be obliged to record the presence of security interests or other encum-
brances over client assets in their own books and records? Are there any reasons why
firms might not be able to meet such a requirement? Are there any cost implications of
recording these?

Segregation of client financial instruments in third country jurisdictions

16.

17.

Investment firms should only be permitted to rely on ‘other equivalent measures’ as outlined in
Article 16(1)(d) of the MiFID Implementing Directive when they are unable to comply with the segre-
gation requirements in third country jurisdictions, due to reasons of applicable law or market prac-
tice. In these cases, Member States should be responsible for specifying the necessary ‘other equiva-
lent measures’ to be taken.

A specific disclosure should be made to clients when relying on ‘other equivalent measures’ under
Article 16(1)(d) of the MiFID Implementing Directive to make clients aware they do not benefit from
the provisions envisaged under MiFID in these instances.

Q46.

Q47.

Q48.

Should the option of ‘other equivalent measures’ for segregation of client financial
instruments only be available in third country jurisdictions where market practice or
legal requirements make this necessary?

Should firms be required to develop additional systems to mitigate the risks of ‘other
equivalent measures’ and require specific risk disclosures to clients where a firm must
rely on such ‘other equivalent measures’, where not already covered by the Article
32(4) of the MiFID Implementing Directive?

What would be the on-going costs of making disclosures to clients when relying on
‘other equivalent measures’?

Preventing unintended use of client financial instruments

18.

Investment firms should take appropriate measures to prevent the unintended use of client financial
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instruments. These measures may include (but are not limited to):

ii.

iii.

the conclusion of agreements with clients on measures to be taken by the investment firm in case
the client does not have the provision on its account on the settlement date (e.g. borrowing of the
corresponding securities on behalf of the client or unwinding the position);

the close monitoring, by the investment firm, of its projected ability to deliver on the settlement
date and the putting in place remedial measures if this cannot be done; and

the close monitoring and prompt requesting of undelivered securities outstanding on the settle-
ment day and beyond.

Q49.

Q5o0.

Should investment firms be required to maintain systems and controls to prevent
shortfalls in client accounts and to prevent the use of one client’s financial instruments
to settle the transactions of another client, including:

i. advancing monitoring systems to ensure the ability to deliver on the settlement
date and putting in place remedial measures to be taken if this cannot be done;

ii. agreeing arrangements with clients regarding how to manage client shortfalls
that may arise; and

iii. proactively resolving unsettled transaction, including requesting undelivered
securities, outstanding beyond the settlement date?

Do you already have measures in place that address the proposals in this chapter?
What would be the one-off and on-going cost implications of developing systems and
controls to address these proposals?

19.

Making information easily available to insolvency practitioners and relevant authorities and strength-
ening record-keeping requirements

Investment firms should make information easily available to NCAs, insolvency practitioners and
those responsible for the resolution of failed institutions, including the following information:

ii.

iii.

iv.

related internal accounts and records (reconciliations, client ledgers, cash books etc.) that readily
identify the balances of funds and instruments held for each client;

where client funds are held by the investment firm in accordance with Article 18 of the MiFID
Implementing Directive, details of the accounts where client funds are held (bank or qualifying
money market fund) and the relevant agreements with those entities;

where financial instruments held by the investment firm in accordance with Article 17 of the Mi-
FID Implementing Directive, details of accounts opened with third parties and the relevant

agreements with those entities;

details of third parties carrying out any related (outsourced) tasks;
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v. key individuals of the firm involved in related processes, including those responsible for over-
sight of the firm’s requirements in relation to the safeguarding of client assets; and

vi. relevant client agreements.
20. The record-keeping requirements in existing Article 16 of the MiFID Implementing Directive should

also state that records should be maintained in such a way ‘that they may be used as an audit trail’, in
line with IOSCO Principle 1.

Q51. Do you agree that requiring firms to hold necessary information in an easily accessible
way would reduce uncertainty regarding ownership and delays in returning client fi-
nancial instruments and funds in the event of an insolvency?

Q52. Do you think the information detailed in the draft technical advice section of this chap-
ter is suitable for including in such a requirement?

Q53. Do you already maintain the information listed in a way that would be easily accessible
on request by a competent person, either before or after insolvency? What would be the
cost of maintaining such information in a way that is easily accessible to an insolvency
practitioner in the event of firm failure?
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2.9. Conflicts of interest
Background/Mandate

Extract from the Commission’s request for advice (imandate)

ESMA is invited to provide technical advice to consider further improvements of the existing conflicts of
interest framework, including the establishment of a requirement for periodical review of conflicts of
interest policies or clarifications with respect to the last resort nature of disclosure which should not be
over-relied on by firms nor used as a measure to manage conflicts of interests. Howeuver, for those situa-
tions where the organisational and administrative arrangements established by firms proved insuffi-
cient to prevent and manage conflicts of interests so as to ensure with reasonable confidence that risks of
damage to client interests will be prevented, ESMA should also consider how to further strengthen the
content and quality of the information provided to clients to enable them to make an informed invest-
ment decision with respect to the service in the context of which the conflict of interest had arisen. With a
view to establishing appropriate criteria for determining the types of conflict of interest whose existence
may damage the interests of the clients or potential clients of the investment firm, ESMA should assess
the need to update or expand the minimum criteria set out in Article 21 of Commission Directive
2006/73/EC.

ESMA should also provide technical advice on whether the current requirements concerning the man-
agement of conflicts of interests that might arise from the production and dissemination of investment
research continue to appropriately protect the objectivity and independence of financial analysts and of
the investment research they produce.

1. The following MiFID II provisions are relevant to this topic:
Article 16(3), subparagraph 1:

“An investment firm shall maintain and operate effective organisational and administrative ar-
rangements with a view to taking all reasonable steps designed to prevent conflicts of interest as
defined in Article 23 from adversely affecting the interests of its clients”.

Article 23:

“(1) Member States shall require investment firms to take all appropriate steps to identify and to
prevent or manage conflicts of interest between themselves, including their managers, employees
and tied agents, or any person directly or indirectly linked to them by control and their clients or
between one client and another that arise in the course of providing any investment and ancillary
services, or combinations thereof, including those caused by the receipt of inducements from third
parties or by the investment firm’s own remuneration and other incentive structures”.

(2) Where organisational or administrative arrangements made by the investment firm in accord-
ance with Article 16(3) to prevent conflicts of interest from adversely affecting the interest of its cli-
ent are not sufficient to ensure, with reasonable confidence, that risks of damage to client interests
will be prevented, the investment firm shall clearly disclose to the client the general nature and/or
sources of conflicts of interest and the steps taken to mitigate those risks before undertaking busi-
ness on its behalf”.

The disclosure referred to in paragraph 2 shall:
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(a) be made in a durable medium; and

(b) include sufficient detail, taking into account the nature of the client, to enable that client to take
an informed decision with respect to the service in the context of which the conflict of interest aris-

2»

es.

The Commission Consultation expressed the view that the current MiFID rules on conflicts of interest
constitute an effective and proportionate framework for the identification and management of such
conflicts. The Commission Consultation stated that “implementing measures in the area of conflicts
of interest would be useful” in order to ensure a more consistent application of the conflicts of inter-
est requirements across Europe. In this regard, the Commission made specific reference to the disclo-
sure requirements, clarifying that disclosure should only be “a measure of last resort and not a
means for managing conflicts”.46

Analysis

3.

ESMA is of the view that the MiFID Implementing Directive should be amended by adding new
provisions to:

i.  specify that placing an over-reliance on disclosure without adequate consideration as to how the
conflicts can be appropriately managed is not permitted;

ii. ensure that the disclosure provided to the client is sufficiently detailed and meaningful to enable
the client to make an informed decision whether or not, in light of the conflict, to proceed with
the service; and

iii. introduce a requirement on firms to assess and periodically review their conflicts of interest poli-
cy and take all reasonable steps to address any deficiencies.

ESMA proposes building on existing MIFID investor protection requirements by requiring that in-
vestment firms must ensure specific disclosure of any potential conflicts to clients.

Over-reliance on disclosure

In circumstances where procedures and measures adopted by firms are not sufficient to ensure that
the risk of detriment to clients’ interests can be prevented, firms should consider whether any other
reasonable measures could be taken that would effectively reduce the potential damage to clients’ in-
terests, before relying on disclosure. It is implicit in the MiFID Implementing Directive requirements
that firms should not over-rely on disclosure or use it as a self-standing measure to manage conflicts.

46 More specifically, the Commission Consultation specified that “conflicts of interest requirements [...] include the remuneration of
sales forces and the structure of incentives for the distribution of financial products. The Commission services consider that the

framework for addressing conflicts of interest within MiFID is still appropriate to prevent failures in the sales process provided

that it is consistently applied across Europe. The key element of this framework is the management and the avoidance of conflicts —
not just disclosure. While the framework also addresses circumstances in which the disclosure of conflicts of interest might be
necessary, this is a measure of last resort and not a means for managing conflicts of interest. For instance, it would be very
difficult for a firm which creates strong incentives for its sales staff to sell certain products, e.g. through internal bonus structures,
to be able to manage the conflicts of interest thereby created. It is unlikely that such a firm could, in this situation, demonstrate
compliance with MiFID”.
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In order to address any uncertainty in the interpretation of this requirement, ESMA proposes to make
this principle explicit.

ESMA considers that before relying on disclosure, firms should first consider whether other reasona-
ble measures effectively mitigate the conflict of interest and prevent potential detriment. In this re-
gard, it would be reasonable for NCAs to request evidence from firms to demonstrate compliance with
this requirement.

Content of the disclosure obligations

7.

The purpose of the required disclosure is to provide the client with the opportunity to make an in-
formed investment decision. The rules apply irrespective of the categorisation of the client.

ESMA considers that, for some clients, in particular those who are less sophisticated, the current
requirements are too high-level and therefore may be ineffective. This is particularly relevant for re-
tail clients, who may not understand the risks associated with the conflicts of interest. In particular,
NCAs, in their supervisory activities, have seen examples where the disclosures are very generic.
NCAs have also found that they do not include the specific details on the nature of the conflict. They
have also found that the disclosures are drafted in such language that the client is unclear as to the
risks that arise from the conflict or the detriment that may be incurred. To address these behaviours,
ESMA proposes that the disclosure requirements are strengthened as outlined in the draft technical
advice section of this chapter.

With regard to more sophisticated clients, ESMA’s proposal is to require more detailed disclosure that
aligns with the MiFID II changes to strengthen the protections for non-retail clients by applying the
overarching high-level principle to act honestly, fairly and professionally and the obligation to be fair,
clear and not misleading. To this effect, ESMA considers that, while MiFID II allows an investment
firm to take into account the nature of clients when disclosing conflicts of interest, the use of generic
conflicts of interest warnings would not to comply with the disclosure requirements irrespective of the
category of clients to whom the disclosure is directed.

Review of the conflicts of interest policy

10.

Under the current regime, although there is no explicit obligation requiring firms to periodically
review conflicts of interest policies established in accordance with Article 22 of the MiFID Imple-
menting Directive, in ESMA’s understanding it is a normal business practice for investment firms to
do so. Therefore, ESMA proposes formalising a specific requirement to this effect.

Identification of conflicts of interest and additional organisational requirements for investment research

11.

Provisions on conflicts of interest in the MiFID Implementing Directive also include:

i. a general provision identifying a list of situations that, at a minimum, investment firms have to
take into account when identifying the types of conflict of interest that arise in the course of
providing investment or ancillary services (Article 21 of the MiFID Implementing Directive); and

ii. specific measures addressing the provision of investment research and the additional organisa-
tional requirements that investment firms are required to comply with when producing and dis-
seminating investment research (Articles 24 and 25 of the MiFID Implementing Directive). In
particular, these measures regulate the distinction between investment research and marketing
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communications (Article 24 of the MiFID Implementing Directive) and the treatment of financial
analysts within investment firms by addressing, inter alia, their personal transactions and their
relationship with issuers and other interested parties.

12. ESMA would like to receive feedback from stakeholders on the continued appropriateness of these

requirements, and the need for any improvements that may have emerged from their application.

Draft technical advice

ESMA considers that Article 22 of the MiFID Implementing Directive on conflicts of interest policies
should be amended by inserting new provisions in relation to the disclosure of conflicts of interest.
The following proposals are not intended to replace the existing provisions on conflicts of interest, but
rather to clarify or supplement the existing regime.

Investment firms should ensure that disclosure to clients, pursuant to Article 23(2) of MiFID II, is a
measure of last resort that can be used only where the effective organisational and administrative ar-
rangements established by the investment firm to prevent or manage its conflicts of interest in ac-
cordance with Article 23 of MiFID II are not sufficient to ensure, with reasonable confidence, that the
risks of damage to the interests of the client will be prevented.

When disclosure of specific conflicts of interest is required, the disclosure shall clearly state that the
organisational and administrative arrangements established by the investment firm to prevent or
manage that conflict are not sufficient to ensure, with reasonable confidence, that the risks of damage
to the interests of the client will be prevented. The disclosure to clients must be made in a durable
medium and it must also include a specific description of the conflict of interest that arises in the pro-
vision of investment and/or ancillary services, taking into account the nature of the clients to whom
the disclosure is being made. That description must explain the general nature and/or sources of con-
flicts of interest, as well as the risks to the client that arise as a result of the conflict and the steps un-
dertaken to mitigate these risks, in sufficient detail to enable that client to make an informed invest-
ment decision.

Member States shall require investment firms to assess and periodically review - at least annually -
the conflicts of interest policy established in accordance with this article and to take all appropriate
measures to address any deficiencies. Over reliance on disclosure of conflicts of interest must be con-
sidered a deficiency in an investment firm’s conflicts of interest policy.

Q54.

Q55.

Q56.

Should investment firms be required to assess and periodically review - at least annual-
ly - the conflicts of interest policy established, taking all appropriate measures to ad-
dress any deficiencies? Please also state the reason for your answer.

Do you consider that additional situations to those identified in Article 21 of the MiFID
Implementing Directive should be mentioned in the measures implementing MiFID II?
Please explain your rationale for any additional suggestions.

Do you consider that the distinction between investment research and marketing
communications drawn in Article 24 of the MiFID Implementing Directive is sufficient
and sufficiently clear? If not, please suggest any improvements to the existing frame-
work and the rationale for your proposals.
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Do you consider that the additional organisational requirements listed in Article 25 of
the MiFID Implementing Directive and addressed to firms producing and disseminat-
ing investment research are sufficient to properly regulate the specificities of these ac-
tivities and to protect the objectivity and independence of financial analysts and of the
investment research they produce? If not, please suggest any improvements to the ex-
isting framework and the rationale for your proposals.
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2.10. Underwriting and placing — conflicts of interest and provision of in-
formation to clients

Background/Mandate

Extract from the Commission’s request for advice (mandate)

ESMA is invited to provide technical advice on possible organisational, conflicts of interest and conduct
of business requirements that could better address the specificities of underwriting and placing process
and activities.

1. The MIFID II provisions relevant to the topic of underwriting and placing are as follows:
Article 16(3):

“An investment firm shall maintain and operate effective organisational and administrative ar-
rangements with a view to taking all reasonable steps designed to prevent conflicts of interest as de-
fined in Article 23 from adversely affecting the interests of its clients.”

Article 23:

“(1) Member States shall require investment firms to take all appropriate steps to identify and to
prevent or manage conflicts of interest between themselves, including their managers, employees
and tied agents, or any person directly or indirectly linked to them by control and their clients or
between one client and another that arise in the course of providing any investment and ancillary
services, or combinations thereof, including those caused by the receipt of inducements from third
parties or by the investment firm’s own remuneration and other incentive structures.

(2) Where organisational or administrative arrangements made by the investment firm in accord-
ance with Article 16(3) to prevent conflicts of interest from adversely affecting the interest of its cli-
ent are not sufficient to ensure, with reasonable confidence, that risks of damage to client interests
will be prevented, the investment firm shall clearly disclose to the client the general nature and/or
sources of conflicts of interest and the steps taken to mitigate those risks before undertaking busi-
ness on its behalyf.

(3) The disclosure referred to in paragraph 2 shall:
(a) be made in a durable medium; and

(b) include sufficient detail, taking into account the nature of the client, to enable that client to take
an informed decision with respect to the service in the context of which the conflict of interest arises.

(4) The Commission shall be empowered to adopt delegated acts in accordance with Article 89 to:
(a) define the steps that investment firms might reasonably be expected to take to identify, prevent,
manage and disclose conflicts of interest when providing various investment and ancillary services
and combinations thereof;

(b) establish appropriate criteria for determining the types of conflict of interest whose existence

may damage the interests of the clients or potential clients of the investment firm”.
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The Commission Consultation expressed the Commission’s view that the MiFID I framework for
addressing conflicts of interest is appropriate to prevent failures in the sales process as long as it is
applied consistently by Member States. Section 7.3.7. of the Commission Consultation states:

“Corporate finance business is covered under different investment and ancillary services in MiFID:
underwriting and placing, advice to undertakings, including services related to mergers, services
related to underwriting. Firms providing the investment service of underwriting and placing need
to be authorised and are subject to MiFID requirements. The most relevant aspects emerging from
the provision of these services include managing in an appropriate way the process preceding the
issue of the new instruments, governing the internal flow of information concerning the offering,
ensuring a proper pricing of the securities, ensuring the availability of the necessary information
about the new instruments, allocating the securities in a way that respects the interest of the differ-
ent actors involved, and keeping complete internal records of the entire process.

Given the specificities surrounding these services more detailed and tailored requirements in the
implementing directive might be appropriate. The following options could be considered:

a)  Requiring firms to establish specific organisational arrangements and procedures concern-
ing all the different steps of the underwriting process (preliminary contacts with the issuer,
formation of the syndication, pricing of the securities, actual issue of the securities, methods
used to mitigate risk) and to keep the relevant records;

b)  Introducing specific rules in the implementing directive in order to deal with the allotment
process, including conduct of business rules (for instance, information requirements towards
issuers and investors concerning procedures and criteria adopted by the firm in distributing
the financial instruments; specific recordkeeping obligations which also include the overall
allotment of financial instruments in the case of syndications involving different investment

Jirms);

c) Addressing relevant practices through specific conflicts of interest requirements in order to
better capture the peculiarities of underwriting and placing activities. This model has already
been followed for conflicts of interests arising in the context of investment research”.

ESMA has identified previous work which is also relevant for this topic, notably, IOSCO’s “Market
Intermediary Management of Conflicts that arise Securities Offerings - November 2007”, and CESR’s
Responses to Questions 15-18 and 20-25 of the European Commission Request for Additional Infor-
mation in Relation to the Review of MiFID.

Analysis

4.

For the purpose of this chapter, references to the service of “underwriting and placing” should be
considered as including the following investment services (IS) and ancillary services (AS) under An-
nex 1 of MiFID II:

i.  underwriting of financial instruments and/or placing of financial instruments on a firm com-
mitment basis (IS);

ii. placing of financial instruments without a firm commitment basis (IS);
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iii. advice to undertakings on capital structure, industrial strategy, and related matters and advice
and services relating to mergers and the purchase of undertakings (hereinafter referred to as
“corporate finance advice”)47 (AS); and

iv. services related to underwriting (AS).

5. The term “underwriting and placing” includes the above services where they are provided in relation
to financial instruments as defined in MiFID II whether through a public or private placement, or on
the primary or secondary markets or otherwise.

6. It is important to set out the person to whom the firm owes a duty in the provision of underwriting
and placing services. When carrying out a mandate to manage an offering, the investment firm’s duty
is to its corporate finance client (from now on called “the issuer client”). In this relationship, ESMA
has identified the main elements of the underwriting and placing process where the potential for con-
flicts of interest to arise is significant and therefore there is a need for firms to have in place systems
and controls, namely:

i.  when the firm advises the issuer client to undertake an offering;
ii.  in the pricing and underwriting of an issue;
iii. the placing/allocation of the issue; and

iv. circumstances where any previous lending/provision of credit to the issuer by the investment
firm (or a group entity) may be repaid with the proceeds of the issue.

7. Where the investment firm provides an investment service (e.g. investment advice, execution of
orders or portfolio management) to a client buying the securities issued as part of an offering (there-
after referred to as “investment client”), the investment firm has regulatory responsibilities to these
clients. These duties remain, irrespective of whether the investment firm is also acting for the issuer
client. The investment firm’s arrangements should ensure that the interests of the issuer client do not
improperly impact the servicing of the investment clients. The investment firm must still comply with
the applicable conduct of business requirements, for example, the rules on suitability and provision of
information to clients.

8. ESMA has identified, in particular, the following persons between whom conflicts of interest may
arise in the provision of underwriting and placing:

i.  theissuer client and the investment firm’s investment clients who are possible purchasers of the
securities;

ii. theissuer client and the investment firm (including when the investment firm is engaged in pro-
prietary trading activity);

ili. the investment firm and its investment clients;

iv. one issuer client and another issuer client; and

47 See paragraph 77 of CESR’s Q&A entitled “Understanding the definition of advice under MiFID”.
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v. one investment client and another investment client.

9. These conflicts of interest are considered in the provisions of Article 18(1) of MiFID I and Articles
21(a), (b), (¢), (d) and (e) of the MiFID Implementing Directive. References to the investment firm in
this context include any managers, employees and tied agents, or any person directly or indirectly
linked to them by control in accordance with existing MiFID provisions. If the investment firm is part
of a group, Article 22(1) of the MiFID Implementing Directive provides that the conflicts of interest
policy of an investment firm that is part of a group “must take into account any circumstances [...]
which may give rise to a conflict of interest arising as a result of the structure and business activi-
ties of other members of the group”.

10. Conflicts of interest can also arise in the process of forming a syndicate for the purpose of underwrit-
ing and placing. An example of such a conflict is that existing between the firm’s interests in the selec-
tion of syndicate members, and the issuer client’s interests in attaining the best possible group. A firm
may, for instance, have an interest in keeping a key competitor out of the syndicate group for a lucra-
tive offering, at the expense of the issuer client. As these are conflicts of interest between the firm and
its issuer client, they are similarly covered by the existing provisions of Article 18(1) of MiFID I and
Article 21(b) of the MiFID Implementing Directive.

11. It is important to note that MiFID II subjects investment firms to the general organisational require-
ments set out in Article 16, the general conflicts of interest obligations set out in Articles 16(3) and
23(1) and the conduct of business obligations set out in Articles 24 and 25. In addition, it is expected
that many of the provisions of the MiFID Implementing Directive will be retained under the MiFID II
regime including the current general provisions dealing with conflict of interest matters.

12. Accordingly, ESMA does not propose to redefine the MiFID I and MiFID Implementing Directive
provisions in relation to the persons between whom conflicts of interest may arise in the provision of
investment and ancillary services, or in relation to the need to adapt conflict of interest policies to ca-
ter for group activities. Considerable work was already done in this area prior to the introduction of
MiFID II, and MiFID II does not appear to mandate a fundamental review of the existing conflict of
interest rules in that regard.

13. However, in line with the Commission’s mandate, ESMA is of the view that proposals could be insert-
ed in order to introduce organisational arrangements and procedures that address the different steps
of the underwriting and placing process, as well as measures requiring investment firms to identify
and manage conflicts of interest that arise in the provision of the service of underwriting and placing.
New provision of information requirements may also be appropriate. The proposed measures should
apply irrespective of the nature of the financial instruments to be offered. ESMA proposes that these
measures should follow the same style as those inserted in relation to conflicts of interest associated
with investment research under MiFID I (i.e. that the MiFID Implementing Directive measures in re-
lation to conflicts of interest would remain largely as currently drafted. New articles would be inserted
in relation to underwriting and placing in the same way that specific articles were inserted concerning
the conflicts of interest in investment research under MiFID I).

14. ESMA proposes to introduce supplemental requirements relating to organisational arrangements and
the provision of information to address the specific topics identified as areas of concern by ESMA..48
These include: advising to undertake an offering; pricing; placing; retail advice; and provision of cred-

48 These topics reflect the areas of concern identified by IOSCO.
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it. ESMA considers that any organisational measures introduced need to be capable of being applied
in a differentiated and proportionate manner and the MiFID proportionality principle should apply:
“measures should be appropriate to the size and organisation of the firm and the nature, scale and
complexity of its business”.

Aduvising to undertake an offering

15. Investment firms have to act in the best interests of the issuer client and communicate with them in a
way that is fair, clear and not misleading (Articles 24 and 30 of MiFID II). Conflicts of interest may
arise where the interests of the investment firm diverge from those of its issuer client or other clients.
The potential for conflicts of interest to arise is much more likely in an integrated investment bank
where the investment firm offers a large number of different products and services to the issuer.

16. Set out below are some examples where conflicts of interest may arise due to the many different roles
that can be performed by the same investment firm:

i.  while acting as adviser to the issuer client, the investment firm has an interest in recommending
a financing action (e.g. a public equity offering) that will maximise the fees payable to the in-
vestment firm and result in less risk to the investment firm. In this instance, other financing al-
ternatives may be available that are more beneficial to the issuer, such as the provision of lend-
ing;

ii. an investment firm may recommend an equity fundraising so that the issuer client repays a loan
previously extended by the investment firm (or a group entity);

iii. an investment firm may recommend an equity fundraising to improve certain league table statis-
tics that could potentially help the investment firm win future financing mandates from other
potential issuer clients;

iv. the conflicts arising from an investment firm’s dual role as adviser and underwriter can be exac-
erbated by the fact that the investment firm may have a longstanding relationship as corporate
banker to the issuer client. In these cases, the issuer client may not be in a strong position to
search more widely for underwriting and placing services. Furthermore, an issuer client may be
dis-incentivised to change underwriters, as this could be viewed negatively by the market and in-
terpreted as a sign that the issuer client is having difficulties with prospective financing; and

v. there is likely to be an asymmetry of information between the investment firm and the issuer cli-
ent, resulting from the fact that the investment firm acts in a professional capacity whereas an is-
suer client may not frequently be involved in raising capital and may not have expertise. The
complexity of transactions and bundling of services can also make it difficult to assess the full
costs of a transaction.

17. Because of the high potential for conflicts of interest to occur when an investment firm is advising to
undertake an offering, it is important that the investment firm has established effective organisational
arrangements that ensure that its own interests or interests of its other clients do not improperly in-
fluence the servicing of the issuer client. These arrangements should be explained to the issuer client,
along with other relevant information about the offering process, before the investment firm accepts a
mandate to manage the offering.

Pricing
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18. There are a number of potential conflicts that occur as part of the pricing process when an investment
firm is engaged in underwriting or placing activity. These conflicts can create incentives for the un-
der-pricing or over-pricing of an offering, depending on the circumstances.

19. The issuer client may have an interest in maximising the price it gets in the offering. The investment
firm may however have any number of competing interests, for example:

i.  securing a low purchase price for its investment clients participating in the offering;
ii. securing a low purchase price for its own proprietary trading desk that may participate; or

iii. to inflate demand for an issue, to reward favoured investment clients who are early participants
in the placing and may benefit from a subsequent increase in the price.

20. When the investment firm is acting as an underwriter it assumes the underwriting risk, i.e. the risk of
not selling the issued stock at the offer price and having to take it up itself. This may create a conflict
between obtaining the best price for the issuer client and the investment firm’s desire to reduce the
underwriting risk by under-pricing the offer.

21. An investment firm may often short-sell the issuer client’s securities to mitigate its own market risk
from underwriting the offering. In the case of an over-allotment option (a ‘greenshoe option’) the in-
vestment firm may short-sell an amount greater than the total issue to make additional purchases af-
ter the issue to stabilise the price. This short-selling may have an adverse impact on the value of the
securities, to the detriment of the interests of the issuer client. Supervisory experience has shown that
some recent offerings have included language in the underwriting agreement that explicitly restricts
or limits the ability of the firm to engage in these types of hedging activity.

22. Conversely, it may also be in the interests of the investment firm to overprice the offering, for exam-
ple:

i. where the investment firm (or other group entities) are existing owners and possible sellers of the
securities, to protect the value of those investments;

ii. where the investment firm (or a group entity) has lent money to the issuer client and the invest-
ment firm is seeking to retire the maximum amount of debt with the proceeds of the offer; or

iii. where the pricing of a debt issue would enable the firm to revalue other holdings of the issuer’s
debt securities and possibly liquidate the holdings at an inflated price.

23. It is therefore important for investment firms to establish effective organisational arrangements that
ensure that its own interests or interests of its other clients do not improperly influence the pricing
process, to the detriment of the issuer client.

24. It is also important that the issuer client understands the process the investment firm takes when
determining the price and the timings involved. In addition to the general measures proposed in this
chapter, ESMA proposes additional measures to inform the issuer client how the investment firm will

determine the price of the offer.

Placing
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Placing is the result of discussion between the issuer client and the investment firm and the approach
taken to the placing process involves the exercise of judgement by the investment firm, based on the
particular facts and circumstances of the arrangement. Where the investment firm exercises discre-
tion in relation to the placing of securities, there is an increased risk of conflicts of interest arising.

During the placing process, conflicts of interest may arise between the investment firm’s own inter-
ests and the interests of the issuer client or the investment firm’s investment clients. For example:

i.  in cases where there is more demand for shares than supply in an offering, it may be in the inter-
ests of an investment firm to allocate securities to its own proprietary trading group or its own
asset management arm (or those of group companies), before allocating securities to its invest-
ment clients;

ii. the investment firm may pursue its own interests in how it facilitates the distribution of the of-
fering. For example, the investment firm may favour investment clients that are likely to conduct
future trading business with the investment firm over other investment clients, or by allotting se-
curities to existing investment clients to increase the chance of securing future investment bank-
ing mandates;

iii. the investment firm may favour its own interests over those of its investment clients by being se-
lective or unclear in the information it provides about the issue, for example to control the de-
mand for a placing to the benefit of the investment firm; or

iv. the investment firm might allocate financial instruments to investment clients that are known to
be active traders and might be expected to generate substantial future trading commissions for
the investment firm, to the detriment of the issuer client’s interest in having a stable base of
long-term shareholders.

Many of these conflicts of interest are made effective when there is a material under-pricing of an
offering; therefore they are particularly relevant in the context of a ‘hot’ initial public offering (IPO)
where the value of a security is expected to rise significantly in its opening trading sessions.

It is therefore important that firms have in place organisational arrangements to ensure that alloca-
tions made as part of the placing process do not result in the investment firm’s interests being placed
ahead of the interests of the issuer client. Firms should clearly set out the process for developing allo-
cation recommendations in an allocation policy.

It is also important that the issuer client understands the process the investment firm takes when
determining the placing and the timings involved. The investment firm should invite the issuer client
to participate in the placing process so that its interests can be taken into account. One way to do this
could be for the investment firm to obtain the issuer client’s agreement to its proposed allocation pol-
icy for the transaction.

An investment firm must not accept third party payments that are in conflict with the conditions of
the inducements regulations in Article 26(b) of the MiFID Implementing Directive from those with a
material interest in the allocation of the issue. For the avoidance of doubt, it may be useful to explicit-
ly set out abusive practices in the context of underwriting and placing. For example:

i.  an allocation made to incentivise the payment of a large amount of fees for unrelated services
provided by the investment firm (‘laddering’). For example, very high rates of commissions paid
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to the investment firm by an investment client, or an investment client providing very high vol-
umes of business at normal levels of commission as compensation for receiving an allocation of
the issue;

ii. an allocation made to a senior executive or a corporate officer of an existing or potential issuer
client, in consideration for the future or past award of corporate finance business (spinning); and

iii. an allocation that is expressly or implicitly conditional on the receipt of future orders or the pur-
chase of any other service from the investment firm by an investment client, or any entity of
which the investor is a corporate officer.

Retail advice/Distribution

31.

32.

33:

34.

35-

A conflict of interest may arise where the distribution side of an investment firm also provides other
investment services49 to their investment clients. In this instance, the investment clients acquire the
financial instruments that are the subject of an offering where the investment firm (or a group entity)
is also paid an underwriting fee arising out of the underwriting and placing of the financial instru-
ments being offered. This conflict may influence an investment firm to act otherwise than in the best
interests of its investment clients, because of the investment firm’s (or a group entity’s) interest in a
having a successful offering.

In this context, CESR previouslys® noted that underwriting fees paid in such circumstances should
generally be considered as inducements according to the inducements rules in Article 26 of the MiFID
Implementing Directive: “Underwriting fees where the investment firm participating in the under-
writing also sells the financial instruments issued to investors would generally fall within Article
26(b) of the Level 2 Directive, while if the firm is not selling/placing the financial instruments issued
and is only performing all or part of the underwriting to the issuer, the underwriting fee will gener-
ally fall within Article 26(a) of the Level 2 Directive”. CESR expressed that underwriting fees re-
ceived in such circumstances must comply with Article 26(b) of the MiFID Implementing Directive.

Similarly, there may be conflicts of interest where a firm creates remuneration arrangements that
incentivise members of its sales staff to sell the underwritten financial instruments above other prod-
ucts, in circumstances where other products that are more suitable to a particular investment client
may be available. Proposals in relation to remuneration arrangements are set out separately in this
CP.

Conflicts of interest also arise when investment firms and credit institutions sell proprietary financial
instruments — such as common equity shares, preference shares, hybrid securities and debt — to their
existing clients (‘self-placement’). This practice is a common way for firms, most notably banks, to
raise capital from the retail sector that they may be unable to raise from institutional investors, or un-
able to raise at reasonable costs. Therefore, it is necessary that firms establish effective arrangements
to ensure that clients’ interests are not compromised as a result of commercial or funding pressures.

An example of such a conflict is that arising when banks place financial instruments issued by them-
selves or other group entities with their existing depositor clients. In these cases, it is important that

49 Including for example ‘portfolio management’ or ‘investment advice’.
50 “Inducements: Report on good and poor practices”, 19 April 2010 at paragraph 47.
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clients are fully aware of all the risks involved in such investments compared to depositss* (including
the risk of losing the capital invested in case of a bank’s default), as well as of the possible higher con-
centration risk they may incur if their exposure towards the bank is increased. Another example of
such conflicts is when a firm’s clients sell or are advised to sell financial instruments issued by third
parties that they already hold in their portfolios (such as government bonds) to invest in financial in-
struments issued by the firm itself or other group entities.

Lending/ Provision of Credit

36.

37

Where an investment firm (or a group entity) has provided credit to an issuer client and is also ar-
ranging a securities offering for that issuer client, there may be an incentive for the investment firm
to:

i.  fail to provide complete information on the financial situation of the issuer to persons subscrib-
ing to the offer (investment clients);

ii. make less robust inquiries of the issuer client concerning its financial situation than might oth-
erwise be made, against the interests of investment clients subscribing to the offer and against
the interests of the issuer client; or

iii. maximise immediate financing proceeds in order to repay the loan, without adequate considera-
tion of the long-term interests of the issuer client in securing the appropriate amount and type of
financing.

Where an arranging firm (or a group entity) is owed money by the issuer client, the arranging firm’s
interest may be to maximise the size of the subsequent capital raising without giving full regard to the
circumstances or financial situation of the issuer. To ensure that the arranging firm is aware of such
circumstances, it may be necessary to have an obligation, where more than one entity is involved (i.e.
the lender/credit provider and arranger are separate but related entities), for full sharing of infor-
mation between the different entities in relation to the issuer’s financial situation. Such a provision
could be made in the group conflicts of interest policy already required under MiFID.

Record-keeping

38.

In order for firms to be able to demonstrate that they are acting in the best interest of their clients,
firms should keep records of the instructions received from clients, especially their content and their
timing. In addition, a record of the allocation decisions taken for each operation should be kept in or-
der to provide for a complete audit trail between the movements registered in clients’ accounts and
the instruction received. In particular, the final allocation made for each client should be clearly justi-
fied and recorded. The complete audit trail of all steps in the underwriting and placing process should
be accessible on request for the NCA.

Oversight

39-

In order to correctly identify all the possible conflicts of interest, the investment firm should have in
place a centralised process to identify all potential underwriting and placing operations of the firm
and keep a record of this information, including the date on which the investment firm has be in-

st In fact, deposits are guaranteed by Compensation Schemes in case of default.
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formed about underwriting and placing operations. This process should also identify all the potential
conflicts of interests arising from other activities of the firm (or its group) and implement appropriate
management procedures including;:

i.  surveillance or restriction for some activities that might conflict with the operation (e.g. proprie-
tary trading or production of general recommendations); and

ii. surveillance of personal transactions. In some cases, the conflict of interest may not be able to be
managed by any procedures or arrangements.

In these cases, the only way to manage the conflict would be for the investment firm to not engage in
the operation (for instance, when the proposed operation involves an issuer that is a major competi-
tor of an important client of the firm).

Draft technical advice

Proposed new Organisational requirements to be issued under Article 16(3) of MiFID II and/or Provision
of Information requirements to be issued under Article 24 of MiFID II

1.

Article 16(3) of MiFID II requires a firm to maintain and operate effective organisational or adminis-
trative arrangements, with a view to taking all reasonable steps designed to prevent conflicts of inter-
est (as defined in Article 23 of MiFID II) from adversely affecting the interests of its clients. The po-
tential for conflicts of interest to arise in the underwriting and placing process is significant, there-
fore, the establishment of organisational arrangements specific to underwriting and placing is im-
portant.

ESMA therefore proposes that the following organisational arrangements and/or provision of infor-
mation requirements should be placed on firms.

Advising to undertake an offering

3.

The investment firm, before it accepts a mandate to manage the offering, should have arrangements in
place to ensure that it explains to the issuer client:

i.  the various financing alternatives available, and an indication of the level of transaction fees as-
sociated with each;

ii.  the timing and the process the investment firm will take in respect to how it will reach its corpo-
rate finance advice in respect to pricing the offer;

iii. the timing and the process the investment firm will take in respect to how it will reach its corpo-
rate finance advice in respect to placing of the offering;

iv.  details of the targeted investors, to whom it is planned to offer the securities;

v.  the relevant individuals involved in the production of corporate finance advice on the price and
allotment; and

vi. how it intends to manage conflicts of interest that may arise in circumstances where it places the
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relevant securities with investment clients of the firm or with its own proprietary book.

Pricing

4.

Investment firms should have in place systems, controls and procedures to identify and manage the
conflicts that arise in relation to possible under-pricing and over-pricing of issues and involvement of
relevant parties in this process including ‘book building’. Specifically:

i.  investment firms should have in place internal arrangements that ensure that the pricing of the
offer does not promote the interests of other clients or the investment firm’s interests, which are
distinct from the issuer client’s interests; and

ii. investment firms should have in place internal arrangements that manage or prevent a situation
where individuals ordinarily responsible for providing services to the firm’s investment clients
are involved directly in decisions about corporate finance advice to the issuer client on pricing.

In addition, investment firms should provide clients with information about how the investment firm
determines the price of the offering and the timings involved. Specifically:

i. investment firms should discuss with the issuer client any hedging or stabilisation strategies it
plans to undertake with respect to the offering, including how these strategies may impact the is-
suer clients’ interests; and

ii. investment firms should take reasonable steps to keep the issuer client informed on develop-
ments relevant to the pricing during the offering process.

Placing

6.

Investment firms should have in place internal arrangements that prevent placing recommendations
from being inappropriately influenced by any existing or future relationships.

Investment firms should have in place internal arrangements that manage or prevent a situation
where individuals ordinarily responsible for providing services to the firm’s investment clients are in-
volved directly in decisions about recommendations to the issuer client on allocation.

An investment firm must not accept third party payments that are in conflict with the conditions of
the inducements regulations in Article 26(b) of the MiFID Implementing Directive. In the context of
underwriting and placing, the following practices would be considered abusive (this list is not exhaus-
tive):

i. an allocation made to incentivise the payment of a large amount of fees for unrelated services
provided by the investment firm (‘laddering’). For example, very high rates of commissions paid
to the investment firm by an investment client, or an investment client providing very high vol-
umes of business at normal levels of commission as compensation for receiving an allocation of
the issue;

ii. an allocation made to a senior executive or a corporate officer of an existing or potential issuer
client, in consideration for the future or past award of corporate finance business (spinning); and

iii. an allocation that is expressly or implicitly conditional on the receipt of future orders or the pur-
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10.

chase of any other service from the investment firm by an investment client, or any entity of
which the investor is a corporate officer.

Investment firms should have in place an allocation policy that sets out the process for developing
allocation recommendations. This allocation policy should be provided to the issuer client before
agreeing to undertake a placing. The policy should set out relevant information (to the extent it is
known at that stage) about the proposed allocation methodology for the issue.

The investment firm should invite the issuer client to participate in discussions about the placing
process so that the investment firm can take the interests of the issuer client into account, for example
by obtaining the issuer client’s agreement to its proposed allocation policy for the transaction.

Retail advice/Distribution

11.

12.

13.

Investment firms should have in place systems, controls and procedures to identify and manage the
conflicts that arise where investment firm provides investment services to an investment client to par-
ticipate in a new issue, where the investment firm is in receipt of commissions/fees in relation to ar-
ranging the issuance. Underwriting fees received in such circumstances must comply with Article
26(b) of the MiFID Implementing Directive. This should be documented in the investment firm’s con-
flicts of interest policies, and reflected in the firm’s inducement arrangements.

Investment firms (and credit institutions) that engage in the placement of financial instruments
issued by themselves (or other group entities) to their own clients, including their existing depositor
clients or investment funds managed by entities of their group, must have in place clear procedures
for the identification and management of the potential conflicts of interest that arise in relation to this
type of activity. Such procedures may include consideration of refraining from engaging in the activi-
ty, where conflicts of interest cannot be appropriately managed so as to prevent any adverse effects on
clients.

When disclosure of conflicts of interest is required, investment firms should explain the nature and
source of the conflicts of interest inherent to this type of activity, providing details about the specific
risks related to such practices so as to enable clients to make an informed investment decision.

Lending/Provision of credit

14.

15.

16.

In circumstances where any previous lending or credit to the issuer client by the investment firm (or a
group entity) may be repaid with the proceeds of the issue, investment firms should consider whether
in such circumstances it would be appropriate to refrain from acting as arranger for the securities of-
fering.

If the investment firm acted as arranger and the steps it took to manage the conflicts of interest were
not sufficient to ensure that the risk of damage to the client would be prevented, the investment firm
should disclose to the client the specific conflicts of interest that have arisen in relation to the activi-
ties of the investment firm (or group entity) acting in their capacity as a credit provider, and the activi-
ty of the investment firm in acting as arranger for the securities offering.

Where one entity within a group is acting as a credit provider, and another is acting as arranger for a
securities offering, the investment firm’s conflict of interest policy should require that full information
should be shared between the different entities, in relation to the issuer’s financial situation.
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Record-keeping

17.

Investment firms should keep records of the content and timing of instructions received from clients.
A record of the allocation decisions taken for each operation should be kept to provide for a complete
audit trail between the movements registered in clients” accounts and the instructions received by the
investment firm. In particular, the final allocation made for each client should be clearly justified and
recorded. The complete audit trail of all steps in the underwriting and placing process should be made
available on request to NCAs.

Oversight

18.

19.

Investment firms should have in place a centralised process to identify all potential underwriting and
placing operations of the firm and keep a record of this information, specifying the date on which the
firm was informed of potential underwriting and placing operations.

The firm should identify all potential conflicts of interests arising from other activities of the invest-
ment firm (or its group), and implement appropriate management procedures. In some cases, if the
conflict of interest cannot be managed by procedures or arrangements, the only way to manage the
conflict would be for the investment firm not to engage in the operation.

Q58.

Q59.

Q6o0.

Q61.

Q62.

Are there additional details or requirements you believe should be included?

Do you consider that investment firms should be required to discuss with the issuer
client any hedging strategies they plan to undertake with respect to the offering, includ-
ing how these strategies may impact the issuer client’s interest? If not, please provide
your views on possible alternative arrangements. In addition to stabilisation, what oth-
er trading strategies might the firm take in connection with the offering that would im-
pact the issuer?

Have you already put in place organisational arrangements that comply with these
requirements?

How would you need to change your processes to meet the requirements?

What costs would you incur in order to meet these requirements?
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2.11. Remuneration

Background/Mandate

Extract from the Commission’s request for advice (imandate)

ESMA is invited to provide technical advice on appropriate requirements aiming at ensuring that the
design, the implementation and the oversee of remuneration policies and practices do not influence or
interfere with firms’ duties to act in the best interest of clients and in particular with the requirements set
out in Articles 16(3), 23 and 24. ESMA should for instance consider criteria for the design of remunera-
tion policies and remuneration structures, the need to establish or reinforce certain internal procedures
to ensure the involvement of the compliance function and of the management bodies in the definition,
approval or oversee of remuneration policies. Such arrangements should encourage responsible business
conduct, fair treatment of clients as well as the avoidance of conflict of interests in the relationships with
clients.

The remuneration of staff involved in the provision of investment services to clients is a crucial inves-
tor protection issue. ESMA has recently published Guidelines in this area on the basis of MiFID I.52

Although remuneration issues are not specifically mentioned in MiFID I and its implementing
measures, the importance of these issues is highlighted in MiFID II.

Article 9(3)(c) of MIiFID II introduces a new, explicit requirement on the management bodies of
investment firms to “define, approve and oversee [...] a remuneration policy of persons involved in
the provision of services to clients aimed at encouraging responsible business conduct, fair treat-
ment of clients as well as avoiding conflicts of interest in the relationships with clients”.

Whereas the current requirement on investment firms to “maintain and operate effective organisa-
tional and administrative arrangements with a view to taking all reasonable steps designed to pre-
vent conflicts of interest [...] from adversely affecting the interests of its clients” will be maintained
under Article 16(3) of MiFID II. Article 23(1) of MiFID II highlights the issues related to remunera-
tion by requiring firms to “take all appropriate steps to identify and to prevent or manage conflicts
of interest [...] including those caused by [...] the firm’s own remuneration and other incentive struc-
tures”.

In addition to these broadly framed organisational requirements, Article 24(10) of MiFID II will
provide that an investment firm “which provides investment services to clients shall ensure that it
does not remunerate or assess the performance of its staff in a way that conflicts with its duty to act
in the best interests of its clients. In particular, it should not make any arrangement by way of re-
muneration, sales targets or otherwise that could provide an incentive to its staff to recommend a
particular financial instrument to a retail client when the investment firm could offer a different fi-
nancial instrument which would better meet that client’s needs”.

Analysis

6.

ESMA believes that the principles included in the recent ESMA Guidelines on remuneration under
MiFID I should form the basis for ESMA advice on the implementing measures for MiFID II. In par-
ticular, the definition of remuneration provided in these Guidelines should be used as the basis of
ESMA advice.

52 ESMA/2013/606.
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ESMA believes that MiFID II should specify requirements in the following areas:

i.  Governance — before approving remuneration policies, management bodies should seek advice
from the compliance function;

ii.  General criteria for the design of remuneration policies — these criteria should avoid creating in-
centives for relevant persons to favour their own interest or the firm’s interest over the interest of
clients. For example, these criteria should be able to adequately tackle risks arising the sale of fi-
nancial instruments that are more lucrative for the firm or for relevant persons (for example
those arising from self-placement); and

iii. Variable remuneration — an appropriate balance between fixed and variable remuneration
should be maintained at all time and variable remuneration should be based on qualitative crite-
ria.

The principles above should apply broadly to all relevant persons who can have a material impact on
the ability of the firm to comply with its overarching obligations to act fairly, honestly and profession-
ally in accordance with the best interest of the clients, both retail and professional.

The principles above should be without prejudice to the provisions on remuneration under CRD IV
and AIFMD. This is consistent with the distinct objectives of remuneration provisions under MiFID
and under CRD IV and AIFMD. For example, any quantitative cap or quantitative criterion related to
fixed and variable remuneration should always apply to persons within the scope of remuneration
provisions under the prudential regulatory framework. Furthermore, the provisions on remuneration
should be without prejudice to the rights, where applicable, of the social partners to conclude and en-
force collective agreements, in accordance with national law and customs. This limitation is intended
to apply to the extent that investment firms are legally bound by the provisions on remuneration in
collective agreements. The proposals in this chapter will enhance investor protection by specifically
requiring investment firms to put in place remuneration policies and internal procedures that are
aimed at encouraging responsible conduct which is in the best interest of clients, and that avoid con-
flicts of interest between the investment firm and its clients.

Draft technical advice

1.

ESMA considers that the future delegated act should contain the main points set out below:

Scope

2.

The provisions below should apply to all relevant persons who can have a material impact, directly or
indirectly, on investment and ancillary services provided by the firm, regardless of whether the clients
are retail or professional, to the extent that the remuneration of such persons and related incentives —
including non-financial remuneration such as in-kind benefits and career progression — may create a
conflict of interest that encourages them to act against the interests of the clients.

Design criteria

3.

Investment firms should define their remuneration policies under appropriate internal procedures
taking into account the interests of clients, with a view to ensuring that clients are treated fairly and
their interests are not impaired by the remuneration practices adopted by the firm in the short, medi-
um or long term. In particular, remuneration policies and practices should be designed in such a way
so as not to create incentives that may lead relevant persons to favour their own interests or the firm’s

89




~ esma

A

interests to the potential detriment of clients.
Governance

4. The design of the firm’s remuneration policy should be approved by the management body of the firm
after taking advice from the compliance function.

5. The day-to-day implementation of the remuneration policy and the monitoring of compliance risks
related to the policy should be the responsibility of the senior management of the firm.

Variable remuneration

6. Remuneration and similar incentives may be partly based on commercial criteria, but should be
principally based on criteria reflecting compliance with the applicable regulations, the fair treatment
of clients and the quality of services provided to clients, so that an appropriate balance between fixed
and variable components of remuneration is maintained at all times, and provided that in any event
the remuneration structure does not favour the interests of the firm or its staff against the interests of

any clients.

Q63. Do you agree with the definition of the scope of the requirements as proposed? If not,
why not?

Q64. Do you agree with the proposal with respect to variable remuneration and similar

incentives? If not, why not?
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2.12. Fair, clear and not misleading information

Background/Mandate

Extract from the Commission’s request for advice (imandate)

ESMA is invited to provide technical advice to specify the conditions for information to clients to be fair,
clear and not misleading while taking into account the objectives of the Directive.

Article 24(3) of MiFID II states “All information, including marketing communications, addressed
by the investment firm to clients or potential clients shall be fair, clear and not misleading. Market-
ing communications shall be clearly identifiable as such”.

No changes have been introduced in this area since the MiFID I. Article 24(13) of MiFID II specifies
that “The Commission shall be empowered to adopt delegated acts [...] to ensure that investment
firms comply with the principles set out in this Article when providing investment or ancillary ser-
vices to their clients, including (a) the conditions with which the information must comply in order
to be fair, clear and not misleading”.

In providing advice to the Commission, it should also be considered that one of the objectives of the
MiFID review was to improve, where appropriate, the treatment of non-retail clients (i.e. professional
clients and eligible counterparties). In this respect, the general principles applying to the provision of
investment services — obligations to act honestly, fairly and professionally and to provide fair, clear
and not misleading information — as well as some specific conduct of business rules in the area of in-
formation and reporting have been extended to eligible counterparties. ESMA has taken this evolu-
tion into account in order to propose targeted improvements to the regime applicable to non-retail
clients, where appropriate.

The existing Article 27 of the MiFID Implementing Directive, “Conditions with which information
must comply in order to be fair clear and not misleading”, applies only to retail or potential retail cli-
ents.

Analysis

5.

ESMA considers that Article 27 of the MiFID Implementing Directive requires targeted adjustments
to better serve the objectives to provide retail clients with fair, clear and not misleading information.
In particular, ESMA notes that:

i.  thelanguage of different documents sent to retail clients is not always consistent;

ii. information provided by investment firms is not always updated, even when provided online;

iii. the presentation of risks/warnings to clients does not always reflect the particular relevance of
these pieces of information; and

iv. information about the future performance doesn’t illustrate sufficiently the potential functioning
of the financial instruments or services.

ESMA considers that some of the detailed principles relating to the treatment of retail clients should
also apply to communications addressed to professional clients. For example, professional clients
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should also be entitled to receive accurate, sufficient and up-to-date information to ensure the fair-
ness of the information communicated.

For the reasons above, ESMA considers that the conditions with which information must comply in
order to be fair, clear and not misleading (Article 27 of the MiFID Implementing Directive) should be
strengthened.

To improve the consistency of the information received by investors, ESMA proposes to strengthen
the MiFID Implementing Directive by including a requirement that the information provided to each
retail client should be consistently presented in the same language throughout all forms of infor-
mation and marketing material that is provided to that client.

ESMA considers that investment firms should always be required to give a fair and prominent indica-
tion of any relevant risks, including where potential benefits are referenced (rather than emphasised
as stated by the MiFID Implementing Directive), in order to provide a fair and balanced presentation
of the trade-off between risks and benefits.

ESMA considers it necessary to include a requirement that information is up-to-date and relevant to
the method of communication used (e.g. information provided online should always be kept up-to-
date but there may be some time lag in relation to printed media etc.).

ESMA suggests adding a requirement that in order for indications and explanations of risks or warn-
ings to be considered prominent53 when in a durable medium, they must be in a font size that is at
least equal to the predominant font size used throughout the document.

Finally, when providing information to clients based on simulated future performance (Article 27(6)
of the MiFID Implementing Directive), this information should be based on performance scenarios in
different market conditions and should reflect the nature and risks of the specific types of instru-
ments included in the analysis.

In addition to the strengthening of these conditions for retail clients, the revision of Article 277 should
include the extension of some of the relevant principles to clients categorised as professional. The in-
formation and marketing documentation likely to be received by professional clients should meet the
following conditions (which are already applicable to retail clients):

i. it should be accurate and not reference any potential benefit without giving a fair and prominent
indication of any relevant risks;

ii. it shall not disguise, diminish or obscure important items, statements or warnings; and
iii. it should be up-to-date, relevant to the method of communication used.

ESMA’s proposals on this topic will strengthen investor protection by improving the detailed re-
quirements to comply with the obligation to provide clients with fair, clear and not misleading infor-
mation. Benefits will also arise from the extension of some requirements to the relationship with pro-
fessional clients.

53 Article 27(2) of the MiFID Implementing Directive.
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Draft technical advice

1. The content of Article 27 of the MiFID Implementing Directive should be modified in the areas
below.

2. Information addressed to or likely to be received by retail clients or potential retail clients:

i.  shall always give a fair and prominent indication of any relevant risks and shall not reference
any potential benefits of an investment service or financial instrument without also giving a
fair and prominent indication of any relevant risks;

ii.  shall use a font size in the indication of relevant risks that is at least equal to the predomi-
nant font size used throughout the information provided, as well as a layout ensuring such
indication is prominent;

iii. shall be consistently presented in the same language throughout all forms of information and
marketing materials that are provided to each client; and

iv. shall be up-to-date, relevant to the method of communication used.

3.  Where the information contains information on future performance, in addition to those already
required by Article 27(6) of the MiFID Implementing Directive the following condition should be
satisfied: the information provided should be based on performance scenarios in different market
conditions (both negative and positive scenarios), and should reflect the nature and risks of the

specific types of instruments included in the analysis.

4. Information addressed to or likely to be received by professional clients or potential professional
clients:

i.  shall not reference any potential benefits of an investment service or financial instrument
without also giving a fair and prominent indication of any relevant risks;

ii.  shall not disguise, diminish or obscure important items, statements or warnings; and

iii. shall be accurate and up-to-date, relevant to the method of communication used.

Do you agree that the information to retail clients should be up-to-date, consistently
presented in the same language, and in the same font size in order to be fair, clear and
not misleading?

Do you agree that the information about future performance should be provided under
different performance scenarios in order to illustrate the potential functioning of fi-
nancial instruments?

Do you agree that the information to professional clients should comply with the pro-
posed conditions in order to be fair, clear and not misleading? Do you consider that the
information to professional clients should meet any of the other conditions proposed
for retail clients?
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2.13. Information to clients about investment advice and financial instru-
ments

Background/Mandate

Extract from the Commission’s request for advice (mandate)

ESMA is invited to provide technical advice on future requirements concerning the provision and content
of information to clients, including, where applicable, in relation to the type of investment advice and the
range of financial instruments, the provision of a periodic suitability assessment or of information on
financial instruments and in particular their complexity. ESMA should also consider possible improve-
ments to the general information requirements set out in the Commission Directive 2006/73/EC. MiFID
II introduces a number of additional requirements relating to the information to be provided to investors
and potential investors, in particular when investment advice is provided and in relation to the charac-
teristics of financial instruments (whether they are intended for retail or professional clients).

1. The following provisions in MiFID II are relevant to this topic:

Article 24(4):

“Appropriate information shall be provided in good time to clients or potential clients with regard
to the investment firm and its services, the financial instruments and proposed investment strate-
gies, execution venues and all costs and related charges. That information shall include the follow-

ing:

(a) when investment advice is provided, the investment firm must, in good time before it provides
investment advice, inform the client:

(i) whether or not the advice is provided on an independent basis;

(it) whether the advice is based on a broad or on a more restricted analysis of different types of
financial instruments and, in particular, whether the range is limited to financial instruments
issued or provided by entities having close links with the investment firm or any other legal or
economic relationships, such as contractual relationships, so close as to pose a risk of impair-
ing the independent basis of the advice provided;

(ii1) whether the investment firm will provide the client with a periodic assessment of the suita-
bility of the financial instruments recommended to that client;

(b)the information on financial instruments and proposed investment strategies must include ap-
propriate guidance on and warnings of the risks associated with investments in those instruments
or in respect of particular investment strategies and whether the financial instrument is intended
for retail or professional clients, taking account of the identified target market in accordance with
paragraph 2”.

2. The MiFID Implementing Directive includes several provisions on information to clients, including
general requirements and requirements on specific aspects (Articles 28 to 34 of the MiFID Imple-
menting Directive). Different sections of this CP deal with suggested measures arising from modifica-
tions in the MiFID II text (compared to MiFID I) or from the identified need to improve the existing
implementing measures. In particular, specific sections of this paper address information about in-
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vestment advice, financial instruments, costs and associated charges and safeguarding of client assets.
Where appropriate, ESMA is proposing the extension of detailed information requirements to non-
retail clients (eligible counterparties and professional clients). Improved disclosure to clients is also
suggested in other specific areas, such as conflicts of interest and best execution.

3. While these proposals cover the most sensitive and relevant information requirements for investors,
ESMA invites stakeholders to express any view they may have on the continuing appropriateness of
any other information requirements that are not specifically addressed in this CP.

Analysis

Information about advice (independent or not, range of financial instruments and periodic assessment

of suitability)

4. MIFID II introduces the provision of investment advice on an independent basis and envisages the

possibility of periodic suitability assessments. Investment firms may establish different approaches to
the scope of investment advice they provide according to their business model and the type of client
they intend to approach, as well as factors such as the complexity, risks, and sector of financial in-
struments they advise on. ESMA therefore considers it important to properly explain the scope and
the features of the advice provided to clients given the diverse types of advice offered by investment
firms and the value added by providing this service in addition to the more straightforward marketing
of financial instruments.

MiFID II requires that when investment advice is provided the investment firm must indicate to the
client:

i.  whether the advice is provided on an independent basis or not. In this respect ESMA considers
that investment firms should explain in a clear and concise way whether and why investment ad-
vice could qualify as independent or not and the type and nature of the restrictions that apply in
each case;

ii. whether the advice is based on a broad or restricted analysis of different types of instruments,
and in particular whether the range is limited to financial instruments issued or provided by en-
tities having close links or any other legal or economic relationship, so close to pose a risk of im-
pairing the independence of the advice provided. In this respect, ESMA considers that invest-
ment firms should disclose the proportion of the total number of financial instruments analysed
that is issued by the investment firm itself, or issued or provided by entities having close links or
any other close legal or economic relationship with the investment firm. This detailed infor-
mation should help clients to assess the quality of the advice provided and gain insight into the
scope of the service provided. Investment firms providing advice on an independent basis should
also inform clients about the selection process they adopt, the relevant aspects taken into consid-
eration (such as risk, costs and complexity of the financial instruments); and

iii. if it will provide the client with the periodic assessment of the suitability of the financial instru-
ments recommended to clients.

Given the recognition of independent advice as a specific type of investment advice, the option to
provide a periodic assessment of suitability and the different business models in the market for the
provision of investment advice, potential clients will need to review information provided to them to
understand the type of service or services that they will receive. Firms should therefore provide in-
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formation about the scope and nature of the investment advice service, including whether a periodic
assessment of suitability will be performed, before the service is agreed. In accordance with existing
requirements, such information should be provided in a durable medium.

Information about financial instruments

7.

10.

The features and structures of different financial instruments have in recent years become a key topic
in the context of investor protection. The complexity of financial instruments often makes it difficult
for investors to understand the risk to which they are exposed. In its recent work, ESMA has already
focused on these issues by emphasising investment firms’ obligations towards clients, including the
information that should be provided to clients, when dealing in more complex products.54

ESMA considers that the results of this work can be used as a basis to implement MiFID II. In partic-
ular, while the content of Article 31 of the MiFID Implementing Directive can be confirmed, new re-
quirements should require investment firms to provide clients with:

i.  information about the functioning and performance of financial instruments in different market
conditions;

ii. specific description when the disinvestment of specific financial instruments is subject to imped-
iments or restrictions;

iii. the legal nature and status of financial instruments composed of two or more different financial
instruments and how their interaction affects their risks (not only in situations in which risk has
increased, as currently required); and

iv. information about financial instruments incorporating a guarantee or capital protection, not only
in situations where a guarantee is provided by a third party (as currently required).

Furthermore, Article 24(4)(b) of MiFID II requires investment firms to inform the clients about
whether the financial instrument is intended for retail or professional clients, taking into account the
identified target market. ESMA considers that information provided to clients about the intended tar-
get market should not create any ambiguity or confusion about their own responsibilities in ensuring
that the financial instrument is distributed to the identified target market.

The proposals in this area will increase investor protection by specifying the information that should
be provided to investors and potential investors, so that clients are able to understand the scope and
nature of investment advice provided to them and how the suitability of investment advice they have
received will be ensured on an on-going basis. Further proposals concern the information that should
be provided to clients on the nature and performance of financial instruments in different market
conditions, aimed at ensuring that investors better understand the risks to which they are exposed.

54 ESMA/2014/146.
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Draft technical advice

Information about advice

Information provided about whether investment advice is independent or not

Investment firms should inform clients if the advice is provided to them on an independent basis
(based on the conditions defined in Article 24(7) of MiFID II) or not. Investment firms should ex-
plain in a clear and concise way whether and why investment advice could qualify as independent
or not and the type and nature of the restrictions that apply.

Where both types of advice are intended to be proposed or provided to the same client, investment
firms should (i) explain the scope of both services to allow investors to understand the differences
between them; and (ii) avoid presenting itself as independent in a broad sense.

Information about the broad or restricted analysis of different types of financial instruments

3.

When an investment firm intends to provide investment advice on an independent or non-
independent basis it must explain to the client the range of financial instruments that may be rec-
ommended, including its relationship with the issuers or providers of the instruments.

Investment firms should provide a description of the types of financial instruments considered, the
total number of financial instruments and providers analysed per each type of instrument according
to the scope of the service, and, when applicable, how the service provided satisfies the conditions
for the provision of independent advice. The basis of the selection process used by the investment
firm to recommend financial instrument(s) should also be provided.

When the range of financial instruments assessed by the investment firm includes the investment
firm’s own financial instruments or those issued or provided by entities having close links or any
other close legal or economic relationship with the investment firm and other issuers or providers,
the investment firm should distinguish, for each type of financial instrument, the proportion of the
financial instruments issued or provided by entities not having any links with the investment firm.

Information about the periodic assessment of suitability

6.

Where the investment advice service includes a periodic assessment of the suitability of the recom-
mendations provided, investment firms should disclose:

i.  the frequency and extent of the periodic suitability assessment and where relevant, the condi-
tions that trigger that assessment;

ii. the extent to which the information previously collected will be subjected to re-assessment;
and

iii. the way in which an updated recommendation will be communicated to the client.

Investment firms that provide a periodic suitability assessment should consider reviewing the
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suitability of the recommendations given in order to enhance the service at least annually. The fre-
quency of this assessment should be increased depending on the risk profile of the client and the
type of financial instruments recommended.

Q68.

Do you agree with the objective of the above proposals to clarify the distinction be-
tween independent and non-independent advice for investors?

Information about financial instruments
The content of Article 31 of the MiFID Implementing Directive should be modified in the areas below.

8. Article 31(1) should provide for an additional requirement for investment firms to inform clients
about the functioning and performance of financial instruments in different market conditions (in-
cluding both positive and negative conditions).

9. Article 31(2), relating to the description of risks, should specifically address the risk of financial
instruments involving impediments or restrictions for the disinvestment (for example as may be
the case for illiquid financial instruments or financial instruments with a fixed investment term).
Information on impediments or restrictions should include an illustration of the possible exit
methods and consequences of any exit, possible constraints and the estimated time frame for the
sale of the financial instrument.

10. Where a financial instrument is composed of two or more different financial instruments or ser-
vices, the investment firm shall provide an adequate description of the legal nature and status of
the financial instrument, the components of the instrument and the way in which the interaction
between components affects the risks of the investment.

11. In the case of financial instruments that incorporate a guarantee or capital protection, the infor-
mation shall specify the scope and nature of such guarantee or capital protection. When the guar-
antee is provided by a third party, the information about the guarantee shall include sufficient de-
tail about the guarantor and the guarantee to enable the retail client or potential retail client to
make a fair assessment of the guarantee.

12. Information on financial instruments may be provided in a standardised format such as a product
fact sheet.

Q69.

Q7o.

Do you agree with the proposal to further specify information provided to clients about
financial instruments and their risks?

Do you consider that, in addition to the information requirements suggested in this CP
(including information on investment advice, financial instruments, costs and charges
and safeguarding of client assets), further improvements to the information require-
ments in other areas should be proposed? If yes, please specify, by making reference to
existing requirements in the MiFID Implementing directive.
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2.14. Information to clients on costs and charges
Background/Mandate

Extract from the Commission’s request for advice (imandate)

ESMA is invited to provide technical advice on measures specifying the requirement to provide infor-
mation on all costs and associated charges set out in Article 24(4)(c). In particular, ESMA should pro-
vide technical advice on:

- the costs and charges to be disclosed to clients as well as their aggregation, which could be expressed
both as a cash amount and as a percentage;

- the format and timing of disclosure (ex-ante and ex-post) of information on costs and charges, includ-
ing methodologies to calculate ex-ante costs;

- appropriate modalities to provide such information to professional clients and eligible counterparties;

- the scope of investment firms subject to this obligation bearing in mind the objective to ensure such
important information is provided on the broadest possible basis and bearing in mind situations where
more than one investment firm provides investment or ancillary services to a client;

- the requirements to be met by firms when providing their clients with information on the cumulative
effect of costs on return in order to increase the client’s understanding and awareness of the cumulative
effect of costs and charges on their investment.

In developing its advice, ESMA should consider how these requirements could apply to communications
to eligible counterparties, taking into consideration that MiFID II extends some of the investor protection
requirements to the relationship with eligible counterparties (Article 30). Recital 104 of MiFID II re-
minds that the “financial crisis has shown limits in the ability of non-retail clients to appreciate the risk
of their investments. (...) To that extent, it is appropriate to extend some information and reporting
requirements to the relationship with eligible counterparties”. Reference is also made to requirements in
the area of safeguarding of client financial instruments and funds. Article 24(4) of MiFID II has clarified
the MiFID I provision relating to information to clients on costs and charges. Article 33 of the MiFID
Implementing Directive already requires investment firms to provide information on costs and charges
to be paid by clients.

1. Article 24(4) of MiFID II has clarified the MiFID I provisions relating to information to clients on
costs and charges. Article 33 of the MiFID Implementing Directive already requires investment firms
to provide information on costs and charges to be paid by clients. Article 24(4) of MiFID II sets addi-
tional requirements with regard to information about costs and also clarifies some existing require-
ments. This article now reads as follows:

“Appropriate information shall be provided in good time to clients or potential clients with regard
to the investment firm and its services, the financial instruments and proposed investment
strategies, execution venues and all costs and related charges. That information shall include the
following:

[...]

99



~ esma

A

¢) the information on all costs and associated charges must include information relating to both
investment and ancillary services, including the cost of advice, where relevant, the cost of the
financial instrument recommended or marketed to the client and how the client may pay for it, also
encompassing any third-party payments.

The information about all costs and charges, including costs and charges in connection with the
investment service and the financial instrument, which are not caused by the occurrence of
underlying market risk, shall be aggregated to allow the client to understand the overall cost as well
as the cumulative effect on return of the investment, and where the client so requests, an itemised
breakdown. Where applicable, such information shall be provided to the client on a regular basis, at
least annually, during the life of the investment”.

2. Article 24(5) of MiFID II continues with a description of the format of the disclosure (“shall be pro-
vided in a comprehensible form”) and determines that “Member States may allow that information to
be provided “in a standardised format”.

3. Article 33 of the MiFID Implementing Directive already requires information on costs and charges to
be provided to clients, including information on the total price to be paid by clients including related
fees: “the total price to be paid by the client in connection with the financial instrument or the in-
vestment service or ancillary service, including all related fees, commissions, charges and expenses,
and all taxes payable via the investment firm...”. Notwithstanding the detail of Article 33 of the Mi-
FID Implementing Directive, the text could still result in different applications by investment firms
because of certain ambiguities in the drafting. For instance, Article 33:

i.  refers to all related fees, commissions, charges or expenses, but it does not provide any further
specification that could help the common understanding and application of these items; and

ii. emphasises the possibility that other costs related to transactions may arise for the clients that
are not imposed by the firm (i.e. this could imply that costs arising from third parties may be ex-
cluded from disclosure).

4. The MiFID Implementing Directive provides that, except in specific cases, information to clients on
costs has to be provided in good time before the provision of the investment or ancillary service.

5. The new regime on information about costs and charges includes requirements on any kinds of third
party payments paid or received by the firm in connection with the service provided to the client. Ar-
ticle 24(9) of MiFID II refers to the conditions that third party payments must comply with and the
requirement to disclose such payments. It states: “the existence, nature and amount of the payment
or benefit [...] or, where the amount cannot be ascertained, the method of calculating that amount,
must be clearly disclosed to the client, in a manner that is comprehensive, accurate and under-
standable, prior to the provision of the relevant investment or ancillary service”.

Analysis

6. Cost disclosure, together with the disclosure about risk, is an important element to improve the ability
of investors to assess the products that are offered to them. The development of the regulatory
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framework in the EU, especially in the areas of MiFID and PRIIPs55, underlines the importance and
relevance of costs for investors, and the difficulties experienced by investors in understanding the
overall costs of their investments and/or the actual impact on returns. With this in mind, MiFID II
has been drafted to improve information on costs and charges.

7. MIFID II includes the following key aspects:

i.  all costs and associated charges related to investment/ancillary services and financial instru-
ments should be disclosed to clients;

ii. the client should be informed about the method of payment, including when payments are pro-
vided by third parties;

iii. clients should be provided with an aggregated overview of all costs and charges of the invest-
ment, including the possibility to request an itemised breakdown;

iv. the information provided to the client should allow him to understand the cumulative effect of
costs and charges on the return of the investment; and

v. clients should be provided with the above information at point of sale (ex-ante) as well as, where
applicable, on an ex-post basis.

8. In order for investment firms to fulfil their MiFID obligations in relation to the disclosure of costs,
investment firms should be provided with reliable information about the costs and charges related to
financial instruments by the product manufacturer. Recital 78 states that:

“Where sufficient information in relation to the costs and associated charges or to the risks in re-
spect to the financial instrument itself is provided in conformity with other Union law that infor-
mation should be regarded as appropriate for the purposes of providing information to clients un-
der this Directive. However, investment firms or credit institutions distributing that financial in-
strument should additionally inform their clients about all the other costs and associated charges
related to their provision of investment services in relation to that financial instrument”.

9. This recital clarifies that for costs relating to the financial instrument, investment firms may rely on
the information that the product manufacturer or issuer of the financial instrument is obliged to pub-
lish under existing Union law. According to ESMA this means that investment firms may rely on in-
formation on costs of the relevant financial instrument as disclosed in the prospectus and the UCITS
key investor information document (KIID) or PRIIPs key information document (KID). However, the
recital also makes clear that reliance on such disclosure documents is subject to the assumption that
all costs relating to the financial instrument are disclosed in that document.

10. Article 24(4) of MiFID II only excludes those costs caused by the occurrence of underlying market
risk.

11. This CP addresses the following topics:

55 Regulation (EU) of the European Parliament and of the Council on key information documents for packaged retail and insurance
based investment products (PRIIPs)Packaged Retail and Insurance based Investment Products (PRIIPs).
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Scope — professional clients and eligible counterparties

12. Article 33 of the MiFID Implementing Directive (“Information about costs and associated charges”)
applies to retail clients only.

13. ESMA notices that, as also emphasised by the Commission in its request for technical advice, the
extension of certain safeguards to the relationship between investment firms and non-retail clients
(including eligible counterparties) has been one of the innovative elements of the review of MiFID.

14. ESMA considers that increased transparency on costs is relevant for all categories of clients, including
non-retail clients. Therefore, ESMA proposed that the implementing measures proposed in this chap-
ter should apply, in line with the MiFID II text, to all categories of clients.

15. ESMA considers, however, that, considering the different status of professional clients and eligible
counterparties, clients in these categories should have the possibility, in certain cases, to opt-out from
the application of the detailed requirements described in the following sections of this chapter (for in-
stance they could choose not to receive post-sale periodic disclosure).

16. This possibility should however be excluded in situations in which, the nature of the services provided
or the financial instruments concerned justifies the full application of the requirements, including in
the relationship with non-retail clients. In particular, the possibility to opt-out from the application of
these requirements should not be possible in the following cases:

i. when the services of investment advice or portfolio management are provided; or

ii. when, irrespective of the investment service provided, the financial instruments concerned em-
bed a derivative.

Scope - point of sale disclosure (ex-ante)

17. According to Article 24(4) of MiFID II, there is a general duty to inform the clients about “all costs
and associated charges” related to the services provided and the financial instruments. More specifi-
cally:

i. Article 24(4)(c) subparagraph 1 of MiFID II requires that information on costs and charges
should “include [...] the cost of the financial instruments recommended or marketed”; and

ii. Article 24(4)(c) subparagraph 2 of MiFID II requires that “all costs and charges” shall be aggre-
gated.

18. ESMA considers that the implementation of these requirements should take into account the over-
arching obligation to act in accordance with the best interest of clients, which applies to the provision
of investment services to clients and the importance of making the client aware, on an ex-ante basis,
of costs and charges. For the purpose of this rule, ESMA considers that the above reference to the fi-
nancial instruments “recommended or marketed” should be understood in a broad manner. In par-
ticular, it should include firms providing the investment services of portfolio management or invest-
ment advice to their clients. It should also include firms providing general recommendation concern-
ing financial instruments or promoting certain financial instruments in the provision of investment
and ancillary services to clients. For this purpose it can be assumed that an investment firm that has
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entered into distribution and/or placement agreements with a product manufacturer or issuer will
recommend or market financial instruments from that product manufacturer or issuer.

In accordance with the overarching obligation mentioned above and taking into account the obliga-
tions resulting from specific legislation regulating certain financial instruments (in particular, UCITS
and PRIIPs), ESMA considers that investment firms should disclose and aggregate all costs and
charges, including the costs of the financial instrument, in all cases where investment firms are
obliged to provide the client with information about the costs of a financial instrument in accordance
with Union legislation — even when the investment firm has not recommended or marketed the fi-
nancial instrument concerned. This is typically the case, for instance, with investment firms obliged to
provide clients with the KIID or the KID in accordance with UCITS or PRIIPs legislation.

Based on the above and the MiFID II legal text, if an investment firm does not recommend or market
certain financial instruments to the client (i.e. passively provides execution of orders services) and is
not subject to the obligation to provide the client with a KID/KIID in relation to the financial instru-
ment concerned, the firm is only required to inform the client, on an ex-ante basis, about all costs and
charges relating to the service. The limitation above is intended to reflect the fact that, if an invest-
ment firm has not actually marketed or recommended a financial instrument and the relevant finan-
cial instrument is not associated with a KID/KIID, the investment firm may not be in the position to
take into account all the costs associated with that instrument.

Even in these residual instances, ESMA would like to emphasise that “costs of the instrument” are
distinct from “price of the instrument” and that the proposals above should not relieve the firm from
disclosing the price of acquiring the relevant financial instruments. Furthermore, the investment firm
is still required to comply with any other MiFID II obligations to provide appropriate information
about the risk of the relevant financial instrument in accordance with Article 24(4)(b) of MiFID II and
to provide clients, on an ex-post basis, with adequate reports on the service provided in accordance
with Article 25(6) of MiFID II (which also includes cost elements).

In some cases more than one firm is involved in the processing of a client’s investment. The question
then arises as to whether an investment firm having recommended or marketed the financial instru-
ment to the client should take into account the costs charged by other firms. For example, an invest-
ment firm is in charge of the provision of the portfolio management service to a client, but does not
provide custody services. ESMA considers that this investment firm should only take into account the
costs related to the custody services if it directs the client to a particular custodian (or chooses a cus-
todian on behalf of the client). In other cases (i.e. where a client itself chooses a custodian), the in-
vestment firm providing portfolio management services is not in a position to take into account the
cost charged by that custodian. An investment firm should only take into account the costs associated
to the provision by other firms of other investment or ancillary services (on top of the costs associated
to the services provided by itself) if it has directed the client to these firms. The costs charged by the
firm or such other parties associated to services should be disclosed separately (see Example 3).

Given the need to ensure the implementation of this provision is proportionate to the service provid-
ed and to the circumstances of the relationship with clients, ESMA does not feel it is appropriate to
mandate whether the disclosure should be provided at a ‘service’ level or at an ‘individual financial in-
strument’ level. It is for firms to decide what is appropriate. In the case of multiple financial instru-
ments, if the disclosure is provided at a service level it should not make it difficult for the client to un-
derstand and assess the impact of costs and charges for each financial instrument.
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Third party payments (inducements)

24. Due to the different business models, investment firms may not always directly and/or fully charge

25.

26.

27.

the client with a commission or charge for their services. Instead they may receive payments from
third parties. In such cases, the client indirectly pays the investment firm for the services rendered
through higher commissions included in the charges and/or in the price of the financial instruments,
which are subsequently (partially) passed on to the investment firm.

MiFID II sets the conditions for the acceptance of third party payments by investment firms (induce-
ments) under Article 24(9). In accordance with this article, an investment firm should provide its cli-
ents with information on the existence, nature and amount of third party payments received, or,
where the amount cannot be ascertained, the method of calculating that amount. In addition, Article
24(4)(c) of MiFID II requires that information about third-party payments is provided to clients in
the context of information on costs and associated charges.

The information provided to clients about third party payments should allow the client to ascertain
the total costs of the service provided and to compare between different services, financial instru-
ments and investment firms, prior to the provision of the service. In these situations, the client should
be informed about how he indirectly pays for the service, as this will have an effect on the total costs
paid. For example, an investment firm may receive rebates paid out of the management fees from the
management company for investment advice provided by the investment firm in relation to a collec-
tive investment scheme. In that case, the rebates are considered to be the income of the investment
firm for the service provided to the client. The client has paid for this service through the charges in
the financial instrument. ESMA advises the Commission that third party payments received by in-
vestment firms shall be regarded as part of the cost of the service, in order to reflect the fact that the
client will pay them through the charges or the price of the financial product.

Example 4 below illustrates how the disclosure of third party payments should interact with the
disclosure of the aggregated costs and charges.

Scope — aggregation of costs and charges

28.

29.

Article 24(4)(c), subparagraph 2 of MiFID II, requires that “all costs and charges” shall be aggregated
in order to allow the client to understand the overall cost as well as the cumulative effect on return of
the investment. This section of this chapter considers the scope of application of this requirement,
while subsequent sections discuss the details of the costs and charges that have to be aggregated.

ESMA considers that, in accordance with the obligation to disclose costs and charges, investment
firms should aggregate information about the costs related to the financial instrument and costs re-
lated to investment or ancillary services when they recommend or market financial instruments to
clients or when they are required to provide specific disclosure about the costs of the financial in-
strument in accordance with relevant Union legislation (e.g. where the relevant instrument is subject
to the UCITS KIID or the PRIIPs KID). The details of the costs and charges that have to be aggregated
are in the ‘Costs and charges to be aggregated’ section of this chapter.

Scope — periodic post sale disclosure

30.

Article 24(4)(c) subparagraph 2 of MiFID II also requires that “where applicable” information on
costs and charges should be provided to the client on a regular basis, at least annually, during the life
of the investment.
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ESMA would like to identify the situations in which investment firms are subject to the periodic post
sale disclosure requirement to provide aggregated information on all costs and charges (i.e. define
what “where applicable” means in practice). In particular, ESMA considers that investment firms
that offer a ‘one-off’ investment service should not be required to provide their clients with periodic
information about costs related to the financial instruments. If the investment firm only provides
‘one-off’ investment services (such as execution of orders on one occasion or advice on a particular
transaction), the investment firm should not be obliged to annually disclose aggregated information
about the incurred costs and charges related to the ‘one-off’ investment service(s) provided, as the in-
vestment firm would not generally have any such on-going costs or charges to report.

However, ESMA advises the Commission that an investment firm should be required to provide
annual post-sale aggregated information about costs and charges related to both the financial instru-
ment(s) and investment and ancillary service(s) if it has recommended or marketed financial instru-
ments (or has provided the client with the KID/KIID) and it has a continuing relationship with the
client (such as portfolio management or a continuing advisory relationship). The MiFID Implement-
ing Directive already establishes certain post-sale reporting obligations for firms providing execution
of orders other than portfolio management (Article 40), portfolio management (Article 41) or holding
client financial instruments or funds (Article 43). The current reporting obligations can be used as a
basis to comply with the additional post-sale periodic disclosure requirements provided under Article
24(4) of MiFID II.

ESMA therefore advises the Commission to include additional reporting obligations in order to reflect
Article 24(4) of MiFID II. These additional reporting obligations are set out below for different types
of investment service (please note that the list provided is for indicative purposes only, and is not in-
tended to be an exhaustive list of the relevant investment or ancillary services). As discussed in para-
graph 22, the disclosures listed should include the costs and charges related to the provision of any
other investment or ancillary service provided by the investment firm or any other party to which the
investment firm has directed the client:

i. Reporting obligations in respect of execution of orders other than for portfolio
management: In addition to the current reporting obligations in Article 40 of the MiFID Im-
plementing Directive and where there is a continuing relationship with the client (for example,
where a trading account has been established and is in active use), ESMA advises the Commission
that the investment firm should annually aggregate costs and charges related to the provision of
the execution or reception and transmission of orders services carried out during the year. No fur-
ther disclosure requirements are recommended in regard to one-off execution services (other
than the existing reporting requirements already required in accordance with Article 40 of the
MiFID Implementing Directive).

ii. Portfolio management: In addition to the current reporting obligations in Article 41 of the
MiFID Implementing Directive, ESMA proposes that the investment firm should annually aggre-
gate all costs and charges (meaning costs related to both the portfolio management services and
the financial instrument(s)) incurred during the year and where the client so requests, an item-
ised breakdown should be provided.

iii. Investment advice: There are currently no reporting obligations in the MiFID Implementing
Directive. ESMA proposes that with regard to one-off advice there should be no specific periodic
post-sale obligation for the investment firm to provide information about the overall costs and
charges. However, with regard to ‘on-going’ investment advice (i.e. in the case that a client re-
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quests a periodic suitability assessment or a continuing advisory relationship is otherwise estab-
lished), ESMA advises the Commission that an investment firm should be required to annually
aggregate all costs and charges (meaning costs related to both the investment service and the fi-
nancial instrument(s)) incurred during the year and where there the client so requests, an item-
ised breakdown should be provided.

In addition to the obligations above, as proposed in the chapter on inducements, in all cases where an
investment firm receives on-going payments by a third party in connection with the provision of an
investment or ancillary service to a client, the investment firm should inform its clients on an individ-
ual basis, at least once a year, about the actual amount of the inducement received (ESMA notes that,
as expressed in the section on the legitimacy of third party payments, on-going inducements should
be justified by the provision of on-going services to clients). The same obligation applies when an in-
vestment firm was unable to ascertain on an ex-ante basis the amount of any payment or benefit it
was to receive, and instead disclosed to the client the method of calculating that amount (in accord-
ance with Article 24(9) of MiFID II); in that case, the investment firm should also provide the client
with post-sale information on the exact amount of the inducement received.

Costs and charges to be aggregated

35.

36.

37-

ESMA has identified various cost items that are related to investment and ancillary services and the
different types of financial instruments that are not caused by the underlying market risk. ESMA con-
siders that these identified costs should form part of the costs to be disclosed to the clients. These cost
items are listed in the Annex to this chapter.

Moreover, ESMA notes that currently the UCITS KIID does not include an obligation to provide
information about transaction costs.5¢ Taking into account Recital 78 of MiFID II this could mean
that the information currently provided in conformity with the UCITS KIID would be different in
scope compared to MiFID II requirements, in which case the investment firms or credit institutions
recommending or marketing UCITS should additionally provide their clients with information about
the transaction costs. These transaction costs have therefore been included in the Annex to this chap-
ter, as Article 24(4) refers to all costs related to the financial instruments, and only excludes costs that
are caused by the occurrence of the underlying market risk.

ESMA notes however that the PRIIPs Regulation introduces a KID to be produced for all packaged
retail investment products, including potentially UCITS. The KID will have to disclose costs associat-
ed with the investment comprising both direct and indirect costs, one-off and recurring costs. In this
light ESMA therefore advises the Commission to further consider this issue in the UCITS/PRIIPs con-
text. This is essential because the investment firm providing disclosure in the context of MiFID
should be able to rely, as per Recital 78 of MiFID II, on the costs and charges disclosed in the PRIIPs
KID when aggregating the costs and charges according to MiFID II.

56 However, where the impact of portfolio transaction costs on returns is likely to be material due to the strategy adopted by the
UCITS, a statement to this effect must be included in the KIID, making it also clear that portfolio transaction costs are paid from the
assets of the fund (c.f. Article 7(2)(e) of the Level 2 KIID Regulation. The reasons behind CESR’s decision not to recommend explicit
disclosure of portfolio transaction costs in the UCITS KIID are set out in the Consultation paper on technical issues relating to Key
Investor Information Document (KIID) disclosures for UCITS (CESR/09-047). See paragraphs 30-32 of Chapter 3. However the
PRIIPs proposal, which might eventually lead to the PRIIPs KID replacing the UCITS KIID, does not exclude these costs.
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In order for the client to understand the overall costs of the services provided and the financial in-
struments, an investment firm should aggregate:

i.  all costs and associated charges charged by the investment firm or other parties where the client
has been directed to such other parties for the investment services(s) and/or ancillary services
provided to the client; and

ii.  all costs and associated charges associated with the manufacturing and managing of the financial
instruments.

The amount that should be disclosed to the client (both ex-ante and ex-post) should be an aggregation
of the abovementioned two elements (which consist of the costs and charges that are listed in the An-
nex to this chapter). ESMA also advises the Commission that the aggregated amount should generally
be one single figure that is expressed in a cash amount and a percentage. If a client requests an item-
ised breakdown of the overall costs, such a breakdown should be provided by the investment firm.
The breakdown should make it possible for the client to have insight in the underlying cost items as
listed in the Annex to this chapter.

To illustrate how the aggregated costs and charges could be disclosed, a number of examples are
provided below. These examples are for illustrative purposes only and do not represent a prescribed
format.

Example 1

41.

A client has €100,000 to invest and subscribes to a portfolio management service. The portfolio
manager charges 2% to create and implement the agreed investment portfolio, with the client’s mon-
ies invested in a range of ordinary shares. This 2% initial charge also covers the costs of managing the
portfolio in the first year, with a 0.75% charge levied for all subsequent years. The aggregated costs
and charges associated with the investment service and financial instrument could be disclosed to the
client in the form of the following table:
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On-going annual fees for

Costs and charges Initial costss” 8
subsequent years>

all costs and associated
charges charged by the port-
folio manager or other parties 2% €2,000 0.75% €750
for the investment service(s)
and/or ancillary services

all costs and associated
charges associated with the - - - -
financial instruments59

Aggregated overall costs 2% €2,000 0.75% €750

Example 2

42. A client invests €50,000 in a structured investment product after receiving advice from an independ-
ent adviser.

43. The client paid the adviser €1,000 for the advice and to implement the recommendations. The client
also agrees to pay the adviser 0.5% per annum to assess the on-going suitability of the investment.

44. The structured product has a 2% upfront fee, a total on-going annual charge of 0.4% and would
impose a 4% exit penalty if the investment was cancelled within the first 5 years.

45. The aggregated costs and charges associated with the investment service and financial instrument
could be disclosed to the client in the form of the following table:

57 The initial costs include any fees or other costs due when the share portfolio is established and the first year’s costs associated with
the investment service or financial instrument. So in this example, it reflects the cost of establishing and implementing the portfolio
management service.

58 The ongoing annual fees for subsequent years include all ongoing charges associated with investment service and financial
instrument. In this example, there are no costs associated with the shares held by the client, with a 0.5% ongoing charge payable for
the portfolio management service.

59 There are no costs or charges associated with purchasing or holding the ordinary shares (for the purpose of this example, ESMA
has assumed there are no transactional taxes associated with the trade). Any broker or transaction costs associated with purchasing
the shares are reflected in the cost of the portfolio management service.
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All costs and charges Upfront costs®° On-going costs®! Exit costs?
all costs and associated
charges charged by the
adviser or other parties for 2% €1,000 0.5% €250 €0 0%

the investment service(s)
and/or ancillary services

all costs and associated
charges associated with the 2% €1,000 0.4% €200 4%* €2,000%
financial instruments

Aggregated overall costs 4% €2,000 0.9% €450 4%* €2,000%

*The exit cost associated with the financial instrument is only payable in the event that the in-
strument is cashed in within 5 years of its inception.

Example 3

46. A client invests €80,000 in a structured investment product after receiving advice from an independ-
ent adviser. The client paid the adviser €800 for the advice provided. The adviser then referred the
client to an execution broker who arranged and implemented the recommended financial instrument.
The client paid €400 to the execution broker for their services. The client did not enter into an on-
going service agreement with either the adviser or execution broker. The structured product had a
2.5% upfront fee, a total on-going annual charge of 0.5%.

47. The aggregated costs and charges associated with the investment services and financial instrument
could be disclosed to the client in the form of the following table:

60 The upfront costs include any fees or other costs associated with the initial advice provided and to set up the financial instrument.
So in this example, it reflects the cost of the advice received and implementing of the recommendations, plus the upfront fee associat-
ed with the structured product.

61 The ongoing costs include all ongoing charges associated with investment service and financial instrument. In this example, this
includes the fee payable to the adviser for conducting an ongoing assessment of suitability and the total ongoing costs associated with
the structured product.

62 The exit costs include any exit charges due if the client cancels the investment advice service or cancels the financial instrument. So
in this example, there are no costs to cancel the ongoing advice service but the client would incur a 4% charge if the structured
investment product was cancelled within five years of its inception.
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Costs and charges Initial costs®3 On-going costs®4
all costs and associated
charges charged by the inde- 1.00% €800 0.00% €0

pendent adviser

all costs and charges charged
by the execution broker
associated with the reception, 0.50% €400 0.00% €0
transmission and execution
of the order

all costs and associated
charges associated with the 2.50% €2,000 0.50% €400
financial instruments
Aggregated overall costs 4% €3,200 0.50% €400

For on-going costs in Examples 1, 2 and 3, any potential growth in the investment has not taken into
account. Work to develop the PRIIPs implementing measures is likely to consider how projected fu-
ture growth of the investment should be accounted for when disclosing aggregated costs in the PRIIPs
KID. Any position reached on this is likely to have relevance to the MiFID II costs disclosure docu-
ment.

Examples 1, 2 and 3 assume the client pays a separate charge for the financial instruments and in-
vestment services. Where a client receives non-independent advice or invests in a financial instru-
ment without seeking financial advice, the investment firm may receive a commission payment from
the financial instrument manufacturer for arranging the sale of the instrument. As such the client
would not pay any monies directly to the investment firm. Where a manufacturer pays a fee, commis-
sion or monetary inducement to an investment firm, this shall be disclosed separately from the cost of
the financial instrument as cost of the service. This enables the client to compare costs and charges
across different instruments and services. This is illustrated in Example 4.

Example 4

50.

A client invests €25,000 in a mutual fund through a broker without receiving financial advice. The
mutual fund includes a 5% upfront charge and a total on-going annual charge of 0.5%. There are no
exit penalties or other charges associated with the mutual fund, although the mutual fund manufac-
turer makes a 3% commission payment to the execution-only broker for arranging the sale of the mu-
tual fund. The aggregated costs and charges associated with the investment service and financial in-
strument could be disclosed to the client in the form of the following table, which should make the
client aware that part of the fees he paid for the financial instruments are rebated to the broker
providing the investment service:

63 The initial costs include any fees or other costs associated with the initial advice provided and to set up the financial instrument. So
in this example, it reflects: (i) the fee paid to the independent adviser for the advice provided; (ii) the fee paid to the execution broker
for arranging and implementing the recommended investment and (iii) the upfront fee associated with the structured product.

64 The ongoing costs include all ongoing charges associated with investment service and financial instrument. In this example, there
is no ongoing investment service provided to the client by either the adviser or execution broker. The only ongoing cost is the 0.5%
ongoing annual charge associated with the structured investment product.
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Costs and charges Upfront fees5s On-going fees%¢

all costs and associated
charges associated with the 5% €1,250 0.5% €125
financial instruments

- of which: costs and asso-
ciated charges for invest-
ment service(s) and/or

ancillary services paid by (3%) (€750) (0%) (€0)
third parties to the broker

(arrangement fee)

Aggregated overall costs 5% €1,250 0.5% €125

The 3% (€750) commission payment in Example 4 is now allocated to the costs related to the invest-
ment services. However in disclosing this amount through such an illustration the investment firm
should also provide an explanation about the nature of this amount in a comprehensive, accurate and
understandable manner. In other words it should be clear to the client that this amount is a third par-

ty payment.

It is not necessary to separately disclose any non-monetary inducements provided by an investment
manufacturer to an investment firm unless these are of significant value. Any inducement that meets
the definition of a minor non-monetary benefit is unlikely to be significant.

Timing and format of disclosure

Point of sale disclosure of information (ex-ante disclosure)

53.

54.

55-

ESMA considers that the aggregated information about all costs and charges should be provided to
(potential) clients in good time before the provision of the investment and/or ancillary service (point
of sale disclosure). The (potential) clients should be allowed enough time to consider material infor-
mation when they make their investment decisions.

This means that the information on costs and charges should be provided early in the investment
process, so that the investor should have enough time to evaluate the information and compare dif-
ferent financial instruments and investment services with each other.

Article 24(5) of MiFID II requires that the information about costs and charges shall be provided in a
comprehensible form and that Member States may allow that information to be provided in a stand-
ardised format. ESMA considers that the word “standardised” refers to the formal appearance, con-

65 The upfront fees include any fees or other costs associated with the investment service or financial instrument. In this example,
there is an initial 5% charge associated with the mutual fund. However, 3% of this is paid to the execution-only broker for arranging
the sale of the mutual fund. 3%of the total upfront charge is therefore attributable to the cost of the investment service and 2% to the
financial instrument.

66 The ongoing fees include all ongoing charges associated with investment service and financial instrument. In this example, there is
a 0.5% ongoing charge associated with the mutual fund.

111



56.

~ esma

A

tent and layout only. “Standardised” does not therefore determine whether the disclosure has to be
individualised or generic.

ESMA is of the view that for the purpose of point of sale disclosure the information provided about
the costs related to the financial instrument can be provided on a generic basis as long as the invest-
ment firm ensures that the costs and charges provided in the generic disclosure are representative of
the costs that the client would actually incur. This would ensure consistency between information
provided by UCITS KIID and an eventual PRIIPs KID, which is not personalised. Recital 78 of MiFID
II clarifies that for costs relating to the financial instrument, investment firms may rely on the infor-
mation that the product manufacturer or issuer of the financial instrument is obliged to publish under
existing Union law. However, with regard to information provided about the costs related to the in-
vestment and/or ancillary services, the investment firm should provide personalised/tailored infor-
mation of the costs that the client will incur. For example, if an investment firm offers two levels of
services; a basic service and premium service, and if a client was likely to subscribe to the premium
service, it would not be appropriate to disclose the costs of the basic service to that client as this could
mislead the client.

Methodology of calculation of ex-ante figures

57

The methodology for calculating ex-ante cost figures should be based on the principle that the in-
vestment firm should use costs actually incurred as a proxy for the expected costs and charges. If ac-
tual costs are not available, the investment firm should make reasonable estimations of these costs.
Moreover the investment firm shall have an obligation to review its ex-ante assumptions based on the
ex-post experience and should make adjustments to these assumptions, if necessary.

Post-sale periodic disclosure of information (ex-post disclosure)

58.

The current ex-post information, as prescribed by Article 40 and Article 41 of the MiFID Implement-
ing Directive is provided on a personalised basis, and is based on actual costs incurred. In line with
this ESMA proposes that the additional periodic reporting requirements as proposed in this CP
should also be provided on a personalised basis, using costs actually incurred.

Cumulative effect of costs on return

59

ESMA considers that an investment firm should be obliged to provide its clients both ex-ante and ex-
post with an illustration showing the cumulative effect of costs on return when providing investment
services, such as portfolio management and investment advice. The illustration should help the client
to understand the overall costs and should increase the client’s understanding of the cumulative effect
of costs and charges on the investment. The illustration can be a graph, a table or a narrative and
should be provided at the point of sale. When providing the illustration the investment firm should
ensure that the illustration meets the following high level requirements:

i.  theillustration shows the effect of the overall costs and charges on the return of the investment;
ii.  the illustration shows any anticipated spikes or fluctuations in the costs, such as high costs in the
first year of the investment (upfront fees), lower costs in the subsequent years (on-going fees)

and higher costs at the end of the investment (exit fees); and

iii. the illustration is accompanied by an explanation of what the illustration shows.
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Draft technical advice

Scope — professional clients/eligible counterparties

1.

Detailed information on costs and associated charges should be made available to professional clients
and eligible counterparties.

When providing investment services to professional clients and eligible counterparties, investment
firms shall be able to agree a limited application of these requirements, except in the following situa-
tions:

i. when the services of investment advice or portfolio management are provided, or

ii. when, irrespective of the investment service provided, the financial instruments concerned embed
a derivative.

Scope — point of sale disclosure (ex-ante)

3.

The obligation to provide a full point of sale disclosure, where aggregated information about the costs
related to the financial instrument and the costs related to the investment or ancillary service is pro-
vided, should apply to investment firms in the following situations:

i. when the investment firm recommends or markets financial instruments to clients; or

ii. when the investment firm providing any investment services is required to provide clients with a
KID/KIID in relation to the relevant financial instruments, in accordance with relevant Union
legislation.

If the investment firm does not recommend or market a financial instrument to the client and is not
obliged to provide the client with a KID/KIID in accordance with relevant Union legislation, the in-
vestment firm has to inform the client about all costs and charges relating to the investment and/or
ancillary service provided.

When more than one investment firm provides investment or ancillary services to the client, each
investment firm should provide information about the costs of the investment or ancillary services it
provides. An investment firm that recommends or markets to its clients the services provided by an-
other firm, should aggregate the cost of its services together with the cost of the services provided by
the other firm.

Third party payments received by investment firms in connection with the investment service provid-
ed to a client shall be regarded as part of the cost of the service provided to the client.

Scope of post-sale periodic disclosure

7.

Investment firms should be obliged to provide annual post-sale information about all costs and
charges related to both the financial instrument(s) and investment and ancillary service(s) if they
have recommended or marketed the financial instrument(s) or they have provided the client with the
KID/KIID in relation to the financial instrument(s) and it has a continuing relationship with the cli-
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ent.

8. Investment firms should be allowed to provide aggregated information on costs and charges of the
investment services and the financial instruments together with any existing periodic reporting pro-
vided to clients.

Costs and charges to be aggregated
9. Costs and charges listed in the Annex to this chapter should be disclosed to clients.

10. In relation to UCITS, the Commission should consider the possibility to require, in the MiFID II
implementing measures or in the UCITS regulatory framework, the disclosure of product costs and
charges that are not included in the UCITS KIID.

11. Investment firms should aggregate:
i.  all costs and associated charges charged by the investment firm or other parties where the client
has been directed to such other parties, for the investment services(s) and/or ancillary services

provided to the client; and

ii.  all costs and associated charges associated with the manufacturing and managing of the financial
instruments.

12. The aggregated costs and charges should be expressed in one single figure, both as a cash amount and
as a percentage.

Timing and format of disclosure

Point of sale disclosure of information (ex-ante disclosure)

13. The aggregated information about all costs and charges should be provided to clients or potential
clients in good time before the provision of the investment and/or ancillary service. The (potential)
clients should be allowed enough time to consider material information when they make their in-
vestment decisions. The information on the financial instrument provided at the point of sale can be
provided on a generic basis as long as the investment firm ensures that the costs and charges provided
in the disclosure are representative of the costs that the client would actually incur.

Methodology for the calculation of ex-ante figures

14. The methodology for calculating ex-ante cost figures should be based on the principle that the in-
vestment firm should use actually incurred costs as a proxy for the expected costs and charges. If ac-
tual costs are not available, the investment firm should make reasonable estimations of these costs.

15. Investment firms shall review ex-ante assumptions based on the ex-post experience and should make
adjustment to these assumptions, if necessary.

Post-sale periodic disclosure of information (ex-post disclosure)

16. Information about costs provided on a regular basis during the life of the investment should be based
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on actual costs incurred and should be provided on a personalised basis.

Cumulative effect of costs on the return

17. An investment firm should be obliged to provide its clients with an illustration showing the cumula-

tive effect of costs on return when providing investment services. Such an illustration should be pro-
vided at the point of sale. When providing the illustration the investment firm should ensure that the
illustration meets the following high level requirements:

i.  theillustration shows the effect of the overall costs and charges on the return of the investment;

ii. theillustration shows any anticipated spikes or fluctuations in the costs; and

iii. the illustration is accompanied by an explanation of what the illustration shows.

Q71.

Q72.

Q73.

Q74.

Q75.

Q76.

Q77.

Q78.

Do you agree with the proposal to fully apply requirements on information to clients on
costs and charges to professional clients and eligible counterparties and to allow these
clients to opt-out from the application of these requirements in certain circumstances?

Do you agree with the scope of the point of sale information requirements?

Do you agree that post-sale information should be provided where the investment firm
has established a continuing relationship with the client?

Do you agree with the proposed costs and charges to be disclosed to clients, as listed in
the Annex to this chapter? If not please state your reasons, including describing any
other cost or charges that should be included.

Do you agree that the point of sale information on costs and charges could be provided
on a generic basis? If not, please explain your response.

Do you have any other comments on the methodology for calculating the point of sale
figures?

Do you have any comments on the requirements around illustrating the cumulative
effect of costs and charges?

What costs would you incur in order to meet these requirements?
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Annex 2.14.1: Identified costs that should form part of the costs to be disclosed to the clients

All costs and associated charges charged for the investment service(s) and/or ancillary services provided
to the client that should form part of the amount to be disclosed

Cost items to be disclosed

Examples:

One-off charges
related to the
provision of an
investment service

All fees paid to the investment firm
at the beginning or at the end of the
provided investment service(s).

Deposit fee, termination fee and
switching costs.

On-going related
to the provision of
an investment
service charges

All on-going charges paid to in-
vestment firms for their services
provided to the client.

Management fee, advisory fee, custodi-
an fee.

All costs related to
transactions initi-
ated in the course
of the provision of
an investment
service

Costs and charges that are related
to transactions performed by the
investment firm or other parties.

Broker commissions, entry- and exit
charges paid to the fund manager,
platform fees, marks up embedded in
the transaction price, stamp duty,
transactions tax and foreign exchange
costs.

Any charges that
are related to
ancillary services

Any charges that are related to
ancillary services that are not
included in the costs mentioned
above.

Research costs.
Custody costs.

All costs and associated charges related to the financial instrument that should form part of the amount

to be disclosed

Cost items to be disclosed

Examples:

One-off charges

All fees (included in the price or
in addition to the price of the
financial instrument) paid to
product suppliers at the begin-
ning or at the end of the invest-
ment in the financial instrument.

Front-loaded management fee, struc-
turing fee, distribution fee.
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On-going charges

All on-going charges related to
the management of the financial
product that are deducted from
the value of the financial instru-
ment during the investment in
the financial instrument.

Management fee, performance fee,
service costs, swap fee, securities
lending costs and taxes, financing
costs.

All costs related to
the transactions

Costs and charges that are relat-
ed to transactions that are per-
formed by the manager of the
financial instrument.

Broker commissions, entry- and exit
charges paid by the fund, marks up
embedded in the transaction price,
stamp duty, transactions tax and for-
eign exchange costs.
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2.15. The legitimacy of inducements to be paid to/by a third person
Background/Mandate

Extract from the Commission’s request for advice (mandate)
ESMA is invited to provide technical advice on:

- the conditions under which investment firms providing investment advice on an independent basis and
portfolio management fulfil the requirement to not accept and retain any monetary or non-monetary
third party fees commissions or benefits as well as on the definition and conditions for acceptable minor
non-monetary benefits;

- the conditions under which payments and non-monetary benefits, paid to or provided by investment
firms providing all other investment or ancillary services, are not deemed to meet the requirement of
enhancing the quality of the relevant service to the client;

- disclosure and organisational arrangements to be complied with by investment firms in order to meet
the requirements set out in Article 24(7), (8) and (9).

1. MiFID I contains requirements for third party payments in the context of Article 26(b) of the MiFID
Implementing Directive, regulating inducements. The essential requirements for the legitimacy of in-
ducements to be paid by/to a third person (other than payments by or on behalf of the client) are:

i.  disclosure of the existence, the nature and amount of the fee, commission or benefit, or, where
the amount cannot be ascertained the method of calculating that amount prior to providing in-
vestment or ancillary services;

ii. the third party payment must be designed to enhance the quality of the relevant service to the
client; and

iii. the third party payment must not impair compliance with the firm’s duty to act in the best inter-
est of the client.

2. CESR published recommendations on the topic of inducements in 200767 and 2010.68

3. MIFID II aims to strengthen the current MiFID requirements for third party payments and benefits.
To this end MiFID II distinguishes between the rules that apply to: (i) the investment services of port-
folio management and investment advice on an independent basis; and (ii) all other investment ser-
vices.

4. Recitals 74 and 75 of MiFID II state that:
“(74) In order to strengthen the protection of investors and increase clarity to clients as to the ser-

vice they receive, it is also appropriate to further restrict the possibility for firms providing the ser-
vice of investment advice on an independent basis and the service of portfolio management to ac-

67 CESR/07-228b ‘Recommendations on Inducements under MiFID’ May 2007.
68 CESR/10-295: ‘Inducements: Report on good and poor practices’ April 2010.
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cept and retain fees, commissions or any monetary and non-monetary benefits from third parties,
and particularly from issuers or product providers. This implies that all fees, commissions and any
monetary benefits paid or provided by a third party must be returned in full to the client as soon as
possible after receipt of those payments by the firm and the firm should not be allowed to offset any
third-party payments from the fees due by the client to the firm. The client should be accurately and,
where relevant, periodically, informed about all fees, commissions and benefits the firm has re-
ceived in connection with the investment service provided to the client and transferred to him. Firms
providing independent advice or portfolio management should also set up a policy, as part of their
organisational requirements, to ensure that third party payments received are allocated and trans-
ferred to the clients. Only minor non-monetary benefits should be allowed provided that they are
clearly disclosed to the client, that they are capable of enhancing the quality of the service provided
and that they do not, or could not be judged to, impair the ability of investment firms to act in the
best interest of their clients.

(75) When providing the service of investment advice on an independent basis and the service of
portfolio management, fees, commissions or non-monetary benefits paid or provided by a person
on behalf of the client are allowed only as far as the person is aware that such payments have been
made on that person’s behalf and that the amount and frequency of any payment is agreed between
the client and the investment firm and not determined by a third party. Cases which would satisfy
this requirement include where a client pays a firm's invoice directly or it is paid by an independent
third party who has no connection with the investment firm regarding the investment service pro-
vided to the client and is acting only on the instructions of the client and cases where the client nego-
tiates a fee for a service provided by an investment firm and pays that fee. This would generally be
the case for accountants or lawyers acting under a clear payment instruction from the client or
where the person is acting as a mere conduit for the payment”.

Portfolio management and investment advice on an independent basis

5.

Article 24(7)(b) and 24(8) of MiFID II state that when an investment firm provides investment advice
on an independent basis or portfolio management, it shall not accept and retain fees, commissions or
any monetary or non-monetary benefits paid or provided by any third party or a person acting on be-
half of a third party in relation to the provision of the service to clients. Minor non-monetary benefits
that are capable of enhancing the quality of service provided to a client and are of a scale and nature
such that they could not be judged to impair compliance with the investment firm’s duty to act in the
best interest of the client should be clearly disclosed and are excluded from this provision.

All other investment services

6.

Article 24(9) of MiFID II states that investment firms are not regarded as fulfilling their obligations
under Article 23 or Article 24(1) where they pay or are paid any fee or commission, or provide or are
provided with any non-monetary benefit in connection with the provision of an investment service or
ancillary service, to or by any party except the client or a person on behalf of the client, other than
where the payment or benefit:

i.  is designed to enhance the quality of the relevant service to the client; and

ii. does not impair compliance with the firm's duty to act honestly, fairly and professionally in ac-
cordance with the best interest of its clients.

Article 24(9) of MiFID II also states that:
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“The existence, nature and amount of the payment or benefit referred to in the first subparagraph,
or, where the amount cannot be ascertained, the method of calculating that amount, must be clearly
disclosed to the client, in a manner that is comprehensive, accurate and understandable, prior to the
provision of the relevant investment or ancillary service. Where applicable, the investment firm
shall also inform the client on mechanisms for transferring to the client the fee, commission, mone-
tary or non-monetary benefit received in relation to the provision of the investment or ancillary
service.

The payment or benefit which enables or is necessary for the provision of investment services, such
as custody costs, settlement and exchange fees, regulatory levies or legal fees, and which by its na-
ture cannot give rise to conflicts with the firm’s duties to act honestly, fairly and professionally in
accordance with the best interests of its clients is not subject to the requirements”.

Analysis

8.

0.

According to the Commission mandate the following four areas require further specification in the
MiFID II implementing measures:

i.  the conditions under which investment firms providing investment advice on an independent
basis and portfolio management fulfil the requirement to not accept and retain any monetary or

non-monetary third party payments;

ii. the definition and conditions for ‘minor non-monetary benefits’ that can be received when
providing independent advice or portfolio management;

iii. the use of payments and non-monetary benefits that meet the requirement of enhancing the
quality of the relevant service to the client; and

iv. requirements for the disclosure to the client in relation to the existence, nature and amount of
the third party payment or benefit.

In relation to each of these aspects, ESMA considers the following:

Accept and not retain third party payments

10. If independent investment advice or portfolio management is provided, investment firms are not

allowed to accept and retain fees, commissions or any monetary and non-monetary benefits paid or
provided by a third party. Recital 74 of MiFID II makes clear that an investment firm providing inde-
pendent investment advice and/or portfolio management may still consider financial instruments
with the traditional remuneration model. Under such a model, the issuer pays a commission, fee or
monetary benefit to the investment firm distributing the product. However, the recital also clarifies
that in such cases the investment firm should return to the client any monies received from third par-
ties in full as soon as possible after receipt.

Minor non-monetary benefits

11.

Investment firms providing independent investment advice or portfolio management are allowed to
receive minor non-monetary benefits that are capable of enhancing the quality of service, provided
that they are of such scale and nature that they cannot be judged to impair compliance with the firm's
duty to act in the best interests of its clients. In order to prevent investment firms from circumventing
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the general prohibition to receive third party payments, ESMA believes that this exemption should be
interpreted strictly, such that non-monetary benefits likely to influence the behaviour of the recipient
should not be allowed. ESMA is also of the opinion that the receipt of minor non-monetary benefits
should be permitted in respect of all MiFID investment and ancillary services, not only for independ-
ent advice or portfolio management, in accordance with the same conditions.

12. ESMA has considered the potential for research to be permissible as a minor non-monetary benefit
for portfolio managers and independent investment advisers.®9 ESMA views that ‘financial research’
referred to in paragraph 23 may include forms of investment research provided it is of a scale and na-
ture such that it could not be judged to impair a firm’s duty to act in the best interests of their cli-
ents. In practice, research is often received by a portfolio manager from a broker with whom they exe-
cute orders on behalf of their clients.

13. ESMA proposes that for financial analysis to be acceptable it would need to be intended for distribu-
tion so that it is, or is likely to become, accessible by a large number of persons, or for the public at the
same time. For example, simultaneously widely distributed research or information on a single finan-
cial instrument or issuer of financial instruments, or generic economic commentary, may meet this
provision.

14. In contrast, based on the intention of the ‘minor non-monetary benefits’ exemption, ESMA considers
that any research that involves a third party allocating valuable resources to a specific portfolio man-
ager would not constitute a minor non-monetary benefit and could be judged to impair compliance
with the portfolio manager’s duty to act in their client’s best interest. For example, it is often common
practice for a portfolio manager to agree higher execution rates to allow them to also obtain higher-
value research from a broker (i.e. the additional services from the broker are explicitly cross-
subsidised by the transaction charges taken from the portfolio manager’s client’s funds). A firm may
also be influenced to direct order flow or ‘churn’ client portfolios to gain access to more valuable re-
search services for ‘free’. As such, any research that is tailored or bespoke in its content or rationed in
how it is distributed or accessed would be of a scale and nature such that its provision is likely to in-
fluence the recipient’s behaviour and cannot be a minor non-monetary benefit. This would include
privileged access to research analysts (e.g. face-to-face meetings or conference calls), bespoke reports
or analytical models, investor field trips, or services linked to research such as corporate access and
market data services, which by their nature are limited in access and/or can have a material value.

15. ESMA acknowledges that this restriction on research that can be accepted as a minor non-monetary
benefit may mean a portfolio manager or firm offering independent advice will wish to separately ac-
quire additional third party research to fulfil their needs. ESMA is therefore clear that the restriction
on research as an inducement does not prevent a portfolio manager or independent adviser, who re-
quires bespoke or valuable external investment research services as part of fulfilling their duties to
their clients, from contracting and paying for such research on a distinct and separate basis with a
broker or other third party (subject to meeting their other MiFID requirements, such as managing
conflicts of interest). The portfolio manager or independent adviser would need to ensure that the
terms of such arrangements with a third party are not influenced by other services they acquire di-
rectly on behalf of their clients in their provision of independent investment advice or portfolio man-
agement services where they acquire these from the same third party. For example, a portfolio man-
ager may regularly use a broker for executing orders on behalf of their clients, but may also wish to

69 In this context, the terms ‘portfolio manager’ and ‘investment adviser’ should be read to indicate the investment firm performing
these activities (rather than individuals employed by or acting on behalf of the investment firm).
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acquire one or more bespoke research services from that same broker. The portfolio manager would
need to have a clear, separate contractual agreement between themselves and the broker for the pro-
vision of such research that included a reasonable level of payment for that service.

ESMA is conscious of the fact that restricting the scale and nature of investment research received in
the context of discretionary portfolio management, which is an investment service under MiFID II,
would create an un-level playing field in comparison to the activity of collective portfolio manage-
ment, which is not an investment service under MiFID II and is often provided by the same firms.
ESMA therefore advises the Commission to consider the possibility of aligning the relevant provisions
that fall under UCITS and AIFMD with the MiFID II implementing provisions on this topic.

Other investment services: quality enhancement and disclosure requirements

17.

18.

For investment services other than independent investment advice and portfolio management, the
MiFID Implementing Directive rules for third party payments have been kept as the basis for MiFID
II. ESMA believes that the current rules should be improved in order to enhance investor protection.
ESMA considers it important that the clients are accurately informed about all fees, commissions and
benefits the investment firm has received from third parties in connection with providing investment
services to the client. ESMA also proposes to clarify the requirement of quality enhancement of Arti-
cle 26(b)(ii) of the MiFID Implementing Directive.

The proposals in this chapter will enhance investor protection by specifying in detail the requirements
that must be met by investment firms if they have a business model that involves the receipt of money
or benefits from a third party, including the requirement to disclose the existence, nature and amount
of third party payments, and the criteria that must be met in order for a third party payment to be
permissible under the MiFID rules. This is aimed at addressing the situations where potential con-
flicts can arise between the interests of the investment firm and the best interests of its clients, where
an investment firm receives payments or benefits from third parties.

Draft technical advice

1.

Accept and not retain third party payments

Independent investment advisers and portfolio managers must return to clients any monetary third
party payments received in relation to the services provided to that client as soon as possible after
receipt by transferring the monies received to the client money account. The obligation to pass on
the monetary benefits should comprise all sums the investment firm receives from third parties in
relation to the provision of independent investment advice and portfolio management. The re-
quirement to pass on such monies should not contain a specific timeframe, since third party pay-
ments can be received by the investment firm at various points in time and for several clients at
once. It is the responsibility of the investment firm to ensure that any such payments received are
passed on to the client as soon as reasonably possible. In this context, investment firms should be
required to set up a policy to ensure that third party payments received are allocated and trans-
ferred to the each individual client as part of the organisational requirements under Article 16 of
MiFID II.

Clients should be informed about the monetary amounts transferred to them though regular bank
account statements for their money account. Additional reporting requirements by investment firms
can be kept to a minimum. By requiring independent investment advisers and portfolio managers to
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inform a client about the total amount of third party payments received and passed on to the client
as part of the regular periodic reporting statements provided to the client, the client will have a com-
prehensive overview of the relevant information in respect of the services provided to him.

Investment firms providing the service of independent investment advice and portfolio management
are not allowed to receive non-monetary benefits that do not qualify as minor.

Minor non-monetary benefits

4.

ESMA advises the Commission to introduce an exhaustive list of non-monetary benefits that can be
considered to be minor and are therefore acceptable. All such benefits should only qualify as minor
when they are reasonable and proportionate and of such a scale that they are unlikely to influence
the recipient’s behaviour in any way that is detrimental to the interests of the relevant client.

This list should include the following benefits:

i.  information or documentation relating to a financial instrument (including financial research)
or an investment service. This information could be generic in nature or personalised to reflect
the circumstances of an individual client;

ii. participation in conferences, seminars and other training events on the benefits and features of
a specific financial instrument or an investment service; and

iii. hospitality of a reasonable de minimis value, this could for example include food and drink
during a business meeting or a conference, seminar or other training events mentioned under
ii.

Minor non-monetary benefits as defined above should be clearly disclosed by investment firms
before providing investment or ancillary services to clients.

Other investment services: disclosure requirements

7.

In relation to monetary payments and non-monetary benefits received from or paid to third parties,
investment firms should disclose to the client the following information:

i.  prior to the provision of the relevant investment or ancillary service, the investment firm shall
disclose to the client in a clear, comprehensive, accurate and understandable manner, the ex-
istence, nature and amount of the payment or non-monetary benefit concerned. Where the
amount cannot be ascertained, the method of calculating that amount must be clearly disclosed
to the client;

ii.  where an investment firm was unable to ascertain on an ex-ante basis the amount of any pay-
ment or benefit it was to receive, and instead disclosed to the client the method of calculating
that amount (in accordance with Article 24(9) of MiFID II), it should also provide its clients
with information of the exact amount of the inducement received on an ex-post basis;

iii. at least once a year, as long as (on-going) inducements are received by the investment firm in
relation to the investment services provided to the relevant clients, the investment firm should
inform its clients on an individual basis about the actual amount of payments or non-monetary
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benefits received.

8. In implementing these requirements, the investment firm should take into account the rules with
regard to disclosure on costs and charges, as outlined in the ‘Information to clients on costs and
charges’ chapter of this CP.

9. When a number of entities are involved in the distribution channel, each investment firm that is
providing an investment or ancillary service must comply with its obligations to make disclosures to
its clients.

Other investment services: quality enhancement

10. ESMA advises the Commission to introduce a non-exhaustive list of circumstances and situations
that NCAs should consider in determining when the quality enhancement test is not met. A fee,
commission or non-monetary benefit may not generally be regarded as designed to enhance the
quality of the relevant service to the client if:

i. it is used to pay or provide goods or services that are essential for the recipient firm in its ordi-
nary course of business;

ii. it does not provide for an additional or higher quality service above the regulatory requirements
provided to the end user client;

iii. it directly benefits the recipient firm, its shareholders or employees without tangible benefit or
value to its end user client; or

iv. in relation to an on-going inducement, it is not related to the provision of an on-going service to
an end user client.

11. In understanding whether or not the enhancement test can be met in accordance with these criteria,
it should be understood that a fee, commission or non-monetary benefit could be considered ac-
ceptable if it enables the client to receive access to a wider range of suitable financial instruments or
the provision of non-independent advice on an on-going basis, so long as any such service is provid-
ed without bias or distortion as a result of the fee, commission or non-monetary benefit being re-
ceived.

12. In order to specify the circumstances listed in the above criteria, it could also be considered appro-
priate to develop further ESMA Guidelines and Recommendations at a later point of time.

13. Investment firms should be obliged, as part of the organisational requirements for investment firms,
to demonstrate that they pay or receive payments and non-monetary benefits to enhance the quality
of the service to the investor in the following ways:

i. by keeping an internal list of any and all commissions, fees and non-monetary benefits accept-
ed by the investment firm from a third party in relation to the provision of investment or ancil-
lary services; and

ii. by recording how the investment firm uses or intends to use the commissions and fees in order
to enhance the quality of the services provided to its clients.
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Q79. Do you agree with the proposed exhaustive list of minor non-monetary benefits that are
acceptable? Should any other benefits be included on the list? If so, please explain.

Q8o. Do you agree with the proposed approach for the disclosure of monetary and non-
monetary benefits, in relation to investment services other than portfolio management
and advice on an independent basis?

Q81. Do you agree with the non-exhaustive list of circumstances and situations that NCAs
should consider in determining when the quality enhancement test is not met? If not,
please explain and provide examples of circumstances and situations where you believe
the enhancement test is met. Should any other circumstances and/or situations be in-
cluded in the list? If so, please explain.

Q82. Do you anticipate any additional costs in order to comply with the requirements pro-
posed in this chapter? If yes, please provide details.
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2.16. Investment advice on independent basis
Background/Mandate

Extract from the Commission’s request for advice (imandate)

ESMA is invited to provide technical advice on requirements to be complied with by investment firms
providing investment advice on an independent basis. In particular, ESMA should advise on appropriate
measures concerning the selection process to assess a sufficient range of financial instruments as well as
the conditions under which investment firms may offer advice on an independent basis and on a non-
independent basis.

1.  Recital 73 of MiFID II states that:

“In order to further establish the regulatory framework for the provision of investment advice,
while at the same time leaving choice to investment firms and clients, it is appropriate to establish
the conditions for the provisions of this service when firms inform clients that the service is provided
on an independent basis. When advice is provided on an independent basis a sufficient range of dif-
ferent product providers’ products should be assessed prior to making a personal recommendation.
It is not necessary for the advisor to assess investment products available on the market by all
product providers or issuers, but the range of financial instruments should not be limited to finan-
cial instruments issued or provided by entities with close links with the investment firm or with oth-
er legal or economic relationships, such as a contractual relationship, that are so close as to put at
risk the independent basis of the advice provided”.

2.  Article 24(4) of MiFID II states that information to clients shall specify whether the advice is provided
1) on an independent basis or not and 2) “whether the advice is based on a broad or more restricted
analysis of different types of financial instruments and, in particular, whether the range is limited
to financial instruments issued or provided by entities having close links with the investment firm or
any other legal or economic relationships, such as contractual relationships, so close as to pose a
risk of impairing the independent basis of the advice provided”.

3. Article 24(7) of MiFID II states that when the investment firm informs the client that investment
advice is provided on an independent basis, the firm shall:

“(a) assess a sufficient range of financial instruments available on the market, which should be suf-
ficiently diverse with regard to their type and issuers or product providers to ensure that the client's
investment objectives can be suitably met and should not be limited to financial instruments issued
or provided by:

(1) the investment firm itself or by entities having close links with the investment firm; or

(ii) other entities with which the investment firm has such close legal or economic relationships,
such as contractual relationships, as to pose a risk of impairing the independent basis of the advice
provided

(b) not accept and retain fees, commissions or any monetary or non-monetary benefits paid or
provided by any third party or a person acting on behalf of a third party in relation to the provi-
sion of the service to clients. Minor non-monetary benefits that are capable of enhancing the quali-
ty of service provided to a client and are of a scale and nature such that they could not be judged to
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impair compliance with the investment firm’s duty to act in the best interest of the client must be
clearly disclosed and are excluded from this point”.

Article 4(1)(35) of MIiFID II states that: “Close links’ means a situation in which two or more natural
or legal persons are linked by: (a) 'participation in the form of ownership, direct or by way of
control, of 20% or more of the voting rights or capital of an undertaking; (b) ‘control' which means
the relationship between a parent undertaking and a subsidiary, in all the cases referred to in
Article 22(1) and (2) of 2013/34/EU, or a similar relationship between any natural or legal person
and an undertaking, any subsidiary undertaking of a subsidiary undertaking also being considered
to be a subsidiary of the parent undertaking which is at the head of those undertakings; (c) a
situation in which they are permanently linked to one and the same person by a control
relationship”.

Article 24(13) of MiFID II empowers the Commission to adopt delegated acts concerning measures to
ensure that investment firms comply with these principles, including the criteria for the assessment of
a range of financial instruments available on the market.

Analysis

6.

10.

The reference to the provision of investment advice “on an independent basis” has been introduced in
MiFID II for the first time.

A crucial requirement for the identification of investment advice provided on independent basis and
its differentiation from the non-independent advice is the investment firm’s ability to assess a suffi-
ciently diversified range of financial instruments available on the market, in accordance with the new
regulatory framework.

If an investment firm providing investment advice claims the relevant services as ‘independent’, it is
essential from ESMA’s point of view that the recommendations provided to investors are based on a
selection process that is not influenced by any interest the investment firm or its adviser could have in
a specific financial instrument (as could be the case if products are issued by the investment firm it-
self or entities with close links to the investment firm). This view is reflected in the final MiFID II text
which requires intermediaries providing independent advice not to limit their offer to their own
products or products coming from entities having close links with the investment firm, while the re-
tention of any inducements coming from third parties is forbidden.

It is therefore crucial that investment firms providing the service on an independent basis implement
a selection process that fosters a fair and appropriate comparison of different financial instruments,
not limiting the analysis to products for which the recommendation could be biased. The reference to
“a sufficient range of financial instruments available on the market” should therefore be understood
as inherent to the comparison process and thus requiring implementing measures under Article
24(13) of MiFID II. Once the investment firm has selected different financial instruments to be chal-
lenged one against the other, the final selection must not be flawed because of close links to the in-
vestment firm or adviser, taking into account the conflict of interest rules.

In this context, ESMA believes that it is not appropriate to set a specific or minimum number of
financial instruments or product providers to be considered when selecting the products that may be
recommended to the client: the number, types and product providers to be compared will depend on
the scope of the advice to be given, client preferences and needs and the circumstance that the service
provider is including or excluding products. It is crucial that the variety and number of financial in-
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struments to be considered allows an appropriate consideration of what the market offers as alterna-
tives to the products issued by the investment firm itself or provided or issued by entities with close
links with the investment firm providing the advice.

ESMA considers that the scope of investment advice can range from broad and general to specialist
and specific. The scope of advice offered by investment firms providing advice on an independent ba-
sis, depends on its business model. ESMA is of the opinion that a firm could specialise in particular
financial instruments and still hold itself out as being independent. If the investment firm limits itself
to advising on certain classes or range of financial instruments (for example of ethical and socially re-
sponsible investments), the firm could still be considered to be independent only if the scope of its
service still allows a fair comparison between different financial instruments coming from different
providers, in particular in cases where products coming from entities with close links with the adviser
also are considered.

If such a comparison would not be possible because of the business model or the scope of the service
provided, the investment firm providing investment advice will not be allowed to claim or present it-
self as independent.

For example, if an investment firm specialises in (or is asked by a client to provide a recommendation
on) bespoke OTC derivatives for hedging purposes and it would be difficult to find alternatives on the
market to the financial instrument engineered by an entity with close links with the adviser, then it
would not be possible to present the advice service as ‘independent’. Additional work could be per-
formed by ESMA at a later stage to provide further clarification of the concept of independence.

Additionally, ESMA believes it is important to consider whether and under which conditions an
investment firm could offer both independent and non-independent advice. Any advice understood
by the client to be ‘independent’ must possess the features required by Article 24(7) of MiFID II. If the
investment firm’s business model implies the provision of both ‘independent’ and ‘non-independent’
advice, then it should take all necessary steps to keep the client informed at all stages about what kind
of service is being provided. In these types of situations, disclosure and adequate organisational re-
quirements play a crucial role.

The proposals in this area will increase investor protection by specifying the requirements for advice
to be considered ‘independent’ and by proposing requirements tackling the provision of independent
and non-independent investment advice within the same investment firm. These proposals aim at
better distinguishing, from an investor’s perspective, different types of advice provided to make it eas-
ier for clients to understand the nature and basis of investment advice provided to them.

Draft technical advice

Sufficient range of sufficiently diverse financial instruments available on the market

1.

An investment firm informing a client that investment advice is provided on an independent basis
shall define and implement a selection process to assess and compare a sufficient range of financial
instruments available on the market. The selection process should include all of the following ele-
ments:

i.  adiversified selection of financial instruments by type, issuer, or product provider, which is not
limited to financial instruments issued or provided by the investment firm itself or by entities
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ii.

iii.

iv.

having close links with the investment firm should be considered;

the number and variety of financial instruments considered should be proportionate to the
scope of advice services offered by the independent investment adviser;

the number and variety of financial instruments considered comprises a substantial part of fi-
nancial instruments and available on the market;

the quantity of financial instruments issued by the investment firm itself or by entities closely
linked to the investment firm itself is proportionate to the total amount of financial instruments
considered; and

the criteria for comparing the various financial instruments should include all relevant aspects
such as risks, costs and complexity as well as the characteristics of the investment firm’s clients,
and should ensure that neither the selection of the instruments that may be recommended nor
the recommendations that are made to client are biased.

If such a comparison would not be possible because of the business model or the specific scope of the
service provided, the investment firm providing advice should not be allowed to claim itself as “inde-
pendent”.

An investment firm that provides investment advice on an independent basis and that focuses on
certain classes or a specified range of financial instruments should comply with the following re-
quirements:

ii.

iii.

iv.

the firm is able to market itself in a way that only attracts clients with a preference for certain
classes or a range of financial instruments;

(potential) clients should be able to easily identify a preference for the specified classes or range
of financial instruments and be able to self-select with a high degree of accuracy;

clients indicate that they are only interested in investing in the specified classes or range of fi-
nancial instruments; and

the firm is able to easily confirm whether its service is appropriate for each new client, i.e. that
it’s business model matches the client’s needs and objectives, and the range of financial instru-
ments are suitable for the client. If this is not the case the firm must not provide such a service
to the client and should refer the client to another firm.

Investment firms providing both independent and non-independent advice

4.

An investment firm offering investment advice on both an independent basis and on a non-
independent basis should comply with the following obligations:

ii.

in good time before the provision of its services, the investment firm should inform retail clients,
in a durable medium, whether the advice will be independent or non-independent in accordance
with Article 24(4)(a) of MiFID II and the relevant implementing measures (see the ‘Information
to clients about investment advice and financial instruments’ chapter of this CP);

the investment firm should not hold itself out as “independent” for its business as a whole.
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However a firm may hold itself out as acting independently in respect of the services for which it
provides independent advice; and

iii. it should have adequate organisational requirements and controls in place to ensure that both
types of advice services and advisers are clearly separated from each other. To this end the firm
should not allow a relevant person to provide both independent and non-independent advice.
These requirements and controls should also ensure that clients are not confused about the type
of advice that they are receiving and are given the type of advice that is appropriate for them.

Q83. Do you agree with the approach proposed in the technical advice above in order to
ensure investment firm’s compliance with the obligation to assess a sufficient range of
financial instruments available on the market? If not, please explain your reasons and
provide for alternative or additional criteria.

Q84. What type of organisational requirements should firms have in place (e.g. degree of
separation, procedures, controls) when they provide both independent and non-
independent advice?

Q85. Do you anticipate any additional costs in order to comply with the requirements pro-
posed in this chapter? If yes, please provide details.
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2.17. Suitability
Background/Mandate

Extract from the Commission’s request for advice (imandate)

ESMA is invited to provide technical advice on the information to obtain when assessing the suitability
or appropriateness of the services and financial instruments for their clients, criteria to assess non-
complex financial instruments, the content and the format of records and agreements for the provision
of services to clients and of periodic reports to clients on the services provided. In particular, the tech-
nical advice should consider any updates or improvements to the suitability assessment requirements as
well as proposals for the content of suitability reports aiming to ensure a real added value for the client.
Moreover, technical advice should further clarify and update the criteria to assess non-complex products
set out in Article 38 of the Commission Directive 2006/73/EC.

The advice should take into account: (i) the nature of the services offered or provided to the client, taking
into account the type, object, size and frequency of the transaction, (ii) the nature of the products being
offered, including types of fin instrument and structured products and (iii) the retail and professional
nature of the client, eligible counterparty.

1. The assessment of suitability is one of the most relevant obligations for investor protection. It applies
to the provision of any type of investment advice (whether independent or not) and portfolio man-
agement. In accordance with this obligation, investment firms providing investment advice or portfo-
lio management have to provide suitable personal recommendations to their clients or have to make
suitable investment decisions on behalf of their clients. Suitability has to be assessed against clients’
knowledge and experience, financial situation and investment objectives. To achieve this, investment
firms have to obtain the necessary information from clients.

2. ESMA is required to advise the Commission on the general suitability provision in Article 25(2) and
the contents of the suitability report in Article 25(6) of MiFID II.

3. Article 25(2) of MiFID II states:

“When providing investment advice or portfolio management the investment firm shall obtain the
necessary information regarding the client's or potential client's knowledge and experience in the
investment field relevant to the specific type of product or service, that person’s financial situation
including his ability to bear losses, and his investment objectives including his risk tolerance so as to
enable the investment firm to recommend to the client or potential client the investment services and
financial instruments that are suitable for him and, in particular, are in accordance with his risk
tolerance and ability to bear losses.

Member States shall ensure that where an investment firm provides investment advice recommend-
ing a package of services or products bundled pursuant to Article 24(11), the overall bundled pack-
age is suitable”.

4. Article 25(6), subparagraph 2 states:
“When providing investment advice, the investment firm shall, before the transaction is made, pro-

vide the client with a statement on suitability in a durable medium specifying the advice given and
how that advice meets the preferences, objectives and other characteristics of the retail client”.
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5. InJuly 2012, ESMA published guidelines on certain aspects of the MiFID I suitability requirements.”°
This provided guidelines in relation to the suitability assessment provisions included in MiFID I and
the MiFID Implementing Directive.

Analysis

Suitability assessment

6.

The suitability provisions in Article 35 of the MiFID Implementing Directive focus primarily on the
information which investment firms should obtain from clients as part of undertaking the suitability
assessment. ESMA considers that these are a good basis for the development of the MiFID II imple-
menting measures. ESMA therefore proposes that these provisions are retained as currently drafted,
except Article 35(1), which should be updated to reflect that MiFID II now explicitly requires invest-
ment firms, when undertaking a suitability assessment, to assess both a client’s ability to bear losses
and a client’s risk tolerance.

Based on supervisory experience of the provisions included in Article 35 of the MiFID Implementing
Directive, ESMA considers it appropriate to expand these provisions in a number of key areas. The
text would also then better reflect expectations on firms previously communicated in ESMA’s guide-
lines.

Suitability reports

8.

10.

When providing investment advice to a retail client, MiFID II requires investment firms to provide
the client with a suitability report specifying how the advice given meets the retail client’s circum-
stances and needs.

Providing a suitability report to a retail client is not currently an explicit requirement in MiFID I.
However, some Member States require a written suitability statement where a personal recommenda-
tion is made in some or all cases based on the MiFID I requirement for firms to “provide adequate
reports”.

ESMA’s proposals relating to the assessment of suitability will strengthen investor protection by
detailing the suitability requirements, including requiring firms to adopt policies and procedures to
assess whether alternative financial instruments, less complex or with lower costs, could meet their
client’s profile and by regulating the content of the suitability reports in a way enabling clients to un-
derstand why advice provided has been assessed as suitable for them.

Draft technical advice

Suitability assessment

1.

ESMA recommends that Article 35 of the MiFID Implementing Directive is expanded to clarify that:

i. the responsibility to undertake the suitability assessment lies with the investment firm. When
undertaking this, a firm should inform clients, clearly and simply, that the reason for assessing

70 http://www.esma.europa.eu/system/files/2012-387.pdf
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ii.

iii.

iv.

viii.

suitability is to enable the firm to act in the client’s best interest. At no stage should investment
firms create any ambiguity or confusion about their own responsibilities in the process;

the suitability assessment is not limited to recommendations to buy a financial instrument. Every
personal recommendation given to the client, or decision whether to trade, should be suitable,
which includes, for example, whether or not to buy, hold or sell an investment;

investment firms should have, and be able to demonstrate, adequate policies and procedures to
ensure that they understand the nature, features, including costs and risks of instruments select-
ed for their clients and that they assess whether alternative financial instruments, less complex
or with lower costs, could meet their client’s profile;

where an investment firm offers or has access to a limited range of instruments, or investment
choices associated with instruments, they must not make a recommendation or decision to trade
if none of the investments they offer are suitable for the client;

when providing advice and, where appropriate, portfolio management services that involve
switching investments (either by selling an instrument and buying another, or by exercising a
right to make a change in regard to an existing instrument), a firm should collect the necessary
information on the client’s existing investments and the recommended new investments to un-
dertake an analysis of the costs and benefits of the switch, such that they are reasonably able to
demonstrate that the benefits of switching are greater than the costs;

where the investment firm has an on-going relationship with the client, e.g. by providing an on-
going advice or portfolio management service, the firm should have, and be able to demonstrate,
appropriate procedures to maintain adequate and up-to-date information about the client to the
extent necessary to fulfil the requirements at Article 35(1) of the MiFID Implementing Directive;

. investment firms should determine the extent of the information to be collected from clients in

light of all the features of the investment advice or portfolio management services to be provided
to those clients;

investment firms should take reasonable steps to ensure that the information collected about
their clients is reliable. This includes, but is not limited to:

a. ensuring clients are aware of the importance of providing accurate and up-to-date infor-
mation;

b. having robust processes for assessing the risk a client is willing and able to take, including
their ability to bear the investment risk;

c. ensuring all tools employed in the suitability assessment process are appropriately designed
for use with their clients and are fit-for-purpose, with any limitations identified and actively
mitigated through the suitability assessment process. This includes, for example, any risk
assessment profiling tools that may be used;

d. ensuring questions used in the process are likely to be understood by clients, capture an ac-
curate reflection of the client’s views and needs, and the information necessary to undertake
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iX.

xi.

Xii.

the suitability assessment; and

e. taking steps, as appropriate, to ensure the consistency of client information. This includes,
for example, considering whether there are obvious inaccuracies in the information provid-
ed by clients.

when recommending a financial instrument to a client, investment firms should assess whether
an alternative instrument, less complex and with lower costs, would better meet the client’s pro-
file;

where a client is a legal person or a group of two or more natural persons or where one or more
natural persons are represented by another natural person, to identify who should be subject to
the suitability assessment, the investment firm should first rely on the applicable legal frame-
work;

if the legal framework does not provide sufficient indications in this regard, and in particular
where no sole representative has been appointed (as may be the case for a married couple), the
investment firm, based on a policy it has defined beforehand and that provides that the best in-
terests of all the persons concerned and their need for protection are taken into consideration,
should agree with the relevant persons (the representatives of the legal entity, the persons be-
longing to the group or the natural persons represented) as to who should be subject to the suit-
ability assessment and how this assessment will be done in practice, including from whom in-
formation about knowledge and experience, financial situation and investment objectives, should
be collected (in any case the agreement shall ensure that the person carrying out transactions on
behalf of the entity has the necessary level of knowledge and experience). The investment firm
should make a record of the agreement; and

where a natural person is represented by another natural person and where a small entity is to be
considered for the suitability assessment, the financial situation and investment objectives
should be those of the underlying client (natural person who is represented or small entity). The
knowledge and experience should be that of the representative of the natural person or the per-
son authorised to carry out transactions on behalf of the entity.

Suitability reports

2.

In relation to suitability reports, investment firm should be required, when providing investment
advice, to provide a report to the retail client that must include:

ii.

iii.

an outline of the advice given;
how the recommendation provided is suitable for the retail client, including how it meets the
client’s objectives and personal circumstances with reference to the investment term required,

client’s knowledge and experience and client’s attitude to risk and capacity for loss; and

an explanation of the disadvantages of the recommended course of action.

Where the recommended instruments are likely to require the retail client to seek a periodic review of
their arrangements, this should be brought to the client’s attention and included in the report. This
includes, for example, where a client is likely to need to seek advice to bring a portfolio of investments
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back in line with the original recommended allocation where there is a probability that the portfolio
could deviate from the target asset allocation. Where an investment firm provides a service that in-
volves periodic suitability assessments and reports, the subsequent reports after the initial service is
established would only need to cover any changes in the instrument(s) and/or the circumstances of
the client. It would not be necessary for these reports to repeat all the detail of the first report. A peri-
odic report could simply refer back the original report to a varying degree depending on any changes,
and could be shorter in cases where the on-going assessment affirms the continued suitability of a
previous recommendation or portfolio.

Q86.

Q87.

Q8S8.

Q89.

Do you agree that the existing suitability requirements included in Article 35 of the
MiFID Implementing Directive should be expanded to cover points discussed in the
draft technical advice of this chapter?

Are there any other areas where MiFID Implementing Directive requirements covering
the suitability assessment should be updated, improved or revised based on your expe-
riences under MiFID since it was originally implemented?

What is your view on the proposals for the content of suitability reports? Are there
additional details or requirements you believe should be included, especially to ensure
suitability reports are sufficiently ‘personalised’ to have added value for the client,
drawing on any initiatives in national markets?

Do you agree that periodic suitability reports would only need to cover any changes in
the instruments and/or circumstances of the client rather than repeating information
which is unchanged from the first suitability report?
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2.18. Appropriateness
Background/Mandate

Extract from the Commission’s request for advice (imandate)

ESMA is invited to provide technical advice on the information to obtain when assessing the suitability
or appropriateness of the services and financial instruments for their clients, criteria to assess non-
complex financial instruments, the content and the format of records and agreements for the provision
of services to clients and of periodic reports to clients on the services provided. In particular, the tech-
nical advice should consider any updates or improvements to the suitability assessment requirements as
well as proposals for the content of suitability reports aiming to ensure a real added value for the client.
Moreover, technical advice should further clarify and update the criteria to assess non-complex products
set out in Article 38 of the Commission Directive 2006/73/EC.

The advice should take into account: (i) the nature of the services offered or provided to the client, taking
into account the type, object, size and frequency of the transaction, (ii) the nature of the products being
offered, including types of fin instrument and structured products and (iii) the retail and professional
nature of the client, eligible counterparty.

1.  When providing investment services other than investment advice and portfolio management, firms
have to ask clients to provide information about their knowledge and experience in order to be able to
assess the appropriateness of the service or product offered or demanded. Under specific identified
circumstances this assessment is not required (so called execution-only services).

2.  ESMA is required to advise the Commission on the appropriateness provision in Article 25(3) and (4)
of MiFID II, which includes the definition of a non-complex instrument. This specifically includes
providing advice in relation to the criteria to assess non-complex financial instruments for the pur-
pose of paragraph 4(a)(vi) of Article 25 of MiFID II.

3. The main provisions in the MiFID Implementing Directive relating to appropriateness are set out in
Articles 36, 37 and 38. To clarify the application of this, in 2009 CESR published a Q&A statement on
MiFID complex and non-complex instruments.” In due course, ESMA intends to review this state-
ment in light of the updated criteria included in MiFID II and market developments since 2009, to
provide greater clarity around the distinction between the two types of investments.

4. MIFID II introduces the concept of a “structure making it difficult for the client to understand the
risk” involved. Where a bond, other form of securitised debt or money market instrument incorpo-
rates such a structure, it should be considered complex. ESMA is required under Article 25(10) of Mi-
FID II to develop and periodically update guidelines for the assessment of financial instruments that
incorporate a structure that makes it difficult for the client to understand the risks involved. ESMA
will take forward this work and publish the guidelines as required by MiFID II.

Analysis

5. Article 38 of the MiFID Implementing Directive sets out four criteria by which an instrument should
be considered non-complex, even where it is not specifically identified as such in MiFID 1.

71 CESR/09-559.
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ESMA considers these criteria to be a good basis to determine what constitutes “other non-complex
financial instruments” as included in Article 25(4)(a)(vi) of MiFID II. However, in light of market de-
velopments since both the MiFID Implementing Directive and the CESR Q&A statement on complex
and non-complex instruments were issued, ESMA considers it appropriate to add some additional
criteria.

In effect, MiFID II also signals, at Article 25(4)(a), that some types of financial instruments should
not be considered non-complex. These are shares that embed a derivative or are in non-UCITS collec-
tive investments undertakings; bonds or other forms of securitised debt or money market instru-
ments that embed a derivative or incorporate a structure that makes it difficult for the client to under-
stand the risk involved; shares or units in structured UCITS; and structured deposits that incorporate
a structure that makes it difficult for the client to understand the risk of return or the cost of exiting
the product before term. For the avoidance of doubt, ESMA believes that the Implementing Directive
should clarify that such financial instruments are complex — i.e. it should not be possible for instru-
ments identified in this way in MiFID II to pass the tests in Article 38 of the current MiFID Imple-
menting Directive and be labelled as non-complex.

ESMA’s proposals in this area will enhance the level of protection for investors receiving execution
services by adding further criteria limiting the possibility to classify a financial instrument as non-
complex. Consequently, this will extend the scope of financial instruments that are subject to the Mi-
FID II obligation to assess the client’s knowledge and experience in order to determine their appro-
priateness for investors.

Draft technical advice

ESMA recommends adding two additional criteria to Article 38 of the MiFID Implementing Directive,
which an instrument not included explicitly in Article 25(4)(a) of MiFID II would need to meet to be
considered non-complex:

i. it does not incorporate a clause, condition or trigger that could fundamentally alter the nature or
risk of the investment or pay out profile. This would include, for example, investments that in-
corporate a right to convert the instrument into a different investment; and

ii. it does not include any explicit or implicit exit charges that have the effect of making the invest-
ment illiquid even though technically frequent opportunities to dispose or redeem it would be
possible.

ESMA also recommends the clarification that financial instruments that are described in Article
25(4)(a) of MiFID II, which do not meet the specific requirements of any of the tests i) to v) of that
Article should be considered complex.

Qo9o0.

Do you agree the existing criteria included in Article 38 of the Implementing Directive
should be expanded to incorporate the above points, and that an instrument not in-
cluded explicitly in Article 25(4)(a) of MiFID II would need to meet to be considered
non-complex?
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Qo1. Are there any other areas where the MiFID Implementing Directive requirements
covering the appropriateness assessment and conditions for an instrument to be con-

sidered non-complex should be updated, improved or revised based on your experienc-
es under MiFID I?
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2.19. Client agreement
Background/Mandate

Extract from the Commission’s request for advice (imandate)

ESMA is invited to provide technical advice on the information to obtain when assessing the suitability
or appropriateness of the services and financial instruments for their clients, criteria to assess non-
complex financial instruments, the content and the format of records and agreements for the provision
of services to clients and of periodic reports to clients on the services provided. In particular, the tech-
nical advice should consider any updates or improvements to the suitability assessment requirements as
well as proposals for the content of suitability reports aiming to ensure a real added value for the client.
Moreover, technical advice should further clarify and update the criteria to assess non-complex products
set out in Article 38 of the Commission Directive 2006/73/EC.

The advice should take into account: (i) the nature of the services offered or provided to the client, taking
into account the type, object, size and frequency of the transaction, (ii) the nature of the products being
offered, including types of fin instrument and structured products and (iii) the retail and professional
nature of the client, eligible counterparty.

1. Article 25(5) of MiFID II is identical to Article 19(7) of MiFID I:

“The investment firm shall establish a record that includes the document or documents agreed be-
tween the firm and the client that set out the rights and obligations of the parties, and the other
terms on which the firm will provide services to the client. The rights and duties of the parties to the
contract may be incorporated by reference to other documents or legal texts”.72

2. Article 25(8) of MiFID II empowers the Commission to adopt delegated acts to ensure that invest-
ment firms comply with the principles set out in Article 25, including:

“the content and format of records and agreements for the provision of services to clients”.
3. The MiFID Implementing Directive contains the following provisions:

“Member States shall require an investment firm that provides an investment service other than in-
vestment advice to a new retail client for the first time after the date of application of this Directive
to enter into a written basic agreement, in paper or another durable medium, with the client setting
out the essential rights and obligations of the firm and the client.

The rights and duties of the parties to the agreement may be incorporated by reference to other
documents or legal texts” (Article 39 of the MiFID Implementing Directive, implementing Articles
19(1) and 19(7) of MiFID I, on Retail client agreement).

72 For the sake of completeness, it should be mentioned that MiFID II also requires a “binding written agreement” with the client
where an investment firm provides direct electronic access to a trading venue (Article 17(5) of MiFID II), and where an investment
firm acts as a general clearing member (Article 17(6) of MIFID II).
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Analysis

4. ESMA considers it appropriate to reflect on whether, and to what extent, the scope of the requirement
to conclude a client agreement, in written or equivalent?3 form, should be expanded, in terms of cli-
ents, services provided, and the content of the agreement.

Scope in relation to clients

5. The requirement to enter into a written agreement currently only applies for retail clients to whom
the investment firm began providing services after the date of application of the MiFID Implementing
Directive, i.e. ‘new retail clients’.

6. ESMA has considered whether the requirement for a written (or equivalent) client agreement should
be extended to relationships with professional clients.

7. Itis sometimes considered that it would be burdensome and unnecessary in terms of investor protec-
tion to require the investment firm to conclude a written agreement with its professional clients.

8. On the other hand, in practice such relationships very often result in written agreements, in particular
to provide legal certainty. Written agreements also enable clients, including professional clients, to
better understand the nature of the services to be provided, and in some cases to seek judicial re-
course if the firm has not abided by the terms of the agreement.

9. For these reasons, ESMA considers that there would be benefit in requiring investment firms to enter
into a written (or equivalent) agreement with their professional clients. ESMA sees advantages in
terms of legal certainty, as well as investor protection because of the possibility for the client to peti-
tion the courts to enforce the terms and conditions of the agreement.

10. At the same time, in line with the approach adopted by the MiFID Implementing Directive, ESMA
considers that such a requirement should only apply to ‘new’ professional clients, and should only ap-
ply where the firm and the professional client intend to establish an on-going business relationship.

Scope in relation to the services provided

11. The requirement to enter into a written agreement currently applies to the provision of all investment
services to retail clients except the provision of investment advice (it applies, for instance, to the re-
ception and transmission of orders, the execution of orders and individual portfolio management).

12. Therefore, the requirement does not cover presently investment advice and ancillary services.
13. ESMA has considered whether the scope of the requirement to enter into a written agreement should
be extended to cover investment advice and at least one of the most important ancillary services, that

of safekeeping (custody) of financial instruments.

14. ESMA considers that it remains proportionate to exclude the requirement for a written agreement in
the case of one-off investment advice to clients. However, MiFID II increases the emphasis on the

73 In paper or another durable medium.
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provision of investment advice on an on-going basis and also further stresses the importance of safe-
guarding client assets.

In ESMA’s view, the new regulatory framework justifies the introduction of a requirement to enter
into a written agreement for the provision of investment advice when there is a continuing relation-
ship with the client as well as for custody services.

Scope in relation to the content of the agreement

16.

17.

18.

19.

The current obligation refers only to the “essential rights and obligations” of the investment firm and
the client.

ESMA has considered whether any more specific obligation in relation to the content for certain
services and/or certain clients should be imposed.

ESMA believes that, due to the importance of client agreement in setting the respective position of the
parties, more details should be included, especially when the services of investment advice, portfolio
management and safekeeping and administration of client financial instruments are provided.

The proposals on the aspects above will increase investor protection by extending the services for
which written agreement between investment firms and clients is required and by detailing its con-
tent. This aims at enabling clients, including professional clients, to better understand the nature of
the services provided and, where appropriate, to enable clients to seek judicial recourse if the firm has
not abided by the terms of the agreement.

Draft technical advice

The content of Article 39 of the MiFID Implementing Directive should be modified in the areas
below.

Investment firms providing investment services and the ancillary service specified in Annex I, Sec-
tion B(1) of MiFID II74 to a new professional client after the date of application of MiFID II should
enter into a written agreement, in paper or another durable medium, with the client setting out the
essential right and obligations of the firm and the client. This obligation should only apply where the
firm and the professional client intend to establish a continuing business relationship.

In addition to requirements established by Article 39 of the MiFID Implementing Directive, invest-
ment firms should enter into a written agreement with retail clients when providing the services of
investment advice, except when the investment firm does not have a continuing relationship with the
client, and the ancillary service mentioned in Annex I, Section B(1) of MiFID II.

The written basic agreement should set out the “essential rights and obligations” of the parties in-
cluding the following:

i.  the client agreement should describe the nature and extent of any investment advice services to

74 MiFID II Annex I Section B(2): “(1) Safekeeping and administration of financial instruments for the account of clients, including
custodianship and related services such as cash/collateral management and excluding maintaining securities accounts at the top
tier level”.
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be provided;

ii. the client agreement should state the types of financial instruments that may be purchased and
sold and the types of transactions that may be undertaken on behalf of the client, as well as any
instruments or transactions prohibited, in the context of any portfolio management services to
be provided; and

iii. the client agreement should describe the main features of any custody services to be provided,
including where applicable the role of the firm with respect to corporate actions relating to client
securities and the terms on which securities financing transactions involving client securities
will generate a return for the client.

The proposals above are intended to achieve a common minimum regime in the European Union.
ESMA considers that client agreements should remain a minimum harmonisation area under MiFID
II.

Qo2.

Q93.

Qo4.

Q95.

Do you agree that investment firms should be required to enter into a written (or
equivalent) agreement with their professional clients, at least for certain services? If
yes, in which circumstances? If no, please state your reason.

Do you agree that investment firms should be required to enter into a written (or
equivalent) agreement for the provision of investment advice to any client, at least
where the investment firm and the client have a continuing business relationship? If
not, why not?

Do you agree that investment firms should be required to enter into a written (or
equivalent) agreement for the provision of custody services (safekeeping of financial
instruments) to any client? If not, why not?

Do you agree that investment firms should be required to describe in the client agree-
ment any advice services, portfolio management services and custody services to be
provided? If not, why not?
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2.20. Reporting to clients
Background/Mandate

Extract from the Commission’s request for advice (imandate)

ESMA is invited to provide technical advice on the information to obtain when assessing the suitability
or appropriateness of the services and financial instruments for their clients, criteria to assess non-
complex financial instruments, the content and the format of records and agreements for the provision
of services to clients and of periodic reports to clients on the services provided. In particular, the tech-
nical advice should consider any updates or improvements to the suitability assessment requirements as
well as proposals for the content of suitability reports aiming to ensure a real added value for the client.
Moreover, technical advice should further clarify and update the criteria to assess non-complex products
set out in Article 38 of the Commission Directive 2006/73/EC.

The advice should take into account: (i) the nature of the services offered or provided to the client, taking
into account the type, object, size and frequency of the transaction, (ii) the nature of the products being
offered, including types of fin instrument and structured products and (iii) the retail and professional
nature of the client, eligible counterparty.

1. The first subparagraph of Article 25(6) of MiFID II states: “The investment firm shall provide the
client with adequate reports on the service provided in a durable medium. These reports shall in-
clude periodic communications to clients, taking into account the type and the complexity of finan-
cial instruments involved and the nature of the service provided to the client and shall include,
where applicable, the costs associated with the transactions and services undertaken on behalf of
the client”.

2. There has not been any major change in MIFID II compared to MIFID I in relation to the provision of
reports on services provided, apart from Article 30(1), which states that transactions with eligible
counterparties are no longer exempt from applying Article 25(5). There is also one other amendment
to clarify the requirement that reports should include “periodic communications to clients, taking in-
to account the type and the complexity of financial instruments involved and the nature of the ser-
vice provided to the client”.

3. The MiFID Implementing Directive contains the following relevant provisions:

i.  reporting obligations in respect of execution of orders other than for portfolio management (Ar-
ticle 40);

ii. reporting obligations in respect of portfolio management (Article 41);

iii. additional reporting obligations for portfolio management or contingent liability transactions
(Article 42); and

iv. statements of client financial instruments or client funds (Article 43).
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Analysis

General

4.

Given that MiFID II has only been slightly amended compared to MIFID I, ESMA does not envisage
major changes to the existing MiFID Implementing Directive. However, the minor amendments in
MiFID II should be considered in the context of some of the objectives of the review of MiFID I, which
are to provide:

i.  amore defined regime applicable to non-retail clients; and

ii. improved protection of retail clients at each stage in their relationship with investment firms
providing services to them.

The following proposals aim at strengthening the MiFID Implementing Directive, in line with the
objectives of the review of MiFID 1.

ESMA has also made recommendations on additional reporting requirements in relation to costs and
charges, arising from Article 24(4)(c) of MiFID II. These are discussed in the ‘Disclosure of costs and
charges’ chapter of this CP.

Reporting obligations to eligible counterparties

7.

Under MIFID I, investment firms were not subject to any reporting obligations in relation to eligible
counterparties. Under Article 30(1) of MiFID II, transactions with eligible counterparties are no long-
er exempt from the application of Article 25(6).

Taking into account the nature of interactions between investment firms and eligible counterparties,
it seems reasonable to require the parties to determine contractually between themselves who owes
information to whom and what information is due.

Reporting obligations to professional clients

O.

10.

11.

In relation to the reporting obligations applicable to professional clients, there is no other obligation
than a very general one to provide such a report in a durable medium, both for portfolio management
and execution of orders.

With regards to the execution of orders other than for portfolio management, ESMA is of the view
that Article 40(1)(b) of the MiFID Implementing Directive, which states that the report should be sent
on “the first business day following execution” should also apply to professional clients.

ESMA also considers that it is appropriate to align the content of reports for professional clients (both
for portfolio management and execution of orders) with those applicable to non-professional clients.

Reporting obligations in respect of portfolio management

Content of reports

12.

Article 41 of the MiFID Implementing Directive mainly concerns information obligations relating to
the content and value of the portfolio.

144



13.

14.

15.

~ esma

A

ESMA notes that Article 105 of the December 2012 Commission Delegated Regulation of AIFMD75
(the ATFMD Implementing Regulation of 19 December 2012) requires firms to report, inter alia, on
the fund performance during the relevant period (please also refer to the Annex to this chapter).

ESMA considers that there should be a certain level of harmonisation in relation to the quality of the
information given to investors should they invest their money in the form of a collective investment
scheme or in a discretionary managed portfolio.

Therefore, ESMA proposes to include an additional obligation in Article 41 of the MiFID Implement-
ing Directive in line with Article 105(b) of the ATFMD Implementing Regulation of 19 December 2012.

Timing of reports

16.

17.

18.

Article 41(3) of the MiFID Implementing Directive provides that “in the case of retail clients, the
periodic statement [...] shall be provided once every six months” except in specific cases.

ESMA considers that, in line with proposals on the reporting on client assets held by investment
firms, a quarterly report would be more appropriate.

ESMA considers that this frequency should also benefit professional clients.

Reporting obligations in respect of portfolio management or contingent liability transactions

19.

20.

Article 42 of the MiFID Implementing Directive currently requires additional reporting where “in-
vestment firms provide portfolio management transactions for retail clients or operate retail client
accounts that include an uncovered open position in a contingent liability transaction”. The applica-
tion of these requirements has raised some uncertainties over the scope and the effects of this obliga-
tion.

ESMA considers that this requirement should be modified in order to:

i.  clarify that the service of portfolio management is covered under this obliation irrespective of the
type of transactions or financial instruments included in the portfolio;

ii. cover situations in which the investment firm operates an account that includes or is likely to in-
clude leveraged financial instruments or other contingent liability transactions; and

iii. clarify that the agreement of loss thresholds triggering the reporting obligation is an obligation
and not an option for firms. Specific predetermined thresholds could also be identified (e.g. 10 %
(and multiples of 10%) of the initial investment or the value of the investment at the beginning of
each year.

Reporting obligations in respect of holding clients’ financial instruments and funds

21.

According to Article 43 of the MiFID Implementing Directive, Member States must require invest-
ment firms to send statements of client financial instruments or funds to clients at least annually.

75 Commission Delegated regulation (EU) No 231/2013 of 19 December 2012, supplementing Directive 2011/61/EU.
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Providing statements annually may be an insufficient frequency in some situations. Clients may need
more frequent information on the holding of their funds or financial instruments in order to under-
stand their position or exposure to the investment firm they are doing business with.

In specific cases, some clients may even require very frequent reporting. For example, in the wake of
Lehman Brothers collapse, it became apparent that some prime brokerage clients did not have access
to up-to-date information about the funds and financial instruments that they held with the firm.
There was also uncertainty about whether clients’ assets had been subject to re-hypothecation; which
clients’ instructions had been executed prior to insolvency; and which clients’ assets had been segre-
gated. This contributed to the uncertainty in the period following the firm’s insolvency.

Clients in these types of cases need to be able to understand on a daily basis the nature and extent of
their exposure, and the use that their broker has made of their assets in order to meet reasonable risk
measurement and mitigation standards. While such frequent statements could be necessary in an ex-
tremely limited number of cases, reporting on such a frequent basis to clients would clearly be dis-
proportionate in a majority of cases.

However, even for clients who do not undertake complex and continuous business with their firm,
statements could still provide a useful opportunity to challenge a firm if they feel that the statement is
incorrect. Appropriately frequent statements could go some way to preventing discovery of errors at a
late stage, for example just before or after insolvency, and should help to ensure quicker remedying of
any errors and eventually more accurate records. This could also reduce the likelihood of clients for-
getting about or not being aware of firms holding client funds and client instruments.

Bearing this in mind, ESMA considers that the provision of statements is a measure that can increase
protection of client funds and instruments. It seems appropriate that the minimum requirement
should be to provide a quarterly report rather than an annual one and that clients should be able to
request more frequent or ad hoc statements if they wish to review their holdings.

Furthermore, the content of such statements should be presented so that clients can use them appro-
priately. In particular, given the importance of the requirements on safeguarding of client assets, it
seems appropriate that clients should easily be able to identify which (if any) of their assets are not
subject to MiFID protections, which are those financial instruments subject to TTCA, and which as-
sets no longer belong to the client, to the extent permitted. It is also appropriate for clients to be able
to identify clearly which of their assets are affected by some peculiarities in their ownership status, for
instance due to a security interest. It could also be argued that it would be beneficial to clients to not
only provide details of those financial instruments that are subject to TTCA at the point the statement
is issued, but also details of those financial instruments that have been subject to TTCA during the re-
porting period.

In general, the value of the assets is also an important consideration for the client. Therefore, invest-
ment firms should be required to provide information on the valuation of the financial instruments in
the statement on financial instruments and funds. Investment firms should be required to provide
clients with the market value of financial instruments, where available, or with an estimated value
based on reasonable underlying assumptions.

In cases where the valuation is based on an estimated value, the method used should be in line with

the usual professional practices and the methods used by the investment firm to evaluate its own as-
sets.
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30. For completeness, the client should be informed that the absence of a market price is likely to be
indicative of a lack of liquidity.

31. ESMA’s proposals on reporting to clients aim at improving investor protection by improving the
content, quality and timing of reporting to clients, including non-retail clients, receiving investment

services.

Draft technical advice

1. The content of Articles 40 to 43 of the MiFID Implementing Directive should be modified in the
following areas.

Reporting obligations to eligible counterparties and professional clients

2. Investment firms should be required to enter into agreements with eligible counterparties to
determine the nature and timing of reporting.

3. Investment firms should send execution reports to professional clients no later than the first
business day following execution. The content of the reports for professional clients should be
aligned with the requirements applicable to reports for retail clients, both for portfolio manage-
ment and execution of orders.

Reporting obligations in respect of portfolio management

4. Reporting obligations for portfolio management should include information about the activities
undertaken and the performance of the portfolio during the relevant period.

5. The basic frequency for reports for portfolio management services should be quarterly instead of
every six months.

Reporting obligations in respect of portfolio management or contingent liability transactions

6. Investment firms that operate a retail client account that includes or is likely to include leveraged
financial instruments or other contingent liability transactions or provide the service of portfolio
management should agree with their retail clients on loss thresholds that should trigger a specific
reporting obligation.

Reporting obligations in respect of statements to clients on their holdings of instruments and funds

7. Investment firms should provide statements to clients on their financial instruments and funds
on a quarterly basis and should provide such statements more frequently on request at reasonable
commercial cost.

8. Statements concerning reporting obligations concerning client assets should include:

i.  a clear indication of the assets or funds which are subject to MiFID protections and those
that are not, for example, those that are subject to TTCA;

ii. aclear indication of which assets are affected by some peculiarities in their ownership status,

147



~ esma

iii.

Regarding reporting obligations in respect of cost and charges, ESMA refers to its recommenda-
tions in relation to Article 24(4) of MiFID II (considered in the ‘Disclosure of costs and charges’
section of this CP).

for instance due to some security interest; and

the market or estimated value of the financial instruments included in the statement with a
clear indication of the fact that the absence of a market price is likely to be indicative of a lack
of liquidity.

Q96.

Q97.

Qo98.

Q99.

Q1o00.

Do you agree that the content of reports for professional clients, both for portfolio
management and execution of orders, should be aligned to the content applicable
for retail clients?

Should investment firms providing portfolio management or operating a retail cli-
ent account that includes leveraged financial instruments or other contingent liabil-
ity transactions be required to agree on a threshold with retail clients that should at
least be equal to 10% (and relevant multiples) of the initial investments (or the value
of the investment at the beginning of each year)?

Do you agree that Article 43 of the MiFID Implementing Directive should be updated
to specify that the content of statements is to include the market or estimated value
of the financial instruments included in the statement with a clear indication of the
fact that the absence of a market price is likely to be indicative of a lack of liquidity?

Do you consider that it would be beneficial to clients to not only provide details of
those financial instruments that are subject to TTCA at the point in time of the
statement, but also details of those financial instruments that have been subject to
TTCA during the reporting period?

What other changes to the MiFID Implementing Directive in relation to reporting to
clients should ESMA consider advising the Commission on?
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Annex 2.20.1: Commission Delegated regulation (EU) No 231/2013 of 19 December 2012
supplementing AIFMD (Directive 2011/61/EU)

Article 105
Activities of the financial year
1. The report on activities of the financial year shall include at least:

(a) an overview of investment activities during the year or period, and an overview of the
AIF’s portfolio at year-end or period end;

(b) an overview of AIF performance over the year or period;

(c¢) material changes as defined below in the information listed in Article 23 of Directive
2011/61/EU not already present in the financial statements.

2. The report shall include a fair and balanced review of the activities and performance of

the

AIF, containing also a description of the principal risks and investment or economic uncer-

tainties that the AIF might face.

3. To the extent necessary for an understanding of the AIF’s investment activities or its perfor-
mance, the analysis shall include both financial and non-financial key performance indica-
tors relevant to that AIF. The information provided in the report shall be consistent with na-

tional rules where the AIF is established.

4. The information in the report on the activities of the financial year shall form part of the

di-

rectors or investment managers report in so far as this is usually presented alongside the fi-

nancial statements of the AIF.
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2.21. Best execution
Background/Mandate

Extract from the Commission’s request for advice (imandate)

ESMA is invited to provide technical advice on criteria for determining the relative importance of the
different factors the investment firm takes into account for determining the best possible result for their
clients and factors that may be taken into account by an investment firm when reviewing its execution
arrangements and the circumstances under which changes to such arrangements may be appropriate.
With a view to increasing clients’ understanding and scrutiny over the quality of the execution, technical
advice should also be provided with respect to the nature and extend of the information to be provided to
clients, including information on selection of different venues or entities retained, any third-party pay-
ments or other fees being paid to the firm where a firm charges for instance both participants in a trans-
action. The technical advice should take account of requirements set out in Articles 44 - 46 of the Com-
mission Directive 2006/73/EC.

1. The following MiFID II provisions are relevant to the topic of best execution:
Recital 97:

“Information provided by investment firms to clients in relation to their execution policy often are
generic and standard and do not allow clients to understand how an order will be executed and to
verify firms' compliance with their obligation to execute orders on term most favourable to their cli-
ents. In order to enhance investor protection it is appropriate to specify the principles concerning
the information given by investment firms to their clients on the execution policy and to require
firms to make public, on an annual basis, for each class of financial instruments, the top five execu-
tion venues where they executed client orders in the preceding year and to take account of that in-
formation and information published by execution venues on execution quality in their policies on
best execution”.

Article 27:

“(1) Member States shall require that investment firms take all sufficient steps to obtain, when exe-
cuting orders, the best possible result for their clients taking into account price, costs, speed, likeli-
hood of execution and settlement, size, nature or any other consideration relevant to the execution of
the order. Nevertheless, where there is a specific instruction from the client the investment firm shall
execute the order following the specific instruction.

Where an investment firm executes an order on behalf of a retail client, the best possible result shall
be determined in terms of the total consideration, representing the price of the financial instrument
and the costs relating to execution, which shall include all expenses incurred by the client which are
directly relating to the execution of the order, including execution venue fees, clearing and settle-
ment fees and any other fees paid to third parties involved in the execution of the order.

For the purposes of delivering best possible result in accordance with the first subparagraph where
there is more than one competing venue to execute an order for a financial instrument, in order to
assess and compare the results for the client that would be achieved by executing the order on each
of the execution venues listed in the investment firm's order execution policy that is capable of exe-
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cuting that order, the investment firm's own commissions and the costs for executing the order on
each of the eligible execution venues shall be taken into account in that assessment.

(2) An investment firm shall not receive any remuneration, discount or non-monetary benefit for
routing client orders to a particular trading venue or execution venue which would infringe the re-
quirements on conflicts of interest or inducements set out in paragraph 1 of this Article and Article
16(3) and Articles 23 and 24.

(3) Member States shall require that for financial instruments subject to the trading obligation in
Articles 23 and 28 Regulation (EU) No .../2014* each trading venue and systematic internaliser and
for other financial instruments each execution venue makes available to the public, without any
charges, data relating to the quality of execution of transactions on that venue on at least an annual
basis and that following execution of a transaction on behalf of a client the investment firm shall in-
form the client where the order was executed. Periodic reports shall include details about price,
costs, speed and likelihood of execution for individual financial instruments.

(4) Member States shall require investment firms to establish and implement effective arrange-
ments for complying with paragraph 1. In particular, Member States shall require investment firms
to establish and implement an order execution policy to allow them to obtain, for their client orders,
the best possible result in accordance with paragraph 1.

(5) The order execution policy shall include, in respect of each class of financial instruments, infor-
mation on the different venues where the investment firm executes its client orders and the factors
affecting the choice of execution venue. It shall at least include those venues that enable the invest-
ment firm to obtain on a consistent basis the best possible result for the execution of client orders.

Member States shall require that investment firms provide appropriate information to their clients
on their order execution policy. That information shall explain clearly, in sufficient detail and in a
way that can be easily understood by clients, how orders will be executed by the investment firm for
the client. Member States shall require that investment firms obtain the prior consent of their clients
to the order execution policy.

Member States shall require that, where the order execution policy provides for the possibility that
client orders may be executed outside a trading venue, the investment firm shall, in particular, in-
form its clients about that possibility. Member States shall require that investment firms obtain the
prior express consent of their clients before proceeding to execute their orders outside a trading
venue. Investment firms may obtain such consent either in the form of a general agreement or in re-
spect of individual transactions.

(6) Member States shall require investment firms who execute client orders to summarise and make
public on an annual basis, for each class of financial instruments, the top five execution venues in
terms of trading volumes where they executed client orders in the preceding year and information
on the quality of execution obtained.

(7) Member States shall require investment firms who execute client orders to monitor the effective-
ness of their order execution arrangements and execution policy in order to identify and, where ap-
propriate, correct any deficiencies. In particular, they shall assess, on a regular basis, whether the
execution venues included in the order execution policy provide for the best possible result for the
client or whether they need to make changes to their execution arrangements, taking account of, in-
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ter alia, the information published under paragraphs 3 and 6. Member States shall require invest-
ment firms to notify clients with whom they have an on-going client relationship of any material
changes to their order execution arrangements or execution policy.

[...]

(9) The Commission shall be empowered to adopt delegated acts in accordance with Article 89 con-
cerning:

(a) the criteria for determining the relative importance of the different factors that, pursuant to
paragraph 1, may be taken into account for determining the best possible result taking into ac-
count the size and type of order and the retail or professional nature of the client;

(b) factors that may be taken into account by an investment firm when reviewing its execution
arrangements and the circumstances under which changes to such arrangements may be ap-
propriate. In particular, the factors for determining which venues enable investment firms to ob-
tain on a consistent basis the best possible result for executing the client orders”.

2.  MIFID II requires an execution policy to be clear, precise and sufficiently detailed so that it is easily
understood by clients. NCA experience of sub-standard quality of execution policies provided by in-
vestment firms clearly points to the need to develop new requirements in this field.

3. The Commission Consultation also raised the issue of content of best execution policies, asking (see
Question 110) “What is your opinion of the requirements concerning the content of execution policies
and usability of information given to clients should be strengthened? Please explain the reasons for
your views.”

4. Furthermore, CESR in its “Technical Advice to the European Commission in the context of the MiFID
Review — Investor Protection and Intermediaries?®” also indicated that: “There is a need to clarify
through Level 3 guidance the obligations on investment firms executing orders in shares to collect
information to enable them to assess which execution venues should be included in their execution
policies, in particular in regard to investment firms executing client orders on behalf of retail cli-
ents. This should be backed up by a general obligation in the Level 1 text for executing venues to
produce data on execution quality. The Directive could give to ESMA the discretion to introduce
binding technical standards and requirements for execution venues to produce regular reports on
execution quality in shares. If these reports are prescribed the metrics should at least cover price,
speed of execution and likelihood of execution for individual shares.”

5. Inthe summary of the answers received to its 2009 best execution questionnaire, CESR noted that:

i.  many responses “provided limited information about what is included in execution policies re-
garding ‘strategies’ and ‘key steps’ for obtaining best execution”;

ii. when firms provide the service of receiving and transmitting orders (RTO) or are portfolio man-
agers, they generally “deferred to the policies of the executing firms, reasoning that if these enti-
ties had a policy which set out their strategy for obtaining best execution, then that was suffi-
cient”’; and

76 CESR/10-859, 29 July 2010.
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executing firms “stated that they provided information on their execution policies in simple,
clear terms” to their clients, and RTO/portfolio managers “said that the information they are
given by firms who execute orders on their behalf is generally sufficient and they did not usual-
ly request additional information”. Nevertheless, some of the firms were very critical about the
quality of the information provided, and listed additional questions they had submitted to the
executing firms.

Further, some NCAs have identified issues with the implementation of the best execution rules by
investment firms. For example:

ii.

iii.

firms that are in direct contact with retail clients are often receiving and transmitting orders for
execution, rather than executing orders directly. There is no obligation for an RTO firm or port-
folio manager to obtain the agreement of the end client to the execution policy of the entity that
ultimately executes the client’s order. Instead, it is the RTO firm or portfolio manager that is re-
quired to consent to the execution policy of the firm to which it transmits orders for execution.
The RTO firm or portfolio manager must have a policy (RTO/placing policy) which governs how
it intends to select firms to which it intends to transmit or place orders for execution, but does
not need client consent to this policy. Also, the MiFID I requirement to obtain prior express con-
sent from clients before proceeding to execute an order outside a regulated market or an MTF is
not applicable to clients of RTO firms or portfolio managers;

the information that firms supply to clients is sometimes unclear, incomplete or even biased and
can have the effect of inducing clients to give specific instructions that may not be in their best
interests. For example, some firms indicate to their clients that their execution fees will be lower
according to which venue they choose to use. The risk associated with this approach is that if a
client issues a specific instruction to use a particular execution venue, this removes the protec-
tion of the best execution rule; and

firms may satisfy the requirement to disclose the identity of their execution venues by stating
that they execute on a regulated market, even though they might actually direct orders to a lim-
ited subset of market makers that are active on that market, or give priority to a subset of avail a-
ble market makers. If these are not clearly explained to clients, these types of approach can limit
the ability of clients to make meaningful comparisons between the services that are actually pro-
vided.

Studies conducted by some NCAs have highlighted the following issues with best execution and
RTO/placing policies used by investment firms:

ii.

iii.

iv.

policies were very generic and similar to one another despite differences between the services ac-
tually provided or instruments traded;

policies did not set out the relative importance of the execution factors;
the venues/entities used for execution were not always listed;
where information is provided to clients, the appropriateness of the information is often insuffi-

cient - in particular, some firms that transmitted orders to a single or small number of entities
for execution did not disclose this fact to their clients;
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v. the monitoring of the effectiveness of the policies and their regular review are often insufficient
and/or not documented;

vi. it is difficult for the NCA to obtain information about the implementation of the best execution
obligation;

vii. some firms consider that as portfolio managers they neither execute nor receive and transmit or-
ders and therefore do not have to apply the best execution rules; and

viii. a number of firms deal with only one entity for execution purposes without being able to demon-
strate that it enables them to satisfy the best execution requirement - more generally, there is a
lack of understanding of the evidential requirements to demonstrate that orders are executed in
accordance with the firm’s best execution policy.

In view of the number of problems identified above, ESMA considers it appropriate to develop more
detailed and precise requirements to give NCAs clearer standards and a better focus for supervisory
intervention if similar issues are identified in future.

ESMA remains mindful of the need to ensure that any new obligations on investment firms are pro-
portionate. The policy proposals in this chapter may have cost implications for firms, both at the im-
plementation stage and on a recurring basis. However, ESMA considers that as the proposals are for
incremental improvements to the current disclosure of requirements, the marginal costs to firms will
be justified by the benefits to clients of increased transparency.

Analysis

10.

MiFID II does not set out major changes to the best execution requirements. Nevertheless, there are a
few additional requirements and clarifications that should contribute to improving investor protec-
tion and the efficiency of best execution assessment by increasing the transparency of firms’ policies
and procedures.

Detail of execution and RTO/placing policies

11.

12.

In practice, execution and RTO/placing policies provided to clients can be very generic and many do
not specify the execution venues or entities to which firms transmit orders for execution. In addition,
many lack detail on:

i.  how firms execute orders for the different classes of instruments (even though the criteria for se-
lecting an executing venue/entity may be different, e.g. for liquid shares and contracts for differ-
ence);

ii. how the types of service provided modify the type of policy required (e.g. a firm should select an
executing firm when it transmits orders for execution and an executing venue when the firm it-
self executes the order); and

iii. the way in which firms prioritise and apply the execution factors.

NCAs also need to be able to supervise whether firms are adequately reviewing their execution and

RTO/placing policies and arrangements. For this reason, it is necessary that firms document their re-
view processes and keep this documentation available for analysis by NCAs. When assessing execu-
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tion and RTO/placing policies, NCAs have often noted examples where reviews were poorly docu-
mented and/or only contained very generic information.

In particular, there is commonly a lack of systematic links between the best execution factors listed in
firms’ policies and those used in their reviews of whether these policies continue to deliver best execu-
tion on a consistent basis. When specific execution factors are listed in policies, their evaluation and
ranking in both the policy and in the review process are rarely specified.

ESMA believes that there is a crucial link between the factors that firms take into account when
deciding where to execute orders and their subsequent monitoring of compliance with the best execu-
tion obligation. In particular, the specificity of bespoke products should not be used as a pretext by
the firm to circumvent its best execution obligations.

Disclosure and consent

15.

16.

17.

18.

19.

Adequate disclosure of appropriate information, both prior to the provision of services and on request
by a client, is a key element of the best execution obligation. Clients need to know how investment
firms are handling their orders if they are to feel empowered to scrutinise the execution quality that
they receive. This principle applies equally to firms that execute orders directly and to those that re-
ceive and transmit or place orders for execution by another entity.

The MIiFID Implementing Directive clarifies that the best execution provisions are not intended to
require a firm that transmits or places orders with other entities for execution to duplicate the efforts
of its execution entities. Rather, a firm should determine that the entities it uses will enable it to com-
ply with the overarching best execution requirement when placing an order with, or transmitting an
order to another entity for execution. This can result from the executing entity being subject to MiFID
I, or because the executing entity undertakes to meet the obligation on a contractual basis. RTO firms
and portfolio managers are, however, still required to implement an appropriate policy and to moni-
tor and review its effectiveness including the execution quality actually delivered by the entities they
choose.

MiFID I therefore takes a different approach to the respective services. Firms that execute orders or
decisions to deal should establish execution arrangements and an execution policy for complying with
the overarching best execution requirement. Similarly, firms that transmit or place orders with other
entities for execution should establish a policy. This RTO/placing policy is the means that investment
firms employ to obtain the best possible result for their clients when transmitting or placing orders
with other entities for execution.

Both the execution policy and the RTO/placing policy used by firms transmitting or placing orders
with other entities for execution should set out the investment firm’s strategy for obtaining the best
possible result for the execution of its client orders, including: (i) the key steps the firm is taking to
comply with the overarching best execution requirement; and (ii) how those steps enable the firm to
obtain the best possible result. The execution policy should also include an account of the relative im-
portance the firm places on the best execution factors when executing client orders or decisions to
deal (or the process for determining the relative importance), as well as information on how those fac-
tors affect the firm’s choice of execution venues for inclusion in the execution policy.

ESMA considers that where a retail client requests additional information about a firm’s execution

policy, and such a request is reasonable and proportionate, the firm, by virtue of its duty to act fairly
and professionally, should honour such a request. This is especially the case where such information
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is needed to enable the client to make a properly informed decision about whether to use, or to con-
tinue to use, the services of the firm.

When a firm executes a client order, prior express consent from the client is required if the order is
executed outside a regulated market (RM), a multilateral trading facility (MTF) or an organised trad-
ing facility (OTF). But, when the firm only transmits the order to another entity for the execution, the
client does not receive any information about the potential for execution outside a RM, MTF or OTF.
ESMA considers that requiring systematic prior express consent from the client in such a situation
would be disproportionate. Nevertheless, the client should at least be informed that his order may be
executed outside a RM, MTF or OTF. This is in order to allow the client to take this information into
consideration when transmitting an order, and to request any additional information about the con-
sequences of this means of execution.

Content of disclosure

21.

22,

23.

When a firm executes orders or transmits or places orders with an entity that may execute these
orders outside a RM, MTF or OTF, this should be clearly indicated in the firm’s execution policy or
RTO/placing policy. The consequences stem from the fact that such a transaction is executed on an
OTC basis, between two counterparties. In such a situation, as the OTC transaction does not benefit
from any clearing mechanism, the client is exposed to a counterparty risk and this risk should be duly
explained.

ESMA considers that on a purposive reading of the “prior express consent” requirement, an invest-
ment firm does not have to obtain express consent from its clients where the relevant instruments are
not admitted to trading on a RM, MTF or OTF. This prevents a disproportionate burden on firms
trading in instruments where the market expectation is that transactions will take place OTC. Howev-
er, in this situation the counterparty risk should still be disclosed to the client.

The adequacy of execution and RTO/placing policies is a key point of the MiFID investor protection
rules. This is why ESMA considers that the proposals in this chapter are necessary. Nevertheless, it
has to be taken into consideration that not all retail investors are either interested, or able to under-
stand, the detailed specifications of the best execution policy. For this reason, it seems appropriate
that firms dealing with retail clients provide them with a summarised best execution policy, simply
and clearly explained, as well as focussed on the points that are essential for this category of investors.

Third party payments

24.

25.

The MIFID I inducements obligations permit payments by a client for the provision of execution
services or for proper fees that are necessary for the provision of the service. Other payments by a
firm to a third party are governed by whether the payment meets three tests. These are:

i. it must not impair compliance with the MiFID I clients’ best interests rule;

ii. it must be disclosed prior to the provision of the service; and

iii. it must be designed to enhance the quality of the service provided.

Payments to/from third parties under MiFID II are also discussed in more detail in the ‘legitimacy of
inducements to be paid to/by a third person’ chapter of this CP. As such payments may generate some
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conflicts of interest, it is crucial to check that these are correctly managed by the firm and that they do
not impair its ability to provide best execution.

In some cases, firms have argued that when they execute a client order in certain markets, they charge
both the client and also market makers at the same time because they take the view that they are also
executing on behalf of the market maker (and therefore the charge is not a third party payment but a
legitimate payment from a client).

Where firms receive payments from one venue or broker this may incentivise them to select this
means of execution. Alternatively, it may incentivise clients to give specific instructions to direct their
orders because the inducement has the effect of reducing the client’s explicit costs. These induce-
ments, or other potential conflicts of interests (such as those created by the existence of close links?7)
may lead the firm to limit the list of entities to which client orders are routed, or of the venues on
which the orders are executed, without taking sufficiently into account the liquidity, prices or costs of
these firms compared to others.

ESMA considers that, since any permissible third party payment must be disclosed prior to the provi-
sion of a service, it is reasonable to require firms to discharge this obligation in their execution or
RTO/placing policies. This will enable clients to see all information that may be relevant to execution
costs and quality within a single policy.

Transparency of venue selection

29.

30.

31.

32.

ESMA believes that clients should not be induced to select their own execution venues or entities and
that this choice should, in the overwhelming majority of cases, be made by the investment firm exe-
cuting or transmitting or placing the order for execution. Protections already exist in the MiFID Im-
plementing Directive’s provisions on best execution. Article 44(4) of the MiFID Implementing Di-
rective prevents firms from structuring their fees or charges to discriminate unfairly between execu-
tion venues.

In addition, according to Recital 68 of the MiFID Implementing Directive firms should not induce
their clients to give specific instructions to execute an order in a particular way, by expressly indicat-
ing or implicitly suggesting the content of the instruction to the client, when they ought reasonably to
know that an instruction to that effect is likely to prevent it from obtaining the best possible result.

However, ESMA considers that, in the limited circumstances where a client may be invited to choose
between two or more specified trading venues covered by a firm’s execution policy, the client must
have access to adequate and transparent information to support that choice.

ESMA has considered the risk that presenting information on fees and charges may incentivise clients
to choose the lowest figure. This may occur even where their total cost is higher because of the price
paid when executing an order. However, if differences in pricing are not placed in the context of rele-
vant differences in the service provided (such as the level of available liquidity, or the existence of
conflicts of interest) then they can be misleading. Therefore, information on known fees and charges
should be presented in the context of the actual level of service provided by a venue or entity to which
orders are transmitted for execution. One method of compliance could be to for the relevant policy to

77 For instance, when the firm is a shareholder of a venue, or when the firm and the venue belong to the same group.
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display the respective known fees and charges of each alternative venue, provided that these costs are
presented in the context of the respective services offered by different venues.

Factors that may constitute a “material change”

33-

34.

35.

36.

Investment firms are required to review their execution policy or RTO/placing policy and arrange-
ments at least annually and whenever there is a material change that affects its ability to obtain the
best possible results for the execution of its client orders. As a result of current ESMA work on super-
visory convergence in the area of best execution, ESMA considers that there is scope for clarification
of some of the factors that may constitute a ‘material change’ which should trigger a review of execu-
tion policies and arrangements.

What is material will depend on the nature and scope of any change and the nature and size of a
firm’s business. Nevertheless, a material change could be understood as a significant event of internal
or external change that could impact parameters of best execution (cost, price, speed, likelihood of
execution and settlement, size, nature or any other consideration relevant to the execution of the or-
der).

In certain cases, new offers from existing or newly created venues can also be considered as material
changes, when they relate to the financial instruments for which the investment firm is providing in-
vestment services.

Please also consider the content of paragraphs 30-32 of Chapter 2.3 in the DP on MiFID II/MiFIR
areas requiring regulatory technical standards, for further discussion of the factors that may consti-
tute a material change.

Use of a single venue or entity for execution

37-

ESMA also considers as a result of its recent work on best execution that there is scope to clarify how
investment firms should satisfy the overarching best execution requirement when using a single ven-
ue or entity for execution.

Draft technical advice

Detail of execution policies

1.

Both execution policies and the policies of firms transmitting or placing orders with other entities for
execution should be customised depending on the class of instrument and on the type of service pro-
vided. Investment firms should set out in their execution or RTO/placing policy the list of factors
used to select an entity or venue for execution (including qualitative factors such as clearing scheme,
circuit breakers), and the relative importance of each factor.

The list of venues or entities used by an investment firm for execution must be listed in its execution
or RTO/placing policy. The list should specify, when appropriate, which venues are used for each cat-
egory of financial instruments.

The information about the factors used to select an entity or venue for execution and the venues used
by the firm should be consistent with the controls used by the firm to demonstrate to clients that best
execution has been achieved on a consistent basis and when reviewing the adequacy of its policy and
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4.

arrangements.

In the case of bespoke OTC products, the investment firm should be able to check the fairness of the
price proposed to the client.

Disclosure and consent

5.

Investment firms shall answer clearly and within a reasonable time when their clients make reasona-
ble and proportionate requests for information about its policies or arrangements and how they are
reviewed.

Investment firms performing the services of reception and transmission of orders or of portfolio
management must provide appropriate information on their RTO/placing policy for achieving the
best possible result for their clients. While prior express consent is not required for firms transmitting
or placing orders that may be executed outside a RM, MTF or OTF, investment firms should provide
their clients with appropriate information before proceeding to transmit or place their orders. This
should include relevant information on the execution policies of the entities that they have selected to
execute transactions, in each category of financial instruments.

Content of disclosure

7.

When a firm executes orders or transmits or places orders with an entity that may execute these
orders outside a RM, MTF or OTF, this must be clearly indicated in the firm’s execution policy or
RTO/placing policy to allow the client to take this information into consideration and to request any
additional information about the consequences of this means of execution. The relevant policy should
also indicate the consequences of counterparty risk to the client from this means of execution.

When the execution policy or RTO/placing policy concerns retail clients, these clients shall be provid-
ed with a summary of the relevant policy, focused on the total known costs they face when the firm
executes or transmits their orders, including venue fees, clearing and settlement fees, regulatory lev-
ies, taxes or any other charges. Although the policy cannot include price data (which is not known in
advance), it should provide a link to the most recent execution quality data published by each venue.

Third party payments

9.

10.

11.

To the extent that firms are able to receive third party payments without a breach of the MiFID in-
ducements rule, the execution or RTO/placing policy has to include clear information about the in-
ducements that may be received by the firm from the venues, market makers, or entities to which the
orders are transmitted. This requirement shall remain consistent with the expectations articulated
with the inducements rules.

Where a firm is able, within the scope of the inducements requirements, to charge more than one
participant in a transaction, both parties should be aware of the fees being paid to the firm. This is
particularly important if the firm is charging different fees to different participants in the same trans-
action.

When a firm charges both participants in a transaction (for example, the client and the market mak-
er), the execution policy has to indicate that such a scheme may be used, and to specify the fees
charged by the firm on each leg of the transaction. If the fees are different depending on the client, the
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policy must indicate the maximum fees or the range of the fees paid by each.

Transparency of venue selection

12. When the fees applied to a client by the firm are different depending of the execution venue or entity
retained, the execution or RTO/placing policy should provide sufficient information to the client in
order to allow him to understand both the advantages and the disadvantages of choosing a venue or
entity rather than an alternative. The information should be fair, clear, not misleading, and sufficient
to prevent the client from choosing one execution venue or entity rather than another on the sole ba-
sis of the price policy applied by the firm.

Factors that may constitute a ‘material change’

13. Investment firms are required to review their execution or RTO/placing policy and arrangements at
least annually and whenever there is a material change that affects its ability to obtain the best possi-
ble results for the execution of its client orders.

14. A material change should be understood as a significant event of internal or external change that
could impact parameters of best execution (cost, price, speed, likelihood of execution and settlement,
size, nature or any other consideration relevant to the execution of the order). An investment firm
should consider the materiality of any changes it makes to the relative importance of the best execu-
tion factors or to the venues or entities on which it places significant reliance in meeting the overarch-
ing best execution requirement.

Use of a single venue or entity for execution

15. An investment firm that executes orders or transmits or places orders with other entities for execu-
tion can include a single venue or entity in its policy if it is able to show that this allows it to satisfy the
overarching best execution requirement.

16. The investment firm should reasonably expect that the venue or entity it selects will enable it to
obtain results for its clients that are at least as good as the results that it reasonably could expect from
using alternative entities. This reasonable expectation must be supported by relevant data or infor-
mation published under Article 277 of MiFID II or by other internal analysis conducted by the firm.

Q101. Do you have any additional suggestions to provide clarity of the best execution obli-
gations in MiFID II captured in this section or to further ESMA’s objective of facili-
tating clear disclosures to clients?

Q102. Do your policies and your review procedures already the details proposed in this
chapter? If they do not, what would be the implementation and recurring cost of
modifying them and distributing the revised policies to your existing clients? Where
possible please provide examples of the costs involved.
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2.22, Client order-handling
Background/Mandate

Extract from the Commission’s request for advice (imandate)

ESMA is invited to provide technical advice on adaptations and further improvements to the procedures
and arrangements which result in the prompt, fair and expeditious execution of client orders and the
situations in which or types of transaction for which investment firms may reasonably deviate from
prompt execution so as to obtain more favorable terms for clients as well as to the different methods
through which an investment firm can be deemed to have met its obligation to disclose not immediately
executable client limit orders to the market.

1. The following MiFID II provisions on client order-handling are relevant with respect to the mandate
above:

Article 28:

“(1) Member States shall require that investment firms authorised to execute orders on behalf of cli-
ents implement procedures and arrangements which provide for the prompt, fair and expeditious ex-
ecution of client orders, relative to other client orders or the trading interests of the investment firm.

Those procedures or arrangements shall allow for the execution of otherwise comparable client or-
ders in accordance with the time of their reception by the investment firm.

(2) Member States shall require that, in the case of a client limit order in respect of shares admitted to
trading on a regulated market or traded on a trading venue which are not immediately executed un-
der prevailing market conditions, investment firms are, unless the client expressly instructs other-
wise, to take measures to facilitate the earliest possible execution of that order by making public im-
mediately that client limit order in a manner which is easily accessible to other market participants.
Member States may decide that investment firms comply with that obligation by transmitting the cli-
ent limit order to a trading venue. Member States shall provide that the competent authorities may
wative the obligation to make public a limit order that is large in scale compared with normal market
size as determined under Article 4 of Regulation (EU) No .../2014*".

Analysis

2. This section does not deal with the last part of the mandate, which refers to the proposed implementing
measures concerning Article 28(2) of MiFID II on the different methods through which an investment
firm can meet its obligation to disclose not immediately executable client limit orders to the market.
This part of the mandate is dealt with in the section of the consultation paper on data publication.

3. Article 28(1) of MIFID II does not make any changes to Article 22(1) of MiFID I in respect of client
order-handling rules.

4. Article 22(1) of MiFID I has been implemented with the following measures of the MiFID Implement-
ing Directive:

i.  Article 47 setting general principles that investment firms have to satisfy when carrying out cli-
ent orders;

ii.  Article 48 on aggregation and allocation of orders; and
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iii. Article 49 on the aggregation and allocation of transactions for own account.

5. ESMA is not aware of specific issues emerged in the application of these requirements and seeks
stakeholders views on their continuing appropriateness.

Draft technical advice

1. The existing provisions the MiFID Implementing Directive on client order-handling should be con-
firmed.

Q103. Are you aware of any issues that have emerged with regard to the application of Ar-
ticles 47, 48 and 49 of the MiFID Implementing Directive? If yes, please specify.
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2.23. Transactions executed with eligible counterparties
Background/Mandate

Extract from the Commission’s request for advice (imandate)

ESMA is invited to provide technical advice on the procedures for eligible counterparties, referred to
under Article 30(2) first subparagraph, to request, either on a general form or on a trade-by-trade basis,
treatment as clients whose business with investment firms is subject to Articles 24, 25, 27 and 28 and the
pre-determined proportionate requirements, including quantitative thresholds that would allow an
undertaking to be an eligible counterparty under Article 30(3), as well as the procedures for obtaining
the express confirmation from the prospective counterparty that it agrees to be treated as an eligible
counterparty. Any further improvements to the current implementing framework should be considered.

1. The following main provisions of MiFID II are relevant with respect to transactions executed with
eligible counterparties:

Article 30(2):

“Member States shall recognise as eligible counterparties for the purposes of this Article investment
firms, credit institutions, insurance companies, UCITS and their management companies, pension
funds and their management companies, other financial institutions authorised or regulated under
Union law or under the national law of a Member State, national governments and their correspond-
ing offices including public bodies that deal with public debt at national level, central banks and su-
pranational organisations.

Classification as an eligible counterparty under the first subparagraph shall be without prejudice to
the right of such entities to request, either on a general form or on a trade-by-trade basis, treatment
as clients whose business with the investment firm is subject to Articles 24, 25, 27 and 28.”

Article 30(3):

“Member States may also recognise as eligible counterparties other undertakings meeting pre-
determined proportionate requirements, including quantitative thresholds. In the event of a transac-
tion where the prospective counterparties are located in different jurisdictions, the investment firm
shall defer to the status of the other undertaking as determined by the law or measures of the Member
State in which that undertaking is established.

Member States shall ensure that the investment firm, when it enters into transactions in accordance
with paragraph 1 with such undertakings, obtains the express confirmation from the prospective
counterparty that it agrees to be treated as an eligible counterparty. Member States shall allow the
investment firm to obtain that confirmation either in the form of a general agreement or in respect of
each individual transaction.”

2. Article 30(2) subparagraph 1 of MiFID II lists the entities that should be recognised as eligible coun-
terparties when certain services, mentioned in paragraph 1 of the same Article, are provided to them,;
the list mainly includes entities active in the financial sector. Investment firms providing services to el-
igible counterparties are not obliged to comply with a number of rules aimed at protecting investors (a
number of conduct of business rules, best execution and client order-handling requirements).
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Article 30(2) subparagraph 2 gives eligible counterparties the right to request, either on a general form
or on a trade-by-trade basis, treatment as professional or retail clients, whose business with the in-
vestment firm benefits from the application of investor protection requirements.

Article 30(3) of MiFID II enables Member States to recognise as eligible counterparties undertakings,
other than the entities mentioned in Article 30(2) subparagraph 1 of MiFID II, provided that they meet
pre-determined proportionate requirements, including quantitative thresholds. Investment firms
should obtain the express confirmation from the prospective counterparty that it agrees to be treated
as an eligible counterparty.

According to Article 30(5) of MiFID II, the Commission shall be empowered to adopt delegated acts to
specify:

i.  the procedures for requesting treatment as clients under Article 30 (2) of MiFID II;

ii. the procedures for obtaining the express confirmation from prospective counterparties under Ar-
ticle 30(3) of MiFID II; and

iii. the pre-determined proportionate requirements, including quantitative thresholds that would al-
low an undertaking to be considered to be an eligible counterparty under Article 30(3) of MiFID
II.

The Commission empowerment is unchanged in comparison with Article 24(5) of MiFID I. Article 24
(5) of MiFID I has been implemented with Article 50 of the MiFID Implementing Directive.

In its request for advice, the Commission recognises that Article 50 of the MiFID Implementing Di-
rective might still constitute an adequate and satisfactory framework but requires ESMA to consider
the need for specific improvements of that provision.

Analysis

8.

10.

11.

ESMA has not recorded any significant issue with respect to the procedural aspects mentioned in the
empowerment in accordance with Article 30(5)(a) and (b) of MiFID II. Therefore, ESMA considers
that Article 50 of the MiFID Implementing Directive does not need any modification in relation to
these empowerments.

ESMA considers, however, that the empowerment under Article 30(5)(c) of MiFID II deserves a spe-
cific attention since it concerns the possibility to recognise as eligible counterparties undertakings oth-
er than the entities already recognised as such by Article 30(2) subparagraph 1 of MiFID II (which,
typically, are entities active in the financial sector).

Therefore, the empowerment relates to the possibility to extend the perimeter of entities that, being
classified as eligible counterparties, do not benefit from a number of important protections under Mi-

FID II.

In this respect, Article 50 of the MiFID Implementing Directive implements this empowerment by
allowing Member States to recognise as eligible counterparties two categories of undertakings:
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ii.

*

other undertakings that are to be considered as professional clients pursuant to Section I of An-
nex IT to MiFID I (Article 50(1) subparagraph 1 of the MiFID Implementing Directive). This list
includes large undertakings, that is undertakings meeting certain size requirements; and

undertakings who have requested to be treated as professional clients (professional clients on re-
quest in accordance with Annex II, section 2 of MiFID I (Article 50(1), subparagraph 2 of the Mi-
FID Implementing Directive).

12. ESMA notes that one of the objectives of the MiFID review has been to increase the protection of
investors and reduce the areas of exemption, including strengthening the treatment of eligible coun-

13.

terp

arties. Recital 104 of MiFID II states that “the financial crisis has shown limits in the ability of

non-retail clients to appreciate the risk of their investments”. Furthermore, the review of MiFID has
broadened the scope of investor protection requirements in different areas.

The

possibility provided by Article 50(1), subparagraph 2, of the MiFID Implementing Directive to

recognise undertakings that are not large undertakings as eligible counterparties does not seem in line
the objectives of the MiFID review described above.

Draft technical advice

1. The provisions of Article 50 of the MiFID Implementing Directive shall be confirmed with the excep-
tion of Article 50(1) subparagraph 2, which should not be maintained.

Q104.

Q1o05.

Q106.

i.

ii.

Do you agree with the proposal not to allow undertakings classified as professional
clients on request to be recognised as eligible counterparties?

For investment firms responding to this consultation, how many clients have you al-
ready classified as eligible counterparties using the following approaches under Ar-
ticle 50 of the MiFID Implementing Directive:

other undertakings that are to be considered as professional clients pursuant to
Section I of Annex II to MiFID I (Article 50(1) subparagraph 1); and

clients who have requested to be treated as professional clients (professional cli-
ents on request in accordance with Annex II, section 2 of MiFID) (Article 50(1)
subparagraph 2)?

For investment firms responding to this consultation, what costs would you incur in
order to meet these requirements?
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2.24. Product intervention

Background/Mandate

Extract from the Commission’s request for advice (mandate)

ESMA is invited to provide technical advice on measures specifying the criteria and factors to be taken
into account by competent authorities in determining when there is a significant investor protection
concern or a threat to the orderly functioning and integrity of financial markets or commodity markets
or to the stability of the whole or part of the financial system of the Union or of the financial system
within at least one Member State. As the Regulation establishes an identical framework for EBA inter-
vention powers in respect of structured deposits and as factors and criteria to be taken into account for
the exercise of product intervention powers for structured deposits should be similar to (if not identical
to) those set for ESMA with respect to financial instruments, ESMA is invited to closely liaise with and
consult EBA when providing its technical advice to the Commission and proposing factors and criteria
for intervention powers in accordance with Articles 40, 41 and 42 of the Regulation.

Under Articles 40(8), 41(8) and 42(7) of MiFIR, the Commission is required to adopt delegated acts
specifying criteria and factors to be taken into account by ESMA, EBA and NCAs in determining when
there is a significant investor protection concern, or a threat to the orderly functioning and integrity
of financial markets or commodity markets and to the stability (of the whole or part) of the financial
system (of the Union or within at least one Member State, respectively) arise. These criteria and fac-
tors shall include:

i.  the degree of complexity of a financial instrument or structured deposit and the relation to the
type of client to whom it is marketed and sold;

ii.  the size or the notional value of an issuance of financial instruments or structured deposits;
iii. the degree of innovation of a financial instrument or structured deposit, an activity or a practice;
iv. the leverage a financial instrument or structured deposit or practice provides; and

v. (and regarding the intervention by NCAs) in relation to the orderly functioning and integrity of
financial markets or commodity markets, the size or the notional value of an issuance of financial
instruments or structured deposits.

In light of the EBA’s intervention powers in respect of structured deposits, ESMA has been in contact
with, and will formally consult, EBA in order to receive any feedback and contribution before submit-
ting ESMA’s advice to the Commission on Articles 40, 41 and 42 of MiFIR. Note that the EBA is likely
to conduct a separate consultation on its product intervention powers on structured deposits in ac-
cordance with Article 41 of MiFIR.

Analysis/issues

3.

Articles 40 to 43 of MiFIR introduce a framework for product intervention in order to enable NCAs
and ESMA (in accordance with, and within the scope of, Article 40) or EBA (in accordance with, and
within the scope of, Article 41) to prohibit or restrict the marketing, distribution or sale of certain fi-
nancial instruments or structured deposits or financial instruments or structured deposits with cer-
tain specified features or a type of financial activity or practice.
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Recital 29 of MiFIR clarifies that the product intervention powers do not require either NCAs, ESMA
or EBA to introduce or apply a product approval or licensing regime. Nor do these powers relieve in-
vestment firms of their responsibility to comply with all the relevant requirements set out in MiFID
and MiFIR.

The product intervention powers complement the existing empowerments for sanctions and other
measures in reaction to service-related violations of MiFID and thus allow NCAs and ESMA or EBA
inter alia to take action on products and practices that are not sufficiently addressed by MiFID. ESMA
is aware, on the other hand, that the specification of criteria and factors to be taken into account in
determining when the prerequisites for such an intervention are met are intended limit the wide dis-
cretion granted and help develop a common understanding of the purpose of these powers.

It is essential that intervention powers are dynamic enough to enable NCAs and ESMA or EBA to deal
with a range of different exceptional situations and to allow steps to be taken to address issues before
they become widespread. ESMA is therefore of the view that flexibility is required, both to be able to
intervene in relation to new instruments that may not meet given criteria, or conversely not necessari-
ly intervene if given criteria are met but overall consumer detriment or disorderly functioning of mar-
kets is not foreseen or detected. Therefore, criteria and factors should be non-exhaustive and general
and it appears impracticable to suggest specific quantitative thresholds for intervention. This is fur-
ther supported by the possibility to exercise these powers on a precautionary basis, a possibility that
would not seem compatible with a quantitative definition of amount of losses or thresholds to inter-
vene or other very specific circumstances.

Given the product intervention powers are new, ESMA intends to undertake further work in this area
in the future, including by promoting the exchange of information between national authorities, EBA
and ESMA, and a common understanding about how the powers are used, according to the coordina-
tion role to be played according to Article 43 of MiFIR.

ESMA is of the opinion that, considering the overall legal conditions regulating these powers, the
application of this empowerment should in general be limited. This view is supported by the principle
of proportionality, which is explicitly emphasised in Articles 40(3)(a), 41(3)(a) and Article 42(2)(c) of
MiFIR.

The assessment of proportionality will in most cases be a major focus within the decision making
process about whether to implement the intervention powers. This assessment of proportionality will
cover many aspects that could also be addressed as criteria for the assessment of whether there is a
significant investor protection concern or a threat to the orderly functioning and integrity of financial
markets or commodity markets and to the stability of the financial system of the Union. This is why,
while ESMA believes that factors such as the potential scale of the problem in terms of ‘numbers af-
fected’, ‘amount of loss and persistence’, ‘nature of the problem and social context’ are by nature rele-
vant in judging proportionality, most of these factors are also listed as “criteria” for deciding on
whether or not to intervene. Such criteria are therefore taken into account both for the purpose of de-
termining whether there is a significant concern or threat, and as part of the proportionality assess-
ment.

In addition to the proportionality assessment, other requirements in Article 42(2) for NCAs (and in
Article 40(2)(b), 40(2)(c) and 40(3) and Article 41(2)(b), 41(2)(c) and 41(3), respectively, for ESMA
and EBA) also contribute to set the framework for intervention and to limit discretion. These re-
quirements include inter alia:
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i. existing regulatory requirements under applicable Union law do not sufficiently address the risks;

ii. the issue would not be better addressed by improved supervision or enforcement of existing re-
quirements;

iii. proper consultation with other NCAs or bodies affected; and
iv. no discriminatory effect on services or activities from other Member States.

ESMA is of the view that the product intervention powers should also be seen in the context of the
new product governance principles that are introduced by Articles 16(3) and 24(2) of MiFID II. These
requirements implement essential product related requirements and processes that establish a
benchmark for financial instruments and distribution (e.g. product approval process, definition of
target market, product design to meet the needs of customers, regular review of financial instru-
ments). ESMA considers that appropriate product governance processes should, inter alia, help to en-
sure that investment firms adequately take into account investors' interests, therefore limiting the use
of product intervention powers.

ESMA therefore believes that criteria and factors for intervention to be specified in future delegated
acts will supplement an intervention regime that is already well developed, and notes that Article
40(8), 41(8) and Article 42(7) of MiFIR already contain a number of appropriate factors and criteria.
ESMA'’s advice will have therefore to be considered in the context of the broader and detailed frame-
work described above.

When considering factors in relation to a potential threat to the orderly functioning and integrity of
financial markets or commodity markets and to the stability of the whole or part of the financial sys-
tem, ESMA carefully reviewed the criteria of Article 24 of the Short Selling Regulation (No 918/2012).
ESMA considers that these criteria were drawn up specifically in the context of short-selling and un-
covered sovereign credit default swaps and therefore do not fully reflect the wider factors that could
lead to a threat to the orderly functioning and integrity of financial markets or to the commodity mar-
kets in the broader MiFIR intervention regime. ESMA has therefore used these criteria as a starting
point but developed and adjusted this approach to fit the more general intervention regime of MiFIR.

These proposals will strengthen the level of protection to investors by providing criteria that will
enable NCAs, ESMA and EBA to intervene, in accordance with all the other conditions provided un-
der MiFIR, by restricting the marketing, distribution or sale of certain financial instruments or struc-
tured deposits or the exercise of certain practices or activities if there is a significant investor protec-
tion concern or a threat to the integrity or the orderly functioning of financial markets or the stability
of the financial system.

Draft technical advice

1.

As all three empowerments in Articles 40, 41 and 42 broadly share the same wording, the criteria and
factors to be specified should generally be the same for all three provisions. Consistently with this ap-
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proach, reference to financial instruments should generally be construed as also including structured
deposits.”8

The below listed range of factors could be taken into consideration when assessing whether there is a
significant investor protection concern or a threat to the orderly functioning and integrity of finan-
cial markets or commodity markets and to the stability of the whole or part of the financial system
of the Union.”?

ESMA notes that the existence of a “threat” is the intervention pre-requisite in the perspective of the
orderly functioning and integrity of financial/commodity markets or stability of the financial system.
In comparison to the consumer protection prerequisite, where there would need to be a “significant
concern”, this requires the existence of a more intense detriment before the intervention power was
used. This does not prevent the power being used where only a single factor, as set out below, is pre-
sent.

The factors and criteria listed in this advice are elements that should be taken into account by ESMA
or a NCA when considering the possibility to exercise their product intervention powers. These fac-
tors and criteria are not intended to represent an exhaustive list. ESMA notes that in the more de-
tailed examples below, each of the supporting elements for consideration can sometimes apply to
more than one criterion. For example: “costs and charges” may lead to a higher degree of complexity
of an instrument (lit. a) as well as to its non-transparency (lit. d) or should generally be considered
regarding pricing matters (lit. h) as well. Possible repetitions are therefore intentional to help to ex-
plain how different elements can impact each criterion. ESMA considers that the following criteria
are relevant:

i.  The degree of complexity of the financial instrument or type of financial activity or practice. Un-
der this factor, more detailed elements to be considered could include, for example:

a. the type and transparency of the underlying;

b. multiple layers of costs and charges;

c. the performance calculation complexity;

d. the nature and scale of any risks;

e. whether the instrument or service is bundled with other products or services; and

f.  the complexity of any terms and conditions.

78 MiFID II defines structured deposits (Article 4(1)(3) of MiFID II) and extends several MiFID requirements to the sale or advice of
structured deposits by credit institutions and investment firms. These MiFID requirements that are already applicable to the sale or
advice of financial instruments are mainly in the areas of conduct of business rules, conflicts of interest and record-keeping (Article
1(4) of MiFID II).

79 It should be noted that, in accordance with Article 42(2)(a)(ii) of MiFIR, NCAs should consider whether “a derivative has a detri-
mental effect on the price formation mechanism in the underlying market”. No delegated act is however required in this area. On the
other hand, as specified in paragraph 17, ESMA considers that the possibility that a financial instrument leads to a significant and
artificial disparity between prices of a derivative and those in the underlying market is a criterion that can be relevant in considering
the threat to the orderly functioning and integrity of the financial market or commodity market and to the stability of the financial
system or the significant concerns in the perspective of investor protection.
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ii.

iii.

iv.

The size of the potential problem or detriment. Under this factor, more detailed elements to be
considered could include, for example:

g.

h.

the notional value of the financial instrument;
number of clients, investors or market participants involved;
relative share the product has in investors’ portfolios;

probability, scale and nature of any detriment, including the amount of loss potentially suf-
fered;

anticipated persistency of the problem or detriment;
volume of the issuance;
number of intermediaries involved; and

growth of the market or sales.

The type of clients involved in an activity or practice or to whom a financial instrument is mar-
keted or sold. Under this factor, more detailed elements to be considered could include, for ex-
ample:

a.

whether the client is a retail client, professional client or eligible counterparty under Mi-
FID;

features characterising clients’ skills and abilities, e.g. level of education, experience with
similar financial instruments or selling practices;

features characterising clients’ economic situation, e.g. income, wealth;
clients’ core financial objectives, e.g. pension saving, home ownership financing; and

whether the instrument or service is being sold to clients outside the intended target mar-
ket.

The degree of transparency of the financial instrument or type of financial activity or practice.
Under this factor, more detailed elements to be considered could include, for example:

the type and transparency of the underlying;
any hidden costs and charges;

the use of features that draw clients’ attention but that do not necessarily reflect the suita-
bility or overall quality of the instrument or service;

visibility of risks; and

the use of product names that imply greater levels of safety and/or return than are actually
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Vviii.

ix.

possible or likely.
The particular features or underlying components of the financial instrument or transaction in-
cluding any leverage a product or practice provides. Under this factor, more detailed elements to
be considered could include, for example:
a. theleverage inherent in the product;
b. theleverage due to financing; and
c. the features of securities financing transactions.
The degree of disparity between expected return or benefit for investors and risk of loss in rela-
tion to the financial instrument, activity or practice. Under this factor, more detailed elements to
be considered could include, for example:
a. the structuring and other costs;
b. the disparity in relation to issuer’s risk (where retained by issuer); and

c. therisk/return profile.

The ease and cost for investors to switch or sell an instrument. Under this factor, more detailed
elements to be considered could include, for example:

a. thebid/ask spread;

b.  the frequency of trading availability;

c.  theissuance size and size of the secondary market;

d. the presence or absence of liquidity providers or secondary market makers;
e.  the features of the trading system; and

f. any other barriers to exit.

The pricing and associated costs. Under this factor, more detailed elements to be considered
could include, for example:

a. theuse of hidden or secondary charges; and
b. charges that do not reflect the level of service provided.

The degree of innovation of a financial instrument, an activity or practice. Under this factor,
more detailed elements to be considered could include, for example:

a.  the degree of innovation related to the structure of the financial instrument, activity or
practice, e.g. embedding, triggering;
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b.  the degree of innovation relating to the distribution model/length of intermediation chain,
e.g. “originate-to-distribute”;

c. the extent of innovation diffusion, i.e. whether the financial instrument, activity or prac-
tice is innovative for particular categories of clients;

d. innovation involving leverage;
e.  the opacity of underlying; and
f. the experience of the market with similar financial instruments or selling practices.

The selling practices associated with the financial instrument. Under this factor, more detailed
elements to be considered could include, for example:

a. the communication and distribution channels used;

b. the information, marketing or other promotional material associated with the investment;
c. the assumed investment purposes; and

d. whether the decision to buy is secondary or tertiary following another purchase.

The situation of the issuer of a financial instrument. Under this factor, more detailed elements
to be considered could include, for example:

a. the credit-worthiness of the issuer or any guarantor; and

b. the transparency of the situation of the issuer or guarantor.

When considering factors in relation to a potential threat to the orderly functioning and integrity of
financial markets or commodity markets and to the stability of the whole or part of the financial sys-
tem, ESMA, EBA or NCAs should generally consider whether:

ii.

1ii.

iv.

there was insufficient, or insufficiently reliable, information about a financial instrument to en-
able market participants to which it was targeted to form their judgment, taking into account the
nature and type of instrument;

the financial instruments or activities pose a high risk to performance of transactions entered
into by participants or investors in the market or product in question;

the activities or practices would significantly compromise the integrity of the price formation
process in the market concerned so that: a) the price or value of the financial instrument in
question was no longer determined according to legitimate market forces of supply and demand;
and/or b) market participants were no longer able to rely on the prices formed in the market or
volumes of trading as a basis for their investment decisions;

the characteristics of financial instruments make them particularly susceptible to being used for
the purposes of financial crime. Under this factor, more detailed elements to be considered
could include, for example whether the characteristics could favour the use of the financial in-
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struments for:

a. any fraud or dishonesty;

b. misconduct in, or misuse of information, relating to a financial market;
c. handling the proceeds of crime;

d. the financing of terrorism; or

e. facilitating money laundering;

v. activities or practices pose a particularly high risk to the resilience or smooth operation of mar-
kets and their infrastructure;

vi. a financial instrument or activity or practice would lead to a significant and artificial disparity
between prices of a derivative and those in the underlying market;

vii. the financial instrument or practice or activity poses a high risk of disruption to financial institu-
tions deemed to be important to the financial system of the EU or, in relation to NCAs’ powers
only, to the national financial system of the Member State of the NCA;

viii. a product or practice or activity poses particular risks to the market or payment systems infra-
structure, including clearing and settlement and trading systems); and

ix. a financial instrument or practice would threaten the investors’ confidence in the financial sys-
tem.

While factors and criteria mentioned under paragraph 19 may be more relevant in assessing the
threat to the orderly functioning and integrity of the financial market or commodity market and to
the stability of the financial system, all the above listed factors and criteria (paragraphs 18 and 19)
could be considered, depending on the circumstances, under each of the different product interven-
tion prerequisites (significant concern on investor protection; threat to the orderly functioning and
integrity of the financial market or commodity market; threat to the stability of the financial system).

The factors and criteria should not apply cumulatively — that is, not all factors would need to be
present when ESMA or NCAs are determining whether to intervene. Depending on the severity of the
issue, it may be that an intervention is justifiable where only one of these factors is present.

In accordance with the overall conditions for intervention specified under Articles 40, 41 and 42 of
MiFIR, ESMA, EBA and NCAs should be able to intervene in new instruments or services or activities
that may not meet these factors or criteria or, conversely, not necessarily intervene if given criteria
are met but overall detriment is not foreseen or detected or the relevant proportionality test is not
satisfied.

Q1o07.

Q108.

Do you agree with the criteria proposed?

Are there any additional criteria that you would suggest adding?
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3. Transparency

3.1. Liquid market for equity and equity-like instruments
Background/Mandate

Extract from the Commission’s request for advice (mandate)

ESMA is invited to provide technical advice on how to further specify the criteria under which an equity
or a class of equity instrument should be considered to be liquid to ensure a uniform application of this
Regulation. ESMA should take account of the criteria set out in Article 22 of Commission Regulation
(EC) No 1287/2006, taking into account the need to extend these criteria to equity instruments other
than shares and any need to develop these standards in light of market and technological developments.

Article 2(2), MiFIR

The Commission shall be empowered to adopt delegated acts in accordance with Article 50 to specify
certain technical elements of the definitions laid down in paragraph 1 to adjust them to market devel-
opments.

1. Article 2(1)(17)(b) defines ‘liquid market’ for the purposes of applying transparency measures to
equity and equity-like instruments.

Article 2(1)(17)(b), MiFIR
Tliquid market’ means:...

(b) for the purposes of Articles 4, 5 and 14, a market for a financial instrument that is traded daily where
the market is assessed according to the following criteria:

(i) the free float
(ii) the average daily number of transactions in those financial instruments;
(it1) the average daily turnover for those financial instruments;

2. The definition has implications for the transparency regime applicable to shares, depositary receipts,
ETFs, certificates and other similar financial instruments. Articles 4 and 5 of MiFIR relate to the
waivers for equity and equity-like instruments. Article 4 imposes different restrictions regarding the
price at which a negotiated transaction can be executed under the rules of a trading venue, depending
on whether there is a liquid market in the relevant instrument. Article 5 sets quantitative limits (the
double volume cap mechanism) on the total volume of trading which can be carried out under the ref-
erence price waiver and to certain types of negotiated trades. Where there is a liquid market for an in-
strument, waivers to pre-trade transparency may apply to negotiated trades up to limits set under the
double volume cap mechanism. However, the double volume cap mechanism does not apply to nego-
tiated trades in shares, depositary receipts, ETFs, certificates or other similar financial instruments
for which there is no liquid market. Therefore, NCAs may waive pre-trade transparency for negotiated
transactions in illiquid instruments without reference to the double volume cap mechanism.
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Article 14 of MiFIR sets the quoting obligations for systematic internalisers, which are driven by
whether there is a liquid market for the instrument or not. The main requirement is to make public
firm quotes on a regular and continuous basis for instruments for which there is a liquid market
whereas for illiquid instruments, the obligations are less onerous and systematic internalisers need
only disclose quotes to their clients upon request.

The concept of liquidity for equities already exists under MiFID I. Article 27 requires systematic
internalisers to publish firm quotes for those shares admitted to trading on a regulated market for
which there is a liquid market when dealing in sizes up to standard market size. Article 22(1) of
Commission Regulation 1287/2006 specifies that a share is considered to have a liquid market if ‘the
share is traded daily with a free float not less than €500m, and one of the following conditions is
satisfied:

i.  The average daily number of transactions in the share is not less than 500; and/or
ii. The average daily turnover for the share is not less than €2m.’

Article 22(2) of the Commission Regulation permits a Member State to override the above criteria
where the total number of liquid shares in its jurisdiction is less than five. In such circumstances, the
Member State may specify additional shares as being liquid, even if they do not fulfil the above crite-
ria under Article 22(1), providing that the number of shares deemed to be liquid through this route is
not more than five. ESMA is considering whether this discretion for Member States to deem a limited
number of shares as liquid is still appropriate under MiFID II and seeks feedback on this point.

The criteria under Article 2(1)(17)(b) of MiFIR although not setting specific thresholds, replicate the
four factors (free float, average daily number of transactions, average daily turnover and daily traded)
which must be used to determine whether there is a liquid market set under MiFID I. However, the
role of liquidity is expanded significantly under MiFIR in two ways: firstly the concept of a liquid
market applies to both equity and equity-like instruments including ETFs, certificates and depositary
receipts and secondly, as discussed above, it will also drive certain transparency obligations for trad-
ing venues as well as the quoting obligations for systematic internalisers.

Analysis

Equities

7.

The concept of liquid shares is important today under MiFID I and also under the Short Selling Regu-
lation 236/2012/EC and in considering what should be the liquidity thresholds for equities, ESMA
has looked at the existing levels under MiFID I. Whilst noting that the four liquidity criteria under
MiFID I are replicated under MiFIR, under MiFID I only one of the two criteria - the average daily
number of transactions or the average daily turnover criterion — must be met in addition to the free
float and daily traded criteria. Also, under MiFID I Member States can, in respect of shares for which
they are the most relevant market, decide that both conditions apply. In order to simplify and harmo-
nise the regulatory regime, ESMA is of the view that all four of the criteria should be met for a share
or depositary receipt to be deemed liquid. For that reason, and in order to ensure that a sufficient
number of instruments remain subject to the transparency requirements ESMA is considering lower-
ing the existing thresholds (e.g. average daily number of transactions in the share will be set at a level
below 500) to ensure that the policy objective of greater transparency is met.
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8. In setting the thresholds for equities and depositary receipts, ESMA is also mindful of the trading
obligation for shares which requires, under Article 23 of MiFIR, that all shares admitted to trading on
a RM or traded on a trading venue, must be traded on a RM, MTF, in a systematic internaliser or
third country TV unless the transactions are (1) non-systematic, ad-hoc, irregular and infrequent, or
(2) carried out between eligible and/or professional counterparties and do not contribute to the price
discovery process. Given that systematic internalisers are permitted platforms under the trading obli-
gation and that their quoting obligations depend on whether the instrument is liquid, it is of further
importance that the liquidity thresholds are set at an appropriate level to ensure the objective of en-
hanced transparency is met regardless of whether the instrument is traded on a RM or MTF or in a
systematic internaliser. Equally, it is necessary to ensure a level playing field exists between trading
venues and systematic internalisers to the extent possible.

9. However, expanding the definition of what is liquid is likely to bring into the transparency regime a
greater number of instruments which may be less liquid than those shares subject to the regime under
MiFID 1. This may pose challenges, for example, for less liquid shares, such as those of SMEs, if in-
vestment firms dealing in shares that do not trade continuously decide to abstain from trading in
those instruments on their own account because they are unable to, or do not wish to, comply with
the continuous quoting obligation under the systematic internaliser regime. This risks leading to a
further reduction in liquidity for less liquid shares.

10. As a basis for setting the liquidity thresholds for shares, ESMA conducted a data analysis exercise,
collecting post-trade data from EU RMs only, on 3,669 shares, with data for the same share traded on
more than one RM aggregated at ISIN level, from 11 EU countries. The reference period was 1 Janu-
ary 2013 to 31 December 2013.

11. Table 1, Table 2, Table 3 and Table 4 below provide details on the distribution of the shares regarding
the average number of trades per day, how frequently they trade, the average daily turnover and the

free-float.80

Table 1: Number of trades during the 1-year period distribution

Average number of Number of % of shares
trades per day shares

above 500 677 18.45%
between 100 and 500 486 13.25%
between 20 and 100 679 18.51%
between 10 and 20 342 9.32%
between 5 and 10 280 7.63%
between 1 and 5 1,041 28.37%
equal to o) 164 4.47%
Total number of shares 3,669 100%

8o Expressed in EUR
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Table 2: Number of days traded during the 1-year period distribution

Number of days traded N‘;Illllz‘eez()f % of shares
above 250 2,190 59.69%
between 125 and 250 900 24.53%
between 60 and 125 206 5.61%
between 20 and 60 109 2.97%
between 1 and 20 100 2.73%
equal to 0] 164 4.47%
Total number of shares 3,669 100%

Table 3: Average daily turnover (€) distribution

ADT N‘;Iﬁl;:; of % of shares

above 2,000,000 680 18.53%
between 1,000,000 and 2,000,000 195 5.31%
between 500,000 and 1,000,000 243 6.62%
between 100,000 and 500,000 672 18.32%
between 50,000 and 100,000 303 8.26%
between 10,000 and 50,000 588 16.03%
below 10,000 824 22.46%
equal to 0] 164 4.47%

Total number of shares 3,669 100%

Table 4: Free-float (€) distribution

Free float N:ﬁg:::; of % of shares
above 500,000,000 1,023 27.88%
between 200,000,000 and 500,000,000 368 10.03%
between 100,000,000 and 200,000,000 315 8.59%
between 50,000,000 and 100,000,000 258 7.03%
below 50,000,000 631 17.20%
n.a. 0 1,074 29.27%
Total number of shares 3,669 100%

12. The key findings from the above tables are:

i.  approximately 4.5% of shares did not trade during the period;
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ii.
iii.

iv.
ble 3]; and

V.

13.

47% of shares have a free-float above €100m [see Table 4].

84% of shares trade at least every 2 days and 60% trade every day [see Table 2];

approximately 50% of shares trade, on average, more than 20 times per day [see Table 1].

49% of shares have an ADT above €100,000 and 19% of shares have an ADT above €2m [see Ta-

ESMA devised six scenarios using the liquidity criteria set out in the definition under Article

2(1)(17)(b) MiFIR but varying the liquidity criteria of size of free float, average daily number of trans-
actions and average daily turnover (set out under line #1, #2 and #4 of the below table respectively-

changes highlighted in red).

Table 5: Scenarios using the liquidity criteria

(#1) Free float (€)

M

500,000,000

500,000,000

(>=) 500,000,000 500,000,000 100,000,000 100,000,000 100,000,000
(#2) Average # of trades per day (>=) 500 500 250 500 500 250 100
(#3) Num of days traded during the 1-year period (>=) 250 250 250 250 250 250 250
(#4) Average daily turnover (€) (>=) 2,000,000 2,000,000 2,000,000 500,000 2,000,000 1,000,000 2,000,000
#of shares meeting all the above requirements 654 587 601 619 605 747 641
representing X% of the total # of shares 17.83% 16.00% 16.38% 16.87% 16.49% 20.36% 17.47%
Total turnover over 1 Year for this category 4,457,579,499,981 | 4,422,734,098,787 | 4,432,429,055,320 | 4,436,172,018,670 | 4,438,402,443,983 | 4,494,305,711,534 | 4,460,415,872,016
representing X% of the total 1Y-turnover for all shares 94.96% 94.22% 94.42% 94.50% 94.55% 95.74% 95.02%
Total trades over 1 Year for this category 480,225,235 473,202,451 474,614,964 477,846,269 477,913,226 493,905,183 480,432,640
representing X% of the total trades for all shares 89.80% 88.49% 88.76% 89.36% 89.37% 92.36% 89.84%

14. In summary, the key points from the results of the above scenarios are:

ii.

iii.

iv.

In the baseline scenario, ESMA has applied the liquidity criteria currently set for shares under
MiFID I and according to Article 22 of the MiFID Implementing Regulation, i.e. a share is con-
sidered to have a liquid market if it is traded daily, the free float is not less than € 500m, and ei-
ther the average daily number of transactions in the share is not less than 500 or the average
daily turnover (ADT)8! is not less than € 2m. On the basis of these thresholds 18% of the shares,
representing 95% of the turnover, qualify as liquid.

For scenario #1, ESMA has applied the same liquidity criteria as in the baseline scenario but on
a cumulative basis. In this case, the percentage of shares qualifying as liquid decreases to 16%
and the related turnover to 94%. This result indicates that in order to avoid a decrease in trans-
parency, the liquidity thresholds should be slightly re-calibrated.

The parameters for the criteria of free float size, average daily number of transactions and aver-
age daily turnover do not display much sensitivity when adjusted individually and everything
else being equal to the parameters in scenario #1. In other words, the number of shares qualified

as liquid, as well as, their related turnover and number of trades, remain stable across scenarios 1
to 4.

When all of the parameters are reduced, as in scenarios #5 and #6, the percentage of shares
qualified as liquid increases from 16% (representing 94% of turnover) in scenario #1 to 20%

81 Calculated as the yearly turnover, divided by the number of trading days in the period excluding negotiated trades.
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(representing 96% of turnover) in scenario #5 and to 17% (representing 95% of turnover) in sce-
nario #6. In both scenarios #5 and #6 the percentage of turnover represented by the shares qual-
ified as liquid is roughly the same 95-96%. However, there is a 3% difference in the percentage of
shares deemed to be liquid.

As a result, ESMA is considering proposing to the Commission that the liquidity thresholds for equi-
ties should be set at the following levels:

Table 6: Equity levels

Free Float Average daily number of

transactions

Average daily turnover

Equities

€ 100,000,000 250 € 1,000,000

Depositary Receipts

16.

17.

18.

19.

Under Article 4(1)(45) of MiFID II depositary receipts are defined as:

“those securities which are negotiable on the capital and which represent ownership of the securities
of a non-domiciled issuer while being able to be admitted to trading on a regulated market and
traded independently of the securities of the non-domiciled issuer”.

Today depositary receipts are traded on trading venues and OTC and used by firms located in other
jurisdictions to facilitate cross-border trading. For investors, depositary receipts make securities is-
sued in other countries more accessible and usually at a lower cost than if the investor were to buy di-
rectly the issued shares in the home country. A depositary receipt represents an ownership interest in
the underlying security and is issued for a specified number of securities and ESMA considers that
generally, depositary receipts are as liquid as the underlying securities. New depositary receipts can
be created or cancelled depending on investor interest with new ones created where there is greater
demand in the international market and cancelled when there is greater demand in the home market.

Given the direct link between shares and depositary receipts, as each depositary receipt is backed by a
specific number of shares or a fraction of such, ESMA believes the thresholds set for shares should be
the same for depositary receipts. The free float for depositary receipts can fluctuate as they are creat-
ed and cancelled. Therefore, ESMA considers the free float should be determined by the number of
shares issued in the issuer’s home market.

ESMA is considering proposing to the Commission that the liquidity thresholds for depositary re-
ceipts should be set at the following levels, which are the same as those proposed for equities:

Table 7: Liquidity thresolds depositary receipts

Free Float Average daily number of Average daily turnover
. . transactions
Depositary Receipts
€ 100,000,000 250 € 1,000,000
Exchange Traded Funds
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Under Article 4(1)(46) of MiFID II exchange traded funds are defined as “a_fund of which at least one
unit or share class is traded throughout the day on at least one trading venue and with at least one
market maker which takes action to ensure that the price of its units or shares on the trading venue
does not vary significantly from its net asset value and, where applicable, from its indicative net as-
set value”.

Today ETFs are not subject to post-trade transparency under MiFID I and therefore obtaining an
accurate indication of the volume of ETFs traded in the Union is difficult to gauge. Equally, ESMA
understands that currently a significant percentage of activity in ETFs is executed OTC.

As a basis for setting the liquidity thresholds for ETFs, ESMA conducted a data analysis exercise,
collecting post-trade data from EU RMs on 1,646 ETFs, with data for the same ETF traded on more
than one RM aggregated at ISIN level, from 11 EU countries. The reference period was 1 January 2013
to 31 December 2013. Most of the ETFs, approximately 70% included in the exercise, are listed on
more than one EU RM.

Tables 8, 9 and 10 below provide details on the distribution of the ETFs regarding the average num-
ber of trades per day, how frequently they trade and the average daily turnover.

Table 8: Number of trades during the 1-year period distribution

M radesperday | ofBThs | %©fETFs
above 500 11 0.67%
between 250 and 500 18 1.09%
between 125 and 250 32 1.94%
between 100 and 125 12 0.73%
between 50 and 100 91 5.53%
between 20 and 50 185 11.24%
between 1 and 20 1,215 73.82%
equal to 0 82 4.98%

Total number of ETFs 1,646 100%

Table 9: Number of days traded during the 1-year period distribution

Number of days traded lz?gl,ll,)lfsr % of ETFs
above 250 788 47.87%
between 125 and 250 346 21.02%
between 60 and 125 141 8.57%
between 20 and 60 155 9.42%
between 1 and 20 134 8.14%
equal to o} 82 4.98%

Total number of ETFs 1,646 100%
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Table 10: Average daily turnover (€) distribution

24. The key findings from the above tables are:

25.

ADT lj‘f‘EmeP?: % of ETFs

above 2,000,000 147 8.93%
between 1,000,000 and 2,000,000 141 8.57%
between 500,000 and 1,000,000 176 10.69%
between 200,000 and 500,000 253 15.37%
between 100,000 and 200,000 191 11.60%
between 50,000 and 100,000 184 11.18%
below 50,000 472 28.68%
equal to o) 82 4.98%

Total number of ETFs 1,646 100%

i.  approximately 5% of the ETFs did not trade during the period;

ii. approximately 79% of the ETFs (including those which did not trade during the period) on aver-
age trade less than 20 times per day [see Table 8];

iii. 52% of ETFs (including those which did not trade during the period) trade at least every 2 days
and 48% trade every day [see Table 9]; and

iv. 55% of ETFs have an ADT above €100,000 and 43% of ETFs have an ADT above €500,000 [see

Table 10].

ESMA devised six scenarios using the liquidity criteria set out in the definition under Article
2(1)(17)(b) of MiFIR but varying the thresholds (see the table below). For the first criterion of free
float, ESMA considers that this concept is not suitable for ETFs as it is for shares given the redemp-
tion/creation process that is typical of the ETF market and therefore, ESMA has used a de minimis
number of units issued for trading for ETFs as a proxy for free float. ESMA proposes to recommend
that the Commission uses the number of units for the free float in the technical standards. The liquid-
ity criteria of average daily number of transactions and average daily turnover (set out under line #2
and line #4 of the below table respectively) are the only two parameters which have been varied
(changes highlighted in red) given the free float criterion remains a constant de minimis number of

units.
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(#1) Num of units issued for trading (free float)
(#2) Average # of trades per day

(#3) Num of days traded during the 1-year period
(#4) Average daily turnover (€)

# of ETFs meeting all the above requirements
representing X% of the total # of ETFs

Total turnover over 1 Year for this category
representing X% of the total 1Y-turnover for all ETFs
Total num of trades for this category

representing X% of the total number of trades for all ETFs

100
500
250
2,000,000

100
500
250
100,000

100
250
250
2,000,000

100
100
250
1,000,000

100
50

250
500,000

100
20

250
500,000

11
0.67%
85,824,546,029
20.84%
2,728,596
26.72%

11
0.67%
85,824,546,029
20.84%
2,728,596
26.72%

29
1.76%
154,617,845,394
37.55%
4,266,558
41.78%

71
431%
224,397,972,545
54.49%
5,855,459
57.34%

157
9.54%
279,229,413,072
67.81%
7,331,746
71.80%

297
18.04%
337,162,320,305
81.88%
8,473,073
82.98%

26. In summary, the key points from the results of the above scenarios are:

ii.

iii.

iv.

For scenario #1, ESMA has applied the liquidity criteria currently set for shares under MiFID I
on a cumulative basis (shares are traded daily, the average daily number of transactions is not
less than 500, the average daily turnover (ADT)82 is not less than €2m). On the basis of these
thresholds less than 1% of the ETFs, representing roughly 20% of the turnover, qualify as liquid.

Trading patterns for ETFs are characterised by few large-in-value trades as evidenced by com-

paring scenario #1 to scenario #2 above, where reducing the ADT threshold from €2m to
€100,000 does not impact the results.

Halving the average number of trades per day from 500 to 250 (under scenario #3, everything
else being equal to the parameters in scenario #1), results in the percentage of ETFs qualifying as
liquid increasing slightly to 1.8%, representing roughly 40% of turnover.

In scenarios #4, #5 and #6 different combinations of thresholds for ADT and average number of
trades per day were applied. The percentage of liquid ETFs doubles from 4% in scenario #4 to
10% in scenario #5 and to 18% in scenario #6. The percentage of turnover corresponding to the

ETFs qualifying as liquid increases from 55% in scenario #4 to 68% in scenario #5 and to 82% in
scenario #6.

27. Based on the above analysis, ESMA is considering proposing to the Commission that the liquidity

thresholds for ETFs should be set at the following levels:
Table 12: Liquidity thresholds for ETFs levels

Free Float Average daily number of | Average daily turnover
e . transactions
ETFs (Number of units issued
for trading)
100 20 500,000

Certificates

82 Calculated as the yearly turnover, divided by the number of trading days in the period excluding negotiated trades.
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28. Certificates are defined under Article 2(1)(27) of MiFIR as “those securities which are negotiable on
the capital market and which in the case of a repayment of investment by the issuer are ranked

above shares but below unsecured bond instruments and other similar instruments.”

29. ESMA conducted an analysis, similar to that presented above for shares and ETFs, as a basis for
setting the liquidity thresholds for certificates. Having consulted 11 EU Member States, ESMA has
identified to date only two types of instruments falling within the category of certificates: Spanish
Participaciones Preferentes and German Genussrechte/-scheine. Post-trade data from RMs was col-
lected for 84 certificates over the period from 1 January 2013 to 31 December 2013.

Table 13: Number of trades during the 1-year period distribution

Average numger of trades per Nun.lber of 9% of certificates
ay certificates
above 500 0 0.00%
between 100 and 500 o) 0.00%
between 20 and 100 3 3.57%
between 10 and 20 0 0.00%
between 5 and 10 2 2.38%
between 1 and 5 56 66.67%
equal to 0 23 27.38%
Total number of certificates 84 100%

Table 14: Number of days traded during the 1-year period distribution

Number of days traded i‘;ﬁlggtgz % of certificates
above 250 1 1.19%
between 125 and 250 6 7.14%
between 60 and 125 14 16.67%
between 20 and 60 20 23.81%
between and 20 20 23.81%
equal to 0] 23 27.38%

Total number of certificates 84 100%
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Table 15: Average daily turnover (€) distribution

ADT il;trilfl.: s:t(e)z % of certificates

above 1,000,000 0.00%
between 500,000 and 1,000,000 2.38%
between 50,000 and 500,000 8.33%
between 10,000 and 50,000 11 13.10%
between 5,000 and 10,000 5 5.95%
between 1,000 and 5,000 17 20.24%
below 1,000 19 22.62%
equal to o) 23 27.38%

Total number of certificates 84 100%

30. The key findings from the above tables are:

i.  27% of the certificates did not trade during the period [see Table 13, Table 14 and Table 15];

ii. approximately 94% of the certificates (including those which did not trade during the period) on
average trade less than 5 times per day [see Table 13];

iii. over 99% of the certificates (including those which did not trade during the period) do not trade
daily with approximately 75% of certificates (including those which did not trade during the pe-
riod) trading every 4 days or less frequently [see Table 14]; and

iv. 98% of certificates (including those which did not trade during the period) have an ADT below

€500,000 [see Table 15].

31. Based on the above findings, ESMA devised four scenarios using the liquidity criteria set out in the
definition under Article 2(1)(17)(b) of MiFIR but varying the thresholds (see table below).

Table 16: Scenarios using the liquidity criteria

(#1) Free float (issuance size)

(#2) Average # of trades per day

(#3) Num of days traded during the 1-year period
(#4) Average daily turnover (€)

# of certificates meeting all the above requirements
representing X% of the total # of certificates

Total volume over 1 Year for this category
representing X% of the total 1Y-volume for all certifi

(>=)
(>=)
(>=)

cates

1,000,000 1,000,000 1,000,000 1,000,000
500 20 20 50
250 250 250 250
2,000,000 500,000 100,000 500,000
5 1 1 5
0.00% 1.19% 1.19% 0.00%
= 134,755,679 134,755,679 =
0.00% 23.48% 23.48% 0.00%

32. As for ETFs, ESMA considers that the concept of free float does not apply to certificates as it does to
shares and therefore, ESMA has used a de minimis issuance size for certificates as a proxy for the free

float.
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33. Insummary the key points from the results of the above scenarios are:

ii.

iii.

For scenario #1, ESMA has applied the liquidity criteria currently set for shares under MiFID I
on a cumulative basis (shares are traded daily, the average daily number of transactions is not
less than 500, the Average Daily Turnover (ADT)83 is not less than €2m). On the basis of these
thresholds, no certificates qualify as liquid.

In the other three scenarios, the liquidity thresholds were adjusted; however, lowering the aver-
age number of trades per day to either 20 or 50 and the ADT to either €100,000 or €500,000

does not change the initial result.

On the basis of the above evidence, trading activity for certificates seems to be limited.

34. On basis of the above analysis, ESMA is considering proposing to the Commission that the liquidity
thresholds for certificates should be set at the following levels:

Table 17: Liquidity thresholds levels for certificates

Free Float Average daily number of | Average daily turnover
. . .. transactions
Certificates (issuance size in euro)
1,000,000 20 500,000

Draft technical advice

An instrument must meet all of the four criteria listed under Article 2(1)(17)(b) of MiFIR, free
float, average daily number of transactions, average daily turnover and daily traded, in order to
be deemed to have a ‘liquid market’. The four criteria shall apply cumulatively to establish a uni-
form and simplified regime.

2. Asan exception to the above, where a Member State would be the most relevant market for fewer
than five liquid instruments, the Member State may specify the number of liquid instruments for
that Member State providing the total is no greater than five. The specification shall be made
public.

Equities

3. An equity will be deemed to have a liquid market if it meets the following criteria:

i.  free float of not less than €100m;
ii. the average daily number of transactions in the shares is not less than 250; and

iii. the average daily turnover for the shares is not less than €1m.

83 Calculated as the yearly turnover, divided by the number of trading days in the period excluding negotiated trades.
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Depositary Receipts

4. The thresholds applied to depositary receipts to determine whether an instrument has a liquid
market shall be the same thresholds as those set for equities.

5. The size of the free float for a depositary receipt shall be determined by the number of shares
issued in the issuer’s home market.

Exchange Traded Funds
6. An ETF will be deemed to have a liquid market if it meets the following criteria:
i.  the free float for an ETF shall be set as a de minimis number of 100 units issued for trading;
ii. the average daily number of transactions in the ETF is not less than 20; and
iii. the average daily turnover for the ETFs is not less than €500,000.
Certificates
7. A certificate will be deemed to have a liquid market if it meets the following criteria:
i.  afree float of not less than €1m;
ii. the average daily number of transactions in the certificates is not less than 20; and

iii. the average daily turnover for the certificates is not less than €500,000.

Equities

Q109. Do you agree with the liquidity thresholds ESMA proposes for equities? Would you

calibrate the thresholds differently? Please provide reasons for your answers.

Depositary receipts

Q110.

Q111.

Q112.

Do you agree that the free float for depositary receipts should be determined by the
number of shares issued in the issuer’s home market? Please provide reasons for
your answer.

Do you agree with the proposal to set the liquidity threshold for depositary receipts
at the same level as for shares? Please provide reasons for your answer.

Do you agree with the liquidity thresholds ESMA proposes for depositary receipts?
Would you calibrate the thresholds differently? Please provide reasons for your an-
swers.

Exchange traded funds (ETFs)
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Q113. Do you agree that the criterion of free float could be addressed through the number
of units issued for trading? If yes, what de minimis number of units would you sug-
gest? Is there any other more appropriate measure in your view? Please provide rea-
sons for your answer.

Q114. Based on your experience, do you agree with the preliminary results related to the
trading patterns of ETFs? Please provide reasons for your answer.

Q115. Do you agree with the liquidity thresholds ESMA proposes for ETFs? Would you cal-
ibrate the thresholds differently? Please provide reasons for your answers, includ-
ing describing your own role in the market (e.g. market-maker, issuer etc).

Certificates

Q116. Can you identify any additional instruments that could be caught by the definition of
certificates under Article 2(1)(27) of MiFIR?

Q117. Based on your experience, do you agree with the preliminary results related to the
trading patterns of certificates? Please provide reasons for your answer.

Q118. Do you agree with the liquidity thresholds ESMA proposes for certificates? Would
you calibrate the thresholds differently? Please provide reasons for your answer.

Q119. Do you agree that the criterion of free float could be addressed through the issuance

size? If yes, what de minimis issuance size would you suggest? Is there any other
more appropriate measure in your view? Please provide reasons for your answer.

Generic questions

Q120.

Do you think the discretion permitted to Member States under Article 22(2) of the
Commission Regulation to specify additional instruments up to a limit as being lig-
uid should be retained under MiFID II?
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3.2. Delineation between bonds, structured finance products and money
market instruments

Background/Mandate

Extract from the Commission’s request for advice (mandate)

ESMA is invited to provide technical advice to further specify the definition of money market instru-
ments in order to set a clear delineation between bonds and structured finance products and money
market instruments.

Analysis

1. MIFID II and MiFIR contain the following three definitions for bonds, structured finance products
and money-market instruments:

Article 4(1), MiFID II

[...]

(17)  ‘money-market instruments’ means those classes of instruments which are normally dealt in on
the money market, such as treasury bills, certificates of deposit and commercial papers and excluding
instruments of payment;

(44) ‘transferable securities’ means those classes of securities which are negotiable on the capital
market, with the exception of instruments of payment, such as:

[...]

) bonds or other forms of securitised debt, including depositary receipts in respect of such securi-
ties;

Article 2(1), MiFIR

[...]

(28)  Sstructured finance products’ means those securities created to securitise and transfer credit risk
associated with a pool of financial assets entitling the security holder to receive regular payments that
depend on the cash flow from the underlying assets;

2. The Commission can further specify some technical elements in respect of these definitions through
their general empowerments in Article 4(2) of MiFID II and Article 2(2) of MiFIR. Specifying these
definitions further is important due to the scope of the MiFIR non-equity transparency framework
which explicitly includes bonds and structured finance products as financial instruments to which
pre-trade and post-trade transparency requirements apply. Money-market instruments however are
excluded from the scope as they are a separate category of financial instrument under Annex I Section
C2 of MiFID II while not being mentioned as a category to which transparency obligations under Ar-
ticles 8 and 10 MiFIR apply.
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3. The purpose of this further specification would be a clear delineation between instruments within and
outside the MiFID II scope so it is clear to all stakeholders whether trading in an instrument is subject
to transparency obligations.

4. Apart from being defined in MiFID II, money-market instruments are also mentioned in Recital 36 of
the UCITS Directive 2009/65/EC and characterised as “transferable instruments which are normal-
ly dealt in on the money market rather than on the regulated markets, for example treasury and lo-
cal authority bills, certificates of deposit, commercial papers, medium-term notes and bankers’ ac-
ceptances’ and are defined in Article 2(1)(0) of the same directive as meaning ‘instruments normally
dealt in on the money market which are liquid and have a value which can be accurately deter-
mined at any time”.

5. The Eligible Assets Directive 2007/16/EC (Articles 384 and 4) specifies further what characteristics
money market instruments normally have. In particular, it is specified in this Directive that they have
a maximum maturity of 397 days at issuance or residually.

6. In addition, the Regulation of the European Central Bank (EU) No 883/2011 amending Regulation
(EC) No 25/2009 in its Article 1 (Section 2g) defines money market instruments as instruments nor-
mally traded on the money market which are liquid and have a value which can be accurately deter-
mined at any time.

7. ESMA considers that the regulatory purpose of the Eligible Assets Directive in the context of regulat-
ing UCITS is different. While ESMA considers the maximum maturity of 397 days as a useful guide-
line, for the purposes of MiFIR those 397 days should always be counted from issuance.

8. ESMA also considers that money market instruments for MiFIR purposes should be strictly limited to
such instruments expressly stated to be treasury bills, certificates of deposit, commercial paper and
other instruments with equivalent features.

9. ESMA consequently proposes that regarding financial instruments that are traded on a trading venue
and have a maturity of 397 days or less, the only instruments that can be considered as money-market
instruments, and therefore are not subject to non-equity transparency, are those for which the value
can be determined at any time on either an amortised cost basis or in reference to the short term yield
curve for the currency of the instrument.85 In contrast debt securities bearing a Classification of Fi-

84 Article 3 Instruments normally dealt in on the money market [...]

2. The reference in Article 1(9) of Directive 85/611/EEC to money market instruments as instruments normally dealt in on the
money market shall be understood as a reference to financial instruments which fulfil one of the following criteria:

(a) they have a maturity at issuance of up to and including 397 days;

(b) they have a residual maturity of up to and including 397 days;

(c) they undergo regular yield adjustments in line with money market conditions at least every 397 days;

(d) their risk profile, including credit and interest rate risks, corresponds to that of financial instruments which have a maturity as
referred to in points (a) or (b), or are subject to a yield adjustment as referred to in point (c).

85 Article 4 Liquid instruments with a value which can be accurately determined at any time [...]

2. The reference in Article 1(9) of Directive 85/611/EEC to money market instruments as instruments which have a value which can
be accurately determined at any time shall be understood as a reference to financial instruments for which accurate and reliable
valuations systems, which fulfil the following criteria, are available:

(a) they enable the UCITS to calculate a net asset value in accordance with the value at which the financial instrument held in the
portfolio could be exchanged between knowledgeable willing parties in an arm’s length transaction;

(b) they are based either on market data or on valuation models including systems based on amortised costs.

3. The criteria referred to in paragraphs 1 and 2 shall be presumed to be fulfilled in the case of financial instruments

which are normally dealt in on the money market for the purposes of Article 1(9) of Directive 85/611/EEC and which are admitted
to, or dealt in on, a regulated market in accordance with points (a), (b) or (c) of Article 19(1) thereof, unless there is information
available to the UCITS that would lead to different determination.
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nancial Instruments (CFI) identifier ‘DY’ for money market instruments should be treated as falling
within the scope of non-equity transparency if the maturity at issuance of the instrument is greater
than 397 days or if the market value cannot be determined in an objective and unbiased fashion.

A special case in this context is asset backed commercial paper which can be classified as a structured
finance product as well as a money market instrument. Pointing at the legal precedent in Article
5(4)(e) of Commission Delegated Regulation (EU) No 448/2012, ESMA proposes classifying asset
backed commercial paper as a structured finance product for the purposes of MiFIR.

Draft technical advice

Financial instruments that are categorised as money-market instruments and are therefore outside
the scope of the non-equity transparency regime of MiFIR are limited to those instruments expressly
stated to be treasury bills, certificates of deposit, commercial paper and other instruments with
equivalent features and have the following characteristics:

i.  they have a maturity at issuance of 397 days or less; and

ii. their value can be determined at any time on either an amortised cost basis or in reference to the
short term yield curve for the currency of the instrument.

Asset backed commercial paper should be classified as a structured finance product for the purposes
of MiFIR.

Q121. Do you agree with ESMA’s assessment concerning financial instruments outside the

scope of the MiFIR non-equity transparency obligations?
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3.3. The definition of systematic internaliser
Background/Mandate

Extract from the Commission’s request for advice (imandate)

ESMA is invited to provide technical advice to further specify the quantitative elements of the definition
of systematic internaliser by providing advice on the numerical thresholds to be used to assess the fre-
quent, systematic and substantial basis.

Article 4(1)(20), MiFID II

Systematic internaliser means an investment firm which, on an organised, frequent, systematic and
substantial basis, deals on own account by executing client orders outside a regulated market, an MTF
or an OTF without operating a multilateral system.

The frequent and systematic basis shall be measured by the number of OTC trades in the financial in-
strument carried out by the investment firm on own account when executing client orders. The substan-
tial basis shall be measured either by the size of the OTC trading carried out by the investment firm in
relation to the total trading of the investment firm in a specific financial instrument or by the size of the
OTC trading carried out by the investment firm in relation to the total trading in the Union in a specific
financial instrument. The definition of systematic internaliser shall only apply where the pre-set limits
for a frequent and systematic basis and for a substantial basis are both crossed or where an investment
firm which chooses to opt-in under the systematic internaliser regime.

1. Under Article 4(1)(7) of MiFID I a systematic internaliser is defined as an investment firm which on
an organised, frequent and systematic basis deals on own account by executing client orders outside a
regulated market or an MTF. The implementing regulation (Article 21 of Regulation 2006/1287/EC)
complements the definition of systematic internaliser by providing a number of qualitative criteria for
determining whether an investment firm is acting as a systematic internaliser.

2. In its technical advice86 to the Commission in the context of the MiFID review, CESR (now ESMA)
noted that the “material commercial role” in the qualitative criteria for determining whether an in-
vestment firm is acting as a systematic internaliser may have created problems regarding the applica-
bility of the regime. For that reason CESR recommended introducing appropriate quantitative
thresholds to determine whether the activity has ‘material commercial’ significance for the firm and
for the market.

3. Article 4(1)(20) of MiFID II introduces a new definition of systematic internaliser which is based on
quantitative criteria for assessing when the activity of dealing on own account by executing client or-
ders is sufficiently frequent, systematic and substantial. While those quantitative criteria are relevant
for determining when an investment firm is a systematic internaliser in a financial instrument, the
new definition allows an investment firm to choose to opt-in under the systematic internaliser regime
even when it doesn’t meet all or any of the quantitative criteria, provided it complies in full with the
applicable requirements.

86 CESR Technical Advice to the European Commission in the Context of the MiFID Review - Equity Markets (CESR/10-802)
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Separately from the new definition, MiFID II extends the systematic internaliser regime so that from
applying solely to shares, as is the case under MiFID I, it will apply to a much broader range of asset
classes: equity-like instruments (depositary receipts, ETFs, certificates and other similar financial in-
struments) and non-equity instruments (derivatives, bonds, structured finance products and emis-
sion allowances).

ESMA understands that the purpose of introducing quantitative criteria is to establish a clearer legal
framework which will assist investment firms in assessing whether they are a systematic internaliser
in a particular financial instrument and need to comply with the relevant pre-trade transparency obli-
gations and other requirements for systematic internalisers.

Analysis

6.

In specifying the technical elements of the definition of systematic internaliser, ESMA intends to
calibrate the thresholds for the frequent, systematic and substantial basis with the aim of preserving
and enhancing the current level of transparency, in accordance with Recital 18 of MiFIR, while having
regard to the different trading patterns of instruments within the scope of the regime.

Recital 18, MiFIR

In order to ensure that trading carried out OTC does not jeopardise efficient price discovery or a trans-
parent level playing field between means of trading, appropriate pre-trade transparency requirements
should apply to investment firms dealing on own account in financial instruments OTC insofar as it is
carried out in their capacity as systematic internalisers in relation to shares, depositary receipts, ETFs,
certificates or other similar financial instruments for which there is a liquid market and bonds, struc-
tured finance products, emission allowances and derivatives which are traded on a trading venue and
for which there is a liquid market.

Frequent and systematic

7.

Regarding what constitutes “frequent and systematic”, ESMA understands that the pre-set limit is
meant to define a number of transactions carried out by the investment firm outside an RM, an MTF
or an OTF when dealing on own account. In ESMA’s view, the threshold should be set at such a level
that any activity above that level can reasonably be assumed to be carried out on a regular and con-
tinuous basis (in other words that the activity is not ad hoc or irregular). ESMA proposes, for liquid
instruments, to set the threshold(s) as a percentage of the total number of trades calculated for each
financial instrument. For illiquid instruments for which it would not be feasible to apply relative
thresholds, ESMA is of the opinion that an absolute number of transactions should be used. This ab-
solute number should be set at different levels depending on the liquidity of the financial instrument
with higher absolute thresholds for instruments which trade more frequently during the day. In this
regard, ESMA proposes to distinguish liquid instruments from illiquid instruments in accordance
with the definition of liquid market’ under Article 2(1)(17) of MiFIR.

Substantial basis

8.

With regard to the "substantial basis" criterion, the definition requires the determination of two
thresholds based on the size of the internalisation against two different benchmarks. Only one of the
two thresholds must be breached for the substantial basis criterion to be met. The definition does not
clarify which measure should be used in order to evaluate the size of internalisation activity. ESMA is
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of the view that the turnover (i.e. quantity multiplied by price) is a valid and standard proxy for the
size of internalisation activity.

The first threshold of the “substantial basis” criterion refers to the extent to which internalisation is
substantial compared to the firm's total trading in a particular financial instrument. The definition
does not specify what constitutes the total trading of the firm in a financial instrument as this may
comprise (depending on the type of investment firms and investment services and activities the firm
is authorised to carry out) transactions executed on behalf of clients or in a principal capacity. ESMA
is of the opinion that the total trading of the investment firm should include all transactions executed
in any capacity and executed on any trading venue or OTC. The second threshold for the "substantial
basis" criterion refers to the size of the internalisation activity compared to the total trading in the
Union for that instrument. ESMA understands that the size of total trading in the Union should in-
clude trading carried out OTC and on any EU trading venue for that financial instrument. ESMA is of
the opinion that the level of the threshold should be set primarily by having regard to the efficiency of
the price formation process in that instrument, i.e. that the systematic internaliser undertakes suffi-
cient activity in a financial instrument that the price discovery process for that instrument is impact-
ed.

Equities and equity-like instruments

Frequent and systematic

10.

With respect to what is frequent and systematic, ESMA is minded to propose a threshold between
0.25% and 0.5% of the average number of trades calculated for each financial instrument. In setting
the threshold ESMA has considered the current level of internalisation by existing systematic inter-
nalisers in shares admitted to trading on an RM. ESMA is of the preliminary opinion that the thresh-
old is also appropriate for equity-like instruments - ETFs, depositary receipts, certificates and other
similar financial instruments.

Substantial basis

11. For the first threshold of the “substantial basis” criterion, ESMA is of the view that client internalisa-

tion is substantial when it accounts for between 15% and 25% or more of the firm's total activity in a fi-
nancial instrument. For the second threshold for the "substantial basis" criterion, as noted above, ES-
MA is of the opinion that the level of the threshold should be primarily set by having regard to the effi-
ciency of the price formation process in that instrument. For that reason ESMA proposes a threshold
between 0.25% and 0.5%.

Calculation frequency and time frame

12.

An important aspect of the application of the frequent and systematic criterion and the substantial
criterion is the relevant period for calculating the thresholds. ESMA is of the view that the relevant
thresholds should be calculated over a period long enough to minimise the risk of capturing episodic
internalisation and to give legal certainty to investment firms. For that reason ESMA proposes that
investment firms should take into account the activity within each calendar quarter when calculating
the relevant thresholds. ESMA also believes that one month provides sufficient time to establish all
the arrangements necessary for complying with the regime.
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Draft technical advice

1. An investment firm shall be treated as a systematic internaliser in respect of each share, depositary
receipt, ETF, certificate and other similar financial instrument if it meets the following criteria for
the:

Frequent and Systematic

i.  The investment firm internalises on a frequent and systematic basis if the number of OTC trans-
actions executed by the investment firm on own account in liquid instruments is, during the
most recent quarter, equal or larger than (between 0.25% and 0.5%) of the total number of
transactions in the relevant financial instrument in the European Union during the same period.

For shares, depositary receipts, ETFs, certificates and other similar financial instruments for
which there is not a liquid market as determined in accordance with Article 2(1)(17)(b) of MiFR
the condition is deemed to be met when the investment firm deals on own account OTC on aver-
age at least on a daily basis during the most recent calendar quarter.

Substantial Basis

ii. The investment firm internalises on a substantial basis if the size of OTC trading carried out by
the investment firm on own account is, during the most recent calendar quarter, equal or larger
than either:

a. (between 15% and 25%) of the total turnover in that financial instrument executed by the
investment firm on own account or on behalf of clients; or

b. (between 0.25% and 0.5%) of the total turnover in that financial instrument in the Europe-
an Union.

2. The investment firm shall comply within a month with all requirements set in Articles 13, 14, 15 and
16 of MiFIR when the conditions (i) and (ii) above are both met for the most recent calendar quarter.

Q122,

Q123.

Q124.

For the systematic and frequent criterion, ESMA proposes setting the percentage for
the calculation between 0.25% and 0.5%. Within this range, what do you consider to be
the appropriate level? Please provide reasons for your answer. If you consider that the
threshold should be set at a level outside this range, please specify at what level this
should be with justifications.

Do you support calibrating the threshold for the systematic and frequent criterion on
the liquidity of the financial instrument as measured by the number of daily transac-
tions?

For the substantial criterion, ESMA proposes setting the percentage for the calculation
between 15% and 25% of the total turnover in that financial instrument executed by the
investment firm on own account or on behalf of clients and between 0.25% and 0.5% of
the total turnover in that financial instrument in the Union. Within these ranges, what
do you consider to be the appropriate level? Please provide reasons for your answer. If

194




Q125.

Q126.

Q127.

~ esma

*

you consider that the thresholds should be set at levels outside these ranges, please
specify at what levels these should be with justifications.

Do you support thresholds based on the turnover (quantity multiplied by price) as
opposed to the volume (quantity) of shares traded? Do you agree with the definition of
total trading by the investment firm? If not please provide alternatives and reasons for
your answer.

ESMA has calibrated the initial thresholds proposed based on systematic internaliser
activity in shares. Do you consider those thresholds adequate for:

i. ETF;
ii. depositary receipts; and/or

iii. certificates?

Do you consider a quarterly assessment of systematic internaliser activity as adequate?
If not, which assessment period would you propose? Do you consider that one month
provides sufficient time for investment firms to establish all the necessary arrange-
ments in order to comply with the systematic internaliser regime?

Non-equity instruments

Introduction

13.

According to Article 18 MiFIR, systematic internalisers for non-equity instruments will be subject to a
pre-trade transparency regime on the basis of whether there is a ‘liquid market’ for the instrument
and when dealing below the ‘size specific to the instrument’, as identified for the purposes of the pre-
trade transparency regime applicable to trading venues. Therefore, ESMA is of the opinion that the
quantitative specification of what is frequent, systematic and substantial for non-equity instruments
should be built on a common and consistent framework, in order to ensure that requirements for sys-
tematic internalisers are proportional and not more burdensome than those applying to the same in-
struments when traded on trading venues.

Frequent and systematic

14.

15.

As is the case for systematic internalisers for equity and equity-like instruments, the quoting obliga-
tions for systematic internalisers in non-equities differ depending on whether the instrument is liquid
or illiquid. Under Article 18(1) systematic internalisers must make public firm quotes for instruments
for which there is a liquid market where they are prompted for a quote by a client and agree to pro-
vide a quote whereas under Article 18(2) MiFIR, where there is no liquid market for an instrument,
“systematic internalisers shall disclose quotes to their clients on request if they agree to provide a
quote”. Therefore, ESMA proposes to distinguish liquid instruments from illiquid instruments in ac-
cordance with the definition of “liguid market” under Article 2(1)(17)(a) of MiFIR.

With respect to what is “frequent and systematic”, ESMA proposes adopting the same methodology
as that for the equity systematic internaliser regime: the threshold(s) will be set as a percentage of the
number of trades calculated for each financial instrument. This percentage will be obtained by divid-
ing the number of OTC trades in a financial instrument executed by the investment firm by the total
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number of trades in the same financial instrument in the European Union. This percentage shall be
computed over the most recent calendar quarter.

Substantial basis

16.

17.

As for the threshold for “systematic and frequent”, ESMA proposes adopting the same methodology
as that proposed for the equity systematic internaliser regime and to assess the “substantial basis” cri-
terion through two thresholds (only one of the two thresholds must be breached for the substantial
basis criterion to be met):

i.  the size of the internalisation activity compared to the firm's total trading in a particular financial
instrument; or,

ii. the size of the internalisation activity compared to the total trading in the Union for that instru-
ment.

The non-equity universe in MiFID II and MiFIR is heterogeneous and includes diverse categories of
financial instruments with different trading patterns. Therefore, ESMA is of the view that the thresh-
olds (for both the ‘frequent and systematic basis’ and ‘substantial basis’ criteria) should be set at a dif-
ferent level per asset class (i.e. bonds, structured finance products, emission allowances and deriva-
tives) and even at sub-asset class level, contrary to the equity systematic internaliser regime where
one threshold is proposed for all equity and equity-like instruments. ESMA seeks market participants’
views on these issues.

Applying the thresholds to specific financial instrument

18.

19.

20.

21.

22,

According to Article 4(20) of MiFID II, the thresholds for assessing whether an investment firm deals
on its own account on both a “frequent and systematic” basis and a “substantial basis” have to be
computed for each specific financial instrument. If the concept of “financial instruments” is relatively
clear for bonds and structured finance products where the ISIN code can be used as a proxy, the con-
cept appears to be less straight forward when it comes to derivatives and emission allowances which
in general do not have ISINs.

With regard to bonds and structured finance products, ESMA is therefore of the view that the system-
atic internaliser thresholds should be understood as applying to products that share a common ISIN
code.

With regard to emission allowances and derivatives, ESMA intends to use the segmentation of asset
classes into sub-categories presented in Annex 3.6.1 of the DP (financial instrument taxonomy) in
order to identify at what level the threshold for qualifying as a systematic internaliser should apply.
For derivatives, ESMA notes that derivative markets, and in particular OTC derivative markets, often
comprise tailor-made instruments to which it would not be feasible to apply thresholds. Thus, ESMA
is of the view that the thresholds should apply to categories to be defined on the basis of the segmen-
tation proposed in Annex 3.6.1 of the DP.

ESMA also notes that derivatives have additional MiFID II requirements attached to them which
impact the obligations of the systematic internaliser regime.

The trading obligation for derivatives (discussed in detail in section 3.6 of the DP, liquid market
definition for non-equity financial instruments) impacts the systematic internaliser regime. Deriva-

196



~ esma

A

tives classed as ‘OTC’ under EMIR (i.e. traded outside an RM) which are subject to the EMIR clearing
obligation and considered to be sufficiently liquid must be traded on a trading venue (i.e. an RM, an
MTF or an OTF). Therefore, such derivatives are precluded from being executed either within a sys-
tematic internaliser or OTC. However, although rare, ESMA considers situations may arise where sys-
tematic internalisers could be required to meet pre-trade transparency requirements for liquid deriv-
atives where the trading obligation does not apply, for example, due to timing between a derivative
being declared subject to the clearing obligation and the assessment and approval of the subsequent
RTS requiring the derivative to be subject to the trading obligation. Therefore, ESMA proposes that a
threshold should be set for liquid derivatives.

Calculation frequency and time frame

23.

An important aspect of the application of the frequent and systematic criterion and the substantial
criterion is the relevant period for calculating the thresholds. As for the equity systematic internaliser
regime, ESMA is of the view that the relevant thresholds should be calculated over a period long
enough to minimise the risk of capturing episodic internalisation and to give legal certainty to in-
vestment firms. For that reason ESMA proposes that investment firms should take into account the
activity within each calendar quarter when calculating the relevant thresholds.

Thresholds

24. ESMA has conducted some preliminary quantitative analysis to determine the thresholds to be used

25.

26.

for assessing whether an investment firm should qualify as a systematic internaliser in a specific fi-
nancial instrument. ESMA has also considered some qualitative criteria that were deemed relevant in
this context.

With regard to the substantial basis criteria, the threshold should be set at a higher level than for the
equity systematic internaliser regime given that it applies to turnover which is likely to be, for some
liquid non-equity instruments, much lower than for equity. Consequently, internalising 25% (or 0.5%
on an EU basis) of a low total turnover would be significantly easier to reach than for an instrument
with high turnover.

Based on this preliminary analysis, ESMA considers proposing the thresholds below to the Commis-

sion for bonds, structured finance products and derivatives (ESMA has not analysed the emission al-
lowance market yet):
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Table 18: Thresholds
Bonds SFP Derivatives [T
allowances
Number of transactions
Frequent and executed by the investment
systematic basis firm on own account OTC / o o o
threshold total number of transaction in 210 3% 3to5% 2104% TBD
(liquid instruments) the same financial instrument
in the EU
Frequent and
SoRlal Pl at least once a at least once a at least once a
threshold Minimum trading frequency TBD
T g week week week
(illiquid instru-
ments)
Size of OTC trading by
Substantial basis investment firm in a financial
threshold 1nstrulment on own ﬁccount / 25% 30% 25% TBD
Criteria 1 total ‘tu}‘nover in the same
financial instrument executed
by the investment firm
Size of OTC trading by
q 5 investment firm in a financial
Substantial basis instrument on own account / o o o
threshold 1 in th 0.5t01.5% 1.5t03% 1.5t0 3% TBD
Criteria 2 total turnover in the same

financial instrument in the
European Union

27. The thresholds presented here are set as percentages — except for the ‘frequent and systematic basis’
threshold for illiquid instruments. ESMA is investigating whether it would be more appropriate to set,
for specific categories (e.g. for derivatives), thresholds in absolute numbers.

Draft technical advice

1. An investment firm shall be treated as a systematic internaliser if it meets the following criteria for

the:

Frequent and Systematic

i.  The investment firm internalises on a frequent and systematic basis if the number of transac-
tions executed by the investment firm on own account OTC in liquid instruments is, during the
most recent quarter, equal or larger than (please refer to the table above) of the total number of
transactions in the relevant financial instrument in the European Union during the same peri-

od.

For instruments for which there is not a liquid market as determined in accordance with Arti-
cle 2(1)(17)(a) of MiFIR the condition is deemed to be met when the investment firm deals on
own account OTC on average (please refer to the table above) during the most recent calendar

quarter.

Substantial Basis

ii. The investment firm internalises on a substantial basis if the size of OTC trading carried out by
the investment firm on own account is, during the most recent calendar quarter, equal or larger
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than either:

a. (please refer to the table above) of the total turnover in that financial instrument executed
by the investment firm on own account or on behalf of clients; or

b. (please refer to the table above) of the total turnover in that financial instrument in the
European Union.

Q128.

Q129.

Q130.

Q131.

Q132.

Q133.

Q134.

Q135.

Q136.

For the systematic and frequent criterion, do you agree that the thresholds should be
set per asset class? Please provide reasons for your answer. If you consider the thresh-
olds should be set at a more granular level (sub-categories) please provide further de-
tail and justification.

With regard to the ‘substantial basis’ criterion, do you support thresholds based on the
turnover (quantity multiplied by price) as opposed to the volume (quantity) of instru-
ments traded. Do you agree with the definition of total trading by the investment firm?
If not please provide alternatives and reasons for your answer.

Do you agree with ESMA'’s proposal to apply the systematic internaliser thresholds for
bonds and structured finance products at an ISIN code level? If not please provide al-
ternatives and reasons for your answer.

For derivatives, do you agree that some aggregation should be established in order to
properly apply the systematic internaliser definition? If yes, do you consider that the
tables presented in Annex 3.6.1 of the DP could be used as a basis for applying the sys-
tematic internaliser thresholds to derivatives products? Please provide reasons, and
when necessary alternatives, to your answer.

Do you agree with ESMA’s proposal to set a threshold for liquid derivatives? Do you
consider any scenarios could arise where systematic internalisers would be required to
meet pre-trade transparency requirements for liquid derivatives where the trading ob-
ligation does not apply?

Do you consider a quarterly assessment by investment firms in respect of their system-
atic internaliser activity is adequate? If not, what assessment period would you pro-
pose?

Within the ranges proposed by ESMA, what do you consider to be the appropriate lev-
el? Please provide reasons for your answer. If you consider that the threshold should
be set at a level outside this range, please specify at what level this should be with justi-
fications and where possible data to support them.

Do you consider that thresholds should be set as absolute numbers rather than per-
centages for some specific categories? Please provide reasons for your answer.

What thresholds would you consider as adequate for the emission allowance market?
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3.4. Transactions in several securities and orders subject to conditions
other than the current market price

Background/Mandate

Extract from the Commission’s request for advice (mandate)

ESMA is invited to provide technical advice to develop the criteria specifying those transactions where
execution in several securities is part of one transaction or those orders that are subject to conditions
other than current market price as referred to in Article 15(3) of MiFIR. ESMA should take account of the
criteria set out in Article 25(1) of the Commission Regulation (EC) No 1287/2006, taking into account the
need to extend these criteria to equity instruments other than shares and any need to develop these
standards in light of market and technological developments.

Analysis

1. Article 15(2) of MiFIR requires a systematic internaliser to execute transactions in relation to shares,
depositary receipts, exchange-traded-funds, certificates and other similar financial instruments, at
the quoted prices at the time of the reception of the order. The requirement seeks to ensure that those
prices provide meaningful information to clients and to the wider market by being firm up to the at-
tached size.

2.  However Article 14(3) of MiFIR allows systematic internalisers to execute orders they receive from
their professional clients at prices different to the quoted ones without having to comply with the re-
quirements established in Article 15(2) of MiFIR in respect of:

i.  transactions where execution in several securities is part of one transaction; or
ii. orders that are subject to conditions other than the current market price.

3. The rationale of the provision is to allow certain transactions to be carried out on the systems provid-
ed by the systematic internaliser without having to comply with price restrictions, which would be
impractical given the nature of those transactions.

4. With regard to when execution in several securities can be considered as part of one transaction,
ESMA is of the view that the current definition of portfolio trade (i.e. a transaction in more than one
financial instrument where those financial instruments are traded as a single lot against a specific ref-
erence price) involving 10 or more financial instruments remains valid. Similarly, and in line with the
existing MiFID, a portfolio trade should also be considered as a transaction subject to conditions oth-
er than the current market price for the purpose of the execution of orders at prices different to the
quoted ones.

5.  With regard to other orders subject to conditions other than the current market price, ESMA is of the
view that benchmark trades, securities financing transactions and all orders which are not market or
limit orders should be considered as being subject to such conditions other than the current market
price. In all those cases, the current market price is not the relevant benchmark against which those
transactions are carried out. In a stock contingent trade, a simultaneous transaction combining a de-
rivative and the underlying share, the price of the cash leg is determined on the basis of the price of
the derivative contract rather than by the current market price for that share. In a securities financing
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transaction, the transaction depends on market-wide borrowing costs rather than the current market
price for the particular financial instrument.

Draft technical advice

1. Execution in several securities shall be regarded as part of one transaction if that one transaction is a
portfolio trade that involves 10 or more financial instruments. An order for the execution of several
securities in a portfolio trade shall also be considered as subject to conditions other than the current
market price.

2. An order shall be considered subject to conditions other than the current market price when:

i.  the price is calculated over multiple time instances according to a given benchmark, including
volume-weighted and time-weighted average prices;

ii. the order is part of a transaction involving the lending or borrowing of a financial instrument, a
repurchase or reverse repurchase transaction or a buy-sell back or sell-buy back transaction; or

iii. it is neither for execution at the prevailing market price nor a limit order.

Q137. Do you agree with the definition of portfolio trade and of orders subject to condi-
tions other than the current market price? Please give reasons for your answer?

201



~ esma

A

3.5. Exceptional market circumstances and conditions for updating quotes
Background/Mandate

Extract from the Commission’s request for advice (imandate)

ESMA is invited to provide technical advice to develop the criteria specifying what can be considered as
exceptional market conditions that allow for the withdrawal of quotes as well as the conditions for
updating quotes as referred to in Article 15(1).

Analysis

1. Article 15(1) of MiFIR allows systematic internalisers to temporarily withdraw their quotes under
exceptional market circumstances. ESMA understands that the rationale of the provision is to protect
systematic internalisers from being exposed to excessive risk as a result of the obligation to make
available to clients firm quotes on a continuous basis. ESMA is of the opinion that requiring systemat-
ic internalisers to comply with the above obligation during disorderly market conditions or other ex-
ceptional circumstances would jeopardise the prudential stability of the investment firm and likely re-
sult in meaningless quotes.

2. ESMA appreciates that it is not possible to develop a comprehensive list of all circumstances, market-
wide or instrument-specific, which can be deemed exceptional for the purpose of suspending the sys-
tematic internaliser quoting obligation. However, ESMA is of the view that a non-exhaustive list of
circumstances which are deemed to be exceptional would enhance legal certainty and facilitate com-
pliance with the systematic internaliser regime by investment firms.

3. In ESMA's view the above list encompasses instances where it would be problematic for a systematic
internaliser to make a market in a financial instrument because of the lack of reliable market infor-
mation or because of restrictions to the ability to manage an inventory of financial instruments.

4. With regard to the conditions for updating the quotes, ESMA notes that Article 15(1) of MiFIR already
establishes that systematic internalisers are allowed to update their quotes at any time. ESMA is of
the view that a systematic internaliser should be allowed to update its quotes anytime as market-wide
or instrument-specific circumstances change or following any transaction executed with a client.

Draft technical advice

Draft advice on specifying what can be considered as exceptional market conditions

1. A systematic internaliser should be allowed to withdraw its quotes under exceptional market circum-
stances including when:

i.  trading is halted in accordance with Article 48 MiFID on the most relevant market for that finan-
cial instrument;

ii. the most relevant market for that financial instrument allows market making obligations to be
suspended;

iii. in the case of an exchange traded fund, a reliable market price is not available for a significant
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number of instruments underlying the ETF or the index;

iv. an NCA prohibits short sales in that financial instrument according to article 20 of the Short
Selling Regulation (236/2012); or

v. the total number and/or the volume of orders sought by clients exceeds the norm and the sys-
tematic internaliser decides to limit the number of transactions from different clients.

2. A systematic internaliser which withdraws its quotes shall immediately inform its NCA and its clients.

Draft advice on specifying the conditions for updating quotes

3. A systematic internaliser shall be able to update its quotes at any time provided that the quoted
behaviour is consistent with genuine trading intentions and with non-discriminatory treatment of its
clients. A systematic internaliser should be allowed to update its quotes as soon as market-wide or in-
strument-specific circumstances change or following any transaction executed with a client.

Q138. Do you agree with the list of exceptional circumstances? Please give reasons for your
answer. Do you agree with ESMA’s view on the conditions for updating the quotes?
Please give reasons for your answer.
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3.6. Orders considerably exceeding the norm

Background/Mandate

Extract from the Commission’s request for advice (imandate)

ESMA is invited to provide technical advice to develop the criteria specifying when the number and/or
volume of orders sought by clients considerably exceed the norm as referred to in article 17(2). ESMA
should take account of the criteria set out in Article 25(2) and (3) of Commission Regulation (EC) No
1287/2006, taking into account the need to extend these criteria to equity instruments other than shares
and any need to develop these standards in light of market and technological developments.

Analysis

1.

By making bid and offer prices available for execution to clients, a systematic internaliser exposes
itself to a number of risks, including market, counterparty and settlement risk. ESMA notes that the
risk management policy of an investment firm depends on a variety of aspects, including the nature,
scale and complexity of the activities undertaken and on the risk appetite of the investment firm itself.

For that reason ESMA believes that it is not advisable to rigidly prescribe for all investment firms
acting as systematic internalisers the number and/or volume of transactions exceeding the norm. Ra-
ther, each investment firm should determine in advance, in an objective and non-discriminatory way
and consistently with its risk management policy when the number or volume of orders shall be re-
garded as considerably exceeding the norm and expose the firm to undue risk.

Draft technical advice

The number or volume of orders shall be regarded as considerably exceeding the norm if a systematic
internaliser cannot execute those orders without exposing itself to undue risk.

In order to identify the number and volume of orders that it can execute without exposing itself to
undue risk, a systematic internaliser shall maintain and implement as part of its risk management
policy a non-discriminatory policy which takes into account the volume of the transactions, the capi-
tal that the firm has available to cover the risk for that type of trade, and the prevailing conditions in
the market in which the firm is operating.

Where an investment firm limits the number or volume of orders it undertakes to execute, it shall set
out in writing, and make available to clients and potential clients, the arrangements designed to en-
sure that such a limitation does not result in a discriminatory treatment of clients.

Q139.

Do you agree that each systematic internaliser should determine when the number
and/or volume of orders sought by clients considerably exceed the norm? Please
give reasons for your answer?
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3.7. Prices falling within a public range close to market conditions

Background/Mandate

Extract from the Commission’s request for advice (imandate)

ESMA is invited to provide its technical advice the criteria specifying when prices fall within a public
range close to market conditions as referred to in Article 15(2) of [MiFIR].

Analysis

1.

Article 27 of MiFID I and Article 26 of the MiFID Implementing Regulation impose certain price
restrictions with regard to the execution of transactions by a systematic internaliser in sizes equal to
or below the quoted size (provided it is lower than the standard market size). Systematic internalisers
must execute orders they receive from retail clients at the quoted price; in justified cases orders from
professional clients may be executed at a better price than the quote where the orders are of a size
bigger than the retail size and provided that the price falls within a public range close to market con-
ditions (i.e. larger than €7,500).

Article 15(2) of MiFIR requires a systematic internaliser to execute transactions at the quoted prices
at the time of the reception of the order. The requirement seeks to ensure that by being firm up to the
attached size, quoted prices provide meaningful information to clients and to the wider market with
regard to the price formation process. However, in justified cases a systematic internaliser can exe-
cute a client order at a better price (i.e. buy at a higher price or sell at a lower price than the quoted
prices) provided that the price falls within a public range close to market conditions.

ESMA notes that Article 14(3) of MiFIR requires that any bid and offer made public by a systematic
internaliser in respect of shares, depositary receipts, ETFs, certificates and other similar financial in-
struments, shall reflect prevailing market conditions, which in ESMA’s view means that they are close
in price to comparable quotes for the same instrument in other trading venue. As a consequence ES-
MA is of the view that any price falling within the bid and ask spread quoted by the systematic inter-
naliser would fall within a public range close to market conditions for that financial instrument and
be consistent with meaningful quoting behaviour.

Draft technical advice

With respect to the execution of a transaction at a better price than the quoted one, a price falls within
a public range close to market conditions when the price is within the bid and offer quotes of the sys-
tematic internaliser provided that those quotes reflect prevailing market conditions for that financial
instrument.

Q14o0.

Do you agree that any price within the bid and offer spread quoted by the systematic
internaliser would fall within a public range close to market conditions? Please give
reasons for your answer.
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3.8. Pre-trade transparency for systematic internalisers in non-equity in-
struments

Background/Mandate

1. The current MiFID I regime for systematic internalisers with regard to pre-trade transparency is
restricted to equities only. MiFIR now introduces new pre-trade rules that systematic internalisers
trading in bonds, structured finance products, emission allowances and derivatives have to comply
with.87

2. Article 18 of MiFIR establishes the general rule that systematic internalisers shall make public firm
quotes and shall make these quotes available to other clients of theirs if they are prompted for a quote
by a client and if they agree to provide such quotes.

3. At the same time MiFIR establishes a number of exemptions or modifications to this general rule
affecting the obligation to publish quotes as well as the obligation to make them available to other cli-
ents.

4. A systematic internaliser does not have to publish firm quotes under the following circumstances:

i.  if there is no liquid market in an instrument. In this case the quote shall only be disclosed to its
clients upon their request in accordance with Article 18(2) of MiFIR; or

ii. if the internaliser deals in sizes above the size specific to an instrument determined in accord-
ance with Articles 9(5)(d) and 18(10) of MiFIR.

5. A systematic internaliser does not have to make quotes available to and does not have to enter into
transactions with other clients if the following conditions are fulfilled:

i.  the number of transactions to be executed in respect of a specific quote exceeds the number es-
tablished in accordance with Article 18(7) of MiFIR; or

ii. the quoted size exceeds the size specific to the instrument established in accordance with Article
19(2) of MiFIR.

6. Conversely, Article 18(6), subparagraph 1 means that systematic internalisers have to make quotes
available to other clients if the quoted size is at or below a size specific to a financial instrument un-
less the financial instrument in question drops below the level of liquidity established in accordance
with Article 9(4) (temporary suspension of liquidity obligations).

7. Article 19(2) specifies that:
Extract from the Commission’s request for advice (mandate)
ESMA is invited to provide technical advice on the sizes referred to in Article 18(6) at which a firm shall

enter into transactions with any other client to whom the quote is made available. The size specific to the
financial instrument shall be determined in accordance with the criteria set in Article 9(5)(d) for finan-

87 Cf. Article 18 and 19 MiFIR and Section C of ANNEX I MiFID for the list of financial instruments.
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cial instruments traded request-for-quote and voice trading systems. For financial instruments not
traded on request-for-quote and voice trading systems ESMA 1is invited to provide technical advice on
whether the same criteria should be used or whether alternative criteria should be developed.

Article 19(2), MiFIR

The Commission shall adopt delegated acts in accordance with Article 50, specifying the sizes referred to
in Article 18(6) at which a firm shall enter into transactions with any other client to whom the quote is
made available. The size specific to the financial instrument shall be determined in accordance with the
criteria set in Article 9(5)(d).

8. ESMA considers that this size needs to be calibrated for all asset classes encompassed by the quoting
obligation. The end result to ensure legal certainty and practicability therefore needs to be a matrix
where each financial instrument is automatically assigned a specific size based on certain parameters
and characteristics.

9. Article 19(2) of MiFIR makes reference to the criteria used to determine the size specific to an in-
strument in Article 9(5)(d) of MiFIR where for certain trading systems (request for quote systems,
voice trading systems) pre-trade transparency can be waived if it would expose liquidity providers to
undue risk while taking into account whether relevant investors on the market are from the retail or
wholesale sector. When determining whether a liquidity provider is exposed to undue risk the ability
to hedge risks at the specific sizes for an instrument shall be taken into consideration.

10. ESMA considers that the situation of liquidity providers on request for quote and voice trading sys-
tems may not be identical but similar to that of systematic internalisers. The liquidity provider puts
up its own capital in a way broadly comparable to a systematic internaliser. Establishing different siz-
es for liquidity providers, on the one hand, and systematic internalisers, on the other, would also put
one or both at a competitive disadvantage. Therefore ESMA considers that the same sizes established
for liquidity providers under Article 9(5)(d) shall also apply to systematic internalisers.

11. In practical terms this will mean that the results the Commission comes to when drafting its delegat-
ed act for Article 19(2) and the results ESMA comes to when preparing the technical standard in re-
spect of Article 9(5)(d) should not just be determined in accordance with the same criteria, as Article
19(2) so requires, but also the results should be closely aligned if not identical.

12. ESMA therefore refers to its considerations in the DP concerning Article 9(5)(d)38 and undertakes to
cooperate closely with the Commission in particular on this issue to ensure that despite the different
legal procedures of delegated act and RTS the outcome should be closely aligned in order not to create
an unlevel playing field.

13. This approach would cover all financial instruments caught by Article 9(5)(d) which are those traded
on request for quotes and voice trading systems. The future Commission delegated act could simply
incorporate the thresholds set through the ESMA technical standard in respect of Article 9(5)(d)
MiFIR by reference.

88 Please refer to section 3.10 of the DP (size specific to the instrument).
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14. The Commission delegated act would only have to address those instruments separately and establish
new sizes specific only in case the technical standard in respect of Article 9(5)(d) would not cover cer-
tain instruments due to them never being traded on the respective systems.

Draft technical advice

1. The Commission shall establish the size specific to the instrument for the purposes of Article 19(2) of
MiFIR in close cooperation and closely aligned with ESMA establishing the size specific to the in-
strument for the purposes of Article 9(5)(d) of MiFIR.

2. For instruments traded on request for quote or voice trading systems the Commission Delegated Act
shall establish the size specific to the instrument by reference to the ESMA technical standard estab-
lishing the size specific to the instrument for the purposes of Article 9(5)(d) of MiFIR.

3. For instruments not traded on request for quote or voice trading systems for which no size specific is
established under the ESMA technical standard in respect of Article 9(5)(d) of MiFIR, the Commis-
sion shall establish sizes specific by using the same methodology as applied in the ESMA technical
standard in respect of Article 9(5)(d) of MiFIR.

Q141. Do you agree that the risks a systematic internaliser faces is similar to that of an li-
quidity provider? If not, how do they differ?

Q142. Do you agree that the sizes established for liquidity providers and systematic inter-
nalisers should be identical? If not, how should they differ?
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Data publication

4.1. Access to systematic internalisers’ quotes

Background/Mandate

Extract from the Commission’s request for advice (mandate)

ESMA is invited to provide technical advice to develop [...] the criteria specifying when a quote is pub-
lished on a regular and continuous basis and is easily accessible as referred to in Article 15(1), as well as
the means by which investment firms may comply with their obligation to make public their quotes,
which shall include the following possibilities:

il.

iil.

through the facilities of any regulated market which has admitted the financial instrument in
question to trading;

through an APA;

through proprietary arrangements.

Publication on a regular basis

1.

MiFIR establishes pre-trade transparency requirements for trading venues and for systematic inter-
nalisers, which might differ depending on the type of instrument (acting as systematic internaliser for
equity and equity-like does not subject investment firms to the same requirements as non-equity in-
struments).

Article 14 MiFIR obliges systematic internalisers to make public quotes for the equity and equity-like
instruments traded on a trading venue for which there is a liquid market. In case there is not a liquid
market, SIs shall disclose quotes to their clients upon request. It is important to note that MiFIR dif-
ferentiates here between both concepts: making information public and disclosing information to cli-
ents.

ESMA has to determine “the criteria specifying when a quote is published on a regular and continu-
ous basis and is easily accessible as referred to in Article 15(1) as well as the means by which in-
vestment firms may comply with their obligation to make public their quotes”.

Article 27(3) of MiFID I establishes that systematic internalisers should make public their quotes on a
regular and continuous basis during normal trading hours. So as to ensure that this obligation was ac-
complished, Article 27(4) imposed on NCAs the obligation to check that investment firms regularly
updated bid and/or offer prices published and maintained prices reflecting prevailing market condi-
tions.

The pre-trade transparency obligations for systematic internalisers were further clarified in Articles

21 to 24 of the MiFID I Implementing Regulation and “normal trading hours” were defined in Article
2(5) of the same regulation.
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6. Under Article 14(7) of MiFIR, ESMA has to develop RTS specifying the arrangements for publication
of a firm quote, as well as other matters. ESMA will ensure that its technical advice requested under
Article 17 is consistent with the RTS it develops under Article 14.

Analysis

7. ESMA has not been informed of any problems in relation to the Articles of the MiFID I framework

mentioned above. Therefore, it proposes to maintain the existing regulatory approach in this regard.

Draft technical advice

ESMA recommends considering that the publication of a quote as “regular and continuous” if it is
available at all times during normal trading hours unless “exceptional market conditions” (MiFIR Ar-
ticle 15(1)) arise.

“Normal trading hours” for a systematic internaliser should be considered those hours which the
systematic internaliser establishes in advance and makes public as its trading hours.

Systematic internalisers shall update regularly their quotes to ensure they reflect the prevailing mar-
ket conditions.

Q143. Do you agree with the proposed definition of “regular and continuous” publication

of quotes? If not, what would definition you suggest?

Q144. Do you agree with the proposed definition of “normal trading hours”? Should the

publication time be extended?

Easily accessible publication

8.

The obligation of systematic internalisers to make public their quotes on a regular and continuous
basis during normal trading hours (Article 15 of MiFIR) is further developed by Article 17 with a two-
fold purpose: ensuring the efficient valuation of shares, depositary receipts, ETFs, certificates and
other similar financial instruments and maximising the possibility of investment firms to obtain the
best deal for their clients.

In this topic, it is important to differentiate three different layers of publicity:

i.  disclosure of a quote to an individual client (e.g. as in Article 18(1) of MiFIR: an investment firm
may provide a quote upon request from a client when they agree to do so);

ii. disclosure of a quote to the firm’s clients, or a sub-set of them, according to the firm’s commer-
cial policy and on a non-discriminatory basis (e.g. as in Article 18(5) of MiFIR: the quotes al-

ready provided under Article 18(1) of MiFIR shall be provided to other clients); and

iii. disclosure of a quote to the public, i.e. to other market participants on a reasonable commercial
basis (e.g. Article 18(8) of MiFIR).
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10. Article 14(1) (first paragraph and second paragraphs) and Article 15(1) of MiFIR prevent systematic
internalisers on equity and equity-like instruments for which there is a liquid market from restricting
the publicity of their quotes to their clients.

11. Disclosure of firm (i.e. executable) quotes has to ensure that trading carried out OTC does not jeop-
ardise efficient price discovery or a transparent level-playing field between means of trading (Recital
18 of MiFIR). As a consequence, it is critical to ensure that quotes published by investment firms are
consistent across all the publication arrangements, i.e. that market participants do not receive differ-
ent information depending on the means used to publish the quote.

12. In relation to the publication according to the formats, data standards and technical arrangements
prescribed by the Commission in development of Article 64(6) of MiFID II, ESMA is aware that the
least cumbersome way to permit publication of quotes through trading venues and data reporting
services is to permit these entities to “translate” the quotes sent by the investment firms in whichever
format into the format of their own data stream. However, ESMA’s concern is that this “translation”
process might take too long and create differences between the firm (i.e. executable) quotes published
at the same time and in different environments. Under the current mandates in Articles 64(6) and
65(6) of MiFID II, ESMA is supposed to elaborate data formats and standards for post-trade trans-
parency, but not for pre-trade transparency.

13. Finally, ESMA reminds that, as indicated in DP89, a quote would be considered as ‘machine-readable’
where the data meets all the following criteria:

i.  itisin an electronic form that is designed to be directly and automatically read by a computer;

ii. itis in a location on a computer storage device where that location is known in advance by the
party wishing to access the data. Data may also be located in a website, in which case it shall re-
main accessible by electronic means through an automated process; and

iii. itisin a format that is known in advance by the party wishing to access the data. Format includes
in particular the type of files or messages, the rules to identify them, and the name and data type
of the fields they contain. Instructions outlining how users can access the data shall be made eas-
ily and continuously available to all parties wishing to access the data.

89 Please refer to 5.3 of the DP (Technical arrangements promoting and efficient and consistent dissemination of information —
machine readability Article 64(6) of MiFID II)
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Draft technical advice

ESMA considers a systematic internaliser on shares, depositary receipts, ETFs, certificates and other
similar financial instruments has complied with the obligation to make public its quotes when the in-
vestment firm has proceeded in any of the following ways:

i.  The quote is published through the facilities of a trading venue, as defined by Articles 4(1)(24) of
MiFID II and 2(1)(16) of MiFIR: regulated markets, multilateral trading facilities (MTFs) and or-
ganised trading facilities (OTFs) where the instrument was effectively traded before the date of
submission.

ii. In particular, where an investment firm is registered as a systematic internaliser for an instru-
ment for which it is also registered as market maker, it is recommended that publication takes
place in any case through the trading venue’s arrangements.

iii. The quote is made public through a data reporting service located in one Member State of the
European Union.

iv. The quote is published through the investment firm’s own proprietary arrangements. Under the
concept of “proprietary arrangements” should only be considered the investment firm’s web-
site.

v. The systematic internaliser should specify the arrangements through which it publishes its
quotes. This information should be disclosed on its website and be kept updated.

ESMA considers that in the case where the quotes of a systematic internaliser are published through
the facilities of a trading venue or through a data reporting service, these quotes should include the
identity of the systematic internaliser so the market participants are able to direct their orders to it.

Quotes can be published through all the means mentioned above simultaneously, as long as the
quotes published through the firm’s own website are the same as those published through a data re-
porting services provider or a trading venue and are not outdated.

ESMA’s preliminary view is that, ideally, systematic internalisers’ quotes (and more generally, pre-
trade transparency data) should be published according to harmonised standards and formats, so as
to facilitate as much as possible the provision of consolidated information about trading opportuni-
ties.

Q145.

Q146.

Q147.

Q148.

Do you agree with the proposal regarding the means of publication of quotes?

Do you agree that a systematic internaliser should identify itself when publishing its
quotes through a trading venue or a data reporting service?

Is there any other mean of communication that should be considered by ESMA?

Do you agree with the importance of ensuring that quotes published by investment
firms are consistent across all the publication arrangements?
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Q149. Do you agree with the compulsory use of data standards, formats and technical ar-

rangements in development of Article 66(5) of MiFID II?

Additional means to publish a quote other than the ones mentioned in Article 17(3) of MiFIR

14.

15.

16.

Excessive fragmentation of pre-trade transparency may make difficult finding liquidity. On that basis,
the sole publication through the investment firm’s website of quotes should be subject to more strin-
gent requirements. To that end, ESMA considers that the quote should be published in a machine-
readable manner and also in a way which is easily understandable for humans as well.

As for the publication of quotes through data reporting services and trading venues, investment firms
publishing quotes in a machine-readable way should meet the same standards and requirements as
established by the Commission in development of Article 66(5) of MiFID II.

However, in those cases where the firm has already published the information about the order
through an APA or a CTP, publication in a machine-readable way will suffice.

Draft technical advice

10.

11.

Publication of quotes exclusively through the investment firm’s own proprietary arrangements should
be ‘easily accessible’ to all market participants (on a reasonable commercial basis), not only to in-
vestment firm’s own clients.

For these purposes, ESMA considers that it should be considered that the publication of quotes
through an investment firm’s own website is ‘easily accessible’ when it meets the following require-
ments:

i.  all market participants wishing to access those quotes may access them; and

ii. the quote shall be published in a ‘human readable way’ and also in a ‘machine-readable way’ in
the investment firm’s website according to the following criteria:

a. the order should be published in two different electronic formats: one designed to be read
by a computer and another one understandable for a human average reader;

b. the order is in a location known in advance by the party wishing to access the data or in a
computer storage device accessible to a party wishing to access the data without a cost. The
publication in the “human readable way” should be displayed on a section of the firm’s web-
site which can be found following clear indications from the homepage; and

c. the order is in a format known in advance by the party wishing to access the data or accom-
panied by instructions outlining how users can access the information.

In those cases where the investment firm is publishing simultaneously the quote through a data
reporting service or a trading venue, publication in a machine-readable way will suffice.

In any case, publication in a machine-readable way should meet the requirements determined by the
Commission in development of Article 66(5) of MiFID II.

213




~ esma

Q150. Do you agree with the imposing the publication on a ‘machine-readable’ and ‘human
readable’ to investment firms publishing their quotes only through their own web-
site?

Q151. Do you agree with the requirements to consider that the publication is ‘easily acces-
sible’?
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4.2. Publication of unexecuted client limit orders on shares traded on a

venue

Background/Mandate

Extract from the Commission’s request for advice (mandate)

ESMA is invited to provide technical advice on adaptations and further improvements to the procedures
and arrangements which result in the prompt, fair and expeditious execution of client orders and the
situations in which or types of transaction for which investment firms may reasonably deviate from
prompt execution so as to obtain more favorable terms for clients as well as to the different methods
through which an investment firm can be deemed to have met its obligation to disclose not immediately
executable client limit orders to the market.

In the context of the general obligation for investment firms authorised to execute orders on behalf of
clients to “implement procedures and arrangements which provide for the prompt, fair and expedi-
tious execution of client orders”, Article 28(2) of MiFID II sets out the obligation that “in the case of a
client limit order in respect of shares admitted to trading on a regulated market or traded on a
trading venue which are not immediately executed under prevailing market conditions, investment
firms are, unless the client expressly instructs otherwise, to take measures to facilitate the earliest
possible execution of that order by making public immediately that client limit order in a manner
which is easily accessible to other market participants. Member States may decide that investment
firms comply with this obligation by transmitting the client limit order to a trading venue. Member
States shall provide that the competent authorities may waive the obligation to make public a limit
order that is large in scale compared with normal market size as determined under Article 4 of
MiFIR”. ESMA should define the different methods through which an investment firm can be deemed
to have met its obligation to disclose not immediately executable client limit orders to the market.

This Article follows the same approach as Article 22(2) of MiFID I, which was implemented and
further developed by Article 31 of the MiFID I Implementing Regulation, which sets out two methods
an investment firm can use: “An investment firm shall be considered to disclose client limit orders
that are not immediately executable if it transmits the order to a regulated market or MTF
that operates an order book trading system, or ensures that the order is made public and
can be easily executed as soon as market conditions allow”.

Analysis

3.

This section does not deal with the first part of the mandate quoted above[1] — which may be found in
the section of this paper dedicated to client order-handling rules — focussing instead on the second
part of the mandate, i.e., “the different methods through which an investment firm can be deemed to
have met its obligation to disclose not immediately executable client limit orders to the market.”

ESMA considers that the submission of clients’ limits orders to trading venues has fulfilled well the
existing requirement. It should be adapted to MiFID II by adding OTFs to the venues to which an in-
vestment firm can transmit a non-executed order. But otherwise, ESMA does not currently perceive a
reason to modify this possible way to meet MiFID’s requirement.

At the moment ESMA lacks evidence regarding other means to make public this type of pre-trade
transparency information under MiFID.
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6. However, ESMA remains sceptical about the other two possible ways that can be envisaged for the
facilitation of unexecuted orders under the MiFID II framework: publication through a data reporting
service (whose main purpose is the publication of post-trade information) and the publication
through the investment firm’s own proprietary arrangements (as it seems unlikely that market partic-
ipants track all firms’ websites seeking this type of orders).

7. ESMA is of the view that submission of an unexecuted order to a trading venue should be reflected in
the investment firm’s best execution policy.

8. Investment firms may play different roles at the same time that may give rise to potential conflicts of
interest. In the case of execution of a clients’ orders, the main problem that regulators may envisage
are:

i.  the prioritisation of the investment firm’s own venue or a venue which is part of the investment
firm’s group (RM, MTF or OTF) against more liquid markets; and

ii.  the conflicts of interest amongst clients in the execution of orders in an OTF. In these cases, in-
vestment firms should be aware that they are subject to the prohibition to execute clients orders
on shares against their own proprietary capital (Article 20(1) of MiFID II), and the obligation to
identify and manage potential conflicts of interests, not only as OTF operators (Article 18 (4) of
MIiFID II) but also as investment firm (Article 23 of MiFID II).

Draft technical advice

1.  ESMA considers that client limit orders which have not been immediately executed under prevailing
market conditions shall be considered as being available to the public when the investment firm has
submitted the order for execution to a trading venue, as defined by Article 2(1)(16) of MiFIR and Arti-
cle 4(1)(24) of MiFID II: regulated markets, multilateral trading facilities (MTFs) and organised trad-
ing facilities (OTFs).

2. For client limit orders whose size exceeds the large in scale threshold set out in accordance with
Article 9 of MiFIR, and where the NCA has waived the pre-trade transparency of these orders, disclo-
sure of the order shall take place according to the discretion of the investment firm, unless the client
has instructed otherwise.

3. For these purposes, trading venues should be prioritised according to the firm’s best execution policy,
to ensure execution as soon as market conditions allow. Execution in the investment firm’s own facili-
ty should not contradict in any possible way its best execution policy and should not adversely affect
the client’s interests;

4. When the investment firm operates an organised trading facility, as defined by Article 2(1)(15) of
MiFIR, it should only submit the limit order to its own system when the following conditions have
been met:

i.  that possibility is expressly envisaged in its best execution policy and has been accepted by the
client; and

ii.  the client has been made aware of how the investment firm, as operator of the organised trading
facility, shall exercise discretion in the execution of orders, as prescribed by Article 20(6) of Mi-
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FID I1.90

Q152. Do you think that publication of unexecuted orders through a data reporting service
or through an investment firm’s website would effectively facilitate execution?

Q153. Do you agree with this proposal. If not, what would you suggest?

90 Article 20.1 MiFID already prevents the execution of client orders in an OTF against the firm’s proprietary capital.
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4.3. Reasonable commercial basis (RCB)
Background/Mandate

1.  MiFID II and MiFIR contain a number of references to “reasonable commercial basis”, and there are
five separate powers for the Commission to clarify what the phrase means through Delegated Acts.9!

2. The Commission’s 2010 MiFID Review consultation92 asked for views on “reasonable commercial
basis”, arguing that prices for trading data were higher in the EU than, for example, in the US. Indus-
try responses ranged from banks and buy side firms calling for prices to be fixed at marginal cost plus
a reasonable profit margin, to exchanges arguing that their existing charging schemes were both rea-
sonable and commercial, and disputing the evidence of relatively high prices in Europe.

Extract from the Commission’s request for advice (imandate)

ESMA is invited to provide technical advice on what constitutes reasonable commercial in relation to the
provision of data in accordance with Articles 64(1) and 65(1) of MiFID II and 13(1), 15(1) and 18(8) of
MiFIR. In providing technical advice, ESMA shall ensure apply the same analytical framework set out in
mandate 3.21.

In its technical advice ESMA should explore at least the following options and make a recommendation
in terms of their net benefits. First, it should explore a “principle based approach” which is that of defin-
ing principles against which data providers and their customers could appreciate the reasonableness of
data prices. Second, it should explore approaches for restricting charges by reference to appropriate
benchmarks such as overall revenues or costs in order to ensure that the prices charged by data provid-
ers do not allow them to earn more than reasonable profit/return. Third, it should explore a combination
of these two options.

The technical advice should further develop criteria to ensuring that charges are non-discriminatory. In
providing technical advice ESMA should take into account the link to unbundling of data as per its regu-
latory technical advice in accordance with Article 12(2).

In providing technical advice, ESMA should have regard to the specificities of approved reporting ar-
rangements and consolidated tape providers and provide an assessment of the implications of these
specificities in terms of setting out the criteria for the application of the reasonable commercial basis
test.

3. In sections 3.19 and 3.22 introducing the above mandates, the Commission says that data charges in
the EU are too high, and ESMA is required to give technical advice on the best way in which the
Commission could use its power to make Delegated Acts to bring prices down to a reasonable level.
ESMA is consulting on methods to do this, not on whether current price levels are or are not too high.

4. ESMA’s Secondary Markets Standing Committee discussed this issue with the Consultative Working
Group on 6 September 2013. Reactions were mostly polarised into those who thought that price caps

91 Listed in Range of Markets section below
92 Public consultation: Review of the Markets in Financial Instruments Directive (MiFID) — European Commission —

8 December 2010, ec.europa.eu/internal market/consultations/2010/mifid en.htm
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would be the only effective method of regulation, and those who believed that the definition should be
limited to broad principles.

Copenhagen Economics, commissioned by the Danish and Swedish Securities Dealers Association,
sent ESMA a paper they published on 5 October 201293. They recommended bottom-up price regula-
tion based on expert knowledge/independent evaluation. Addressing the issue of setting appropriate
prices for the wide range of bundles sold by trading venues, they recommended prescribing a price
limit only for a complete supply of all raw data.

Oxera, commissioned by Deutsche Borse, Nasdag OMX, NYSE Euronext and SIX Swiss Exchange,
sent ESMA a paper94 dated January 2014, and a subsequent note critiquing the Copenhagen Econom-
ics paper. Oxera’s conclusion was that there was no justification for regulating venues’ data prices;
that regulating would be impracticable and would risk distorting the market; but that there might be
benefits from more transparency about how venues recover their costs.

Analysis

7.

The main element of “reasonable commercial basis” is the prices charged for data, and that is the
focus of the remainder of this section. But there is also the question of unbundling. As well as dis-
aggregating within the data it sells, as considered in section9s, it is important that members, users and
participants should face sufficiently granular tariffs that enable them to access and pay for only those
services they need. In particular, it should be possible to pay for trade data services without having to
pay for other services that may not be wanted.

“Reasonable commercial basis” should include a measure of non-discrimination. Suppliers should
offer the same prices, and other terms and conditions, to all customers who are in the same position
according to published, objective criteria. These criteria should allow suppliers to discriminate be-
tween different types of customers where it is reasonable to do so. For example, an exchange might
charge one set of prices for its trading data to data vendors or other entities who are going to sell it on
or re-use it, another price to sell it direct to buy-side firms, and another lower price for individual re-
tail investors.

ESMA has considered a wide range of options, falling into the following categories:

i.  do nothing;

ii. general principles and enhanced transparency;

iii. limits on charging based on:

a. existing prices;

b. revenues; and

93 Copenhagen Economics, Regulating access to and pricing of equity market data, 5 October 2012, revised 12 September 2013,
www.copenhageneconomics.com/Website/Publications/Public-Finance---Financial-

Markets.aspx?M=News&PID=2035&NewsID=538.

94 http:

www.oxera.com/Latest-Thinking/Publications/Reports/2014/Pricing-of-market-data-services-an-economic-analys.aspx

95 Please refer to section 5.5 of the DP (data disaggregation)
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(o costs.
iv. quantitative price caps; and
v. mandating that all data should be provided for free.

We have rejected the first, fourth and last options above. Doing nothing and quantitative price caps
are not compatible with the Commission mandate ESMA has received. Furthermore, the fourth op-
tion, quantitative price caps (e.g. limiting the price of level 1 data to €X per month per screen), would
be difficult to calibrate appropriately, specifying individual limits for each relevant price in a suppli-
er’s catalogue, and could eventually risk preventing innovation and experimentation in pricing mod-
els. Quantitative price caps would also be difficult to square with the empowerment to clarify “reason-
able commercial basis”, as regulator-imposed prices would not be “commercial”. Requiring data to be
published for free is clearly not a “reasonable commercial basis”.

As explained below, ESMA also found that basing limits on existing prices was not workable in this
market. Therefore, ESMA analysed three main approaches:

i.  transparency and general principles;
ii. revenue-based controls; and

ili. cost-based controls.

Transparency and general principles

12.

13.

14.

15.

This aims at making prices fair, reasonable and non-discriminatory. It would involve defining princi-
ples against which venues and their customers could judge the reasonableness of data prices. This
would take into account the value of the information to the customer, as well as the costs for the ven-
ue.

This approach is common in some other fields, including laws obliging owners of high technology
patents to license them to their competitors.

In some jurisdictions for example there is a requirement in certain areas to publish prices which are
important for the average consumer in a centralised location, so that they are easily comparable. One
example is the system for publishing the prices of fuel charged by different petrol stations in Germa-
ny, which can be freely accessed including by mobile phone. This has led to greater confidence of the
public in price setting, because overcharging becomes more easily recognisable.

As a first step venues could be required to publicly disclose their market data price lists on a website
(e.g. the ESMA website) which could lead to full transparency of actual price lists including disclosure
in case of price changes. This list would help users to identify more easily the general price level and
recognise deviations. This list could also be combined with a historic overview, so that it would be
transparent how prices developed over time and whether potential increases could be regarded as
reasonable. A basic list could have the following features:

i.  full transparency of actual price lists;

ii. immediate updates and full disclosure in case of price changes;
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iii.  availability of historic information; and

iv.  easy access to information for the public as well as regulators.

16.

ii.

iii.

Further metrics that could be required to be published in a centralised manner:
number of instruments covered;
total turnover of instruments covered;

pre-trade / post-trade data ratio;

iv. information about value add information enclosed; and
V. date of last licence fee adaption for respective data product.
Option A

For a service to be supplied on a “reasonable commercial basis”, the supplier should set prices to be fair,
reasonable and non-discriminatory. Suppliers’ price lists should be subject to full transparency, alongside
other key metrics.

Q154.

Q155.

Q156.

Would these disclosure requirements be a meaningful instrument to ensure that
prices are on a reasonable commercial basis?

Are there any other possible requirements in the context of transparency/disclosure
to ensure a reasonable price level?

To what extent do you think that comprehensive transparency requirements would
be enough in terms of desired regulatory intervention?

Limits on charging

17.

18.

19.

20.

ESMA considered several approaches for setting controls on prices by reference to existing prices (the
supplier’s own or a benchmark), to overall revenues, or to costs.

There are two ways of basing controls on existing prices. First is to ratchet down real prices by re-
straining increases in charges to a specified amount less than an appropriate price index (known as
“price index minus X”). The principle behind this is to force the supplier to reduce costs by making
progressive improvements in efficiency, and to pass the benefits on to customers. It is not appropriate
in this instance as it assumes that existing prices are a reasonable starting point.

A second approach used in other markets is to limit charges made by a supplier by reference to some
comparator business that is regarded as operating in a competitive environment. This is not appro-
priate in this instance as it depends upon identifying a comparator whose prices are accepted as being
reasonable.

We considered a number of alternative measures of costs to use as the basis of pricing, including
average variable cost (as a proxy for marginal cost), average avoidable cost, and average total cost,
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and long-run incremental cost (LRIC). Average variable cost allows a supplier to recover only the ex-
tra costs incurred in the short term in providing a service, so that it would not enable it to recover any
fixed costs dedicated to providing that service, nor any costs that were shared with other services or
that were common to the entire undertaking. Average avoidable cost would be average variable cost
plus any fixed costs solely used for that service, but would still exclude joint and common costs. Ei-
ther of these measures would mean that a venue would be unable to recover joint costs of providing
data and would in effect have to recover these costs from the sale of other products. On the other
hand average total cost would allow venues to recover too large a share of their common costs
through the sale of data, as all common costs would be attributed to this service.

LRIC allows a supplier to recover the difference between what it would cost to run a business without
the incremental service (e.g. run an exchange without publishing data) and what it would cost to run
the same business with the incremental service. It is designed to reflect the efficient costs of providing
the service, but not in such a way that a supplier is forced to cross-subsidise the service from other in-
come.

This paper therefore analyses further the cost-based option of LRIC, and the revenue-based option of
limiting charges by setting a maximum share of revenues that can be represented by revenues from
data sales.

Revenue share limitation

23.

24.

25.

26.

The option of controlling charges by limiting revenue share would involve imposing certain high-level
limits. For example, market data services as a proportion of total revenues should not exceed a certain
percentage%s. If a trading venue wanted to exceed this limit, then it would have to consult its custom-
ers and explain the reasoning behind this change.

The assumption behind this limitation is that a situation in which data services account for say 90%
of the total revenue of a trading venue may be an indicator that data is not being provided on a rea-
sonable commercial basis. Such an imbalance in revenue streams might suggest that in one area pric-
es could be less competitive than in another area. Also, it could be regarded as undesirable, if there
appears to be some form of cross-subsidisation between different operations.

However, it would probably be too far-reaching to demand that all operations of a trading venue have
to have exactly equal shares of the total revenue. Therefore, the proposed limit would take into ac-
count possible differences in different fields of operation and start on the higher side with the possi-
bility to lower the limit, if results are not considered satisfactory.

ESMA is not aware of a limitation on revenue share having been used before to control costs in the
financial services sector, or in any other sector. Critics may argue that it is difficult to find a revenue
limit that can be convincingly justified, i.e. which percentage level of total revenues could be consid-
ered still reasonable.

96 FESE’s European Exchange Report 2012 published in August 2013 contains information on the revenues of its member exchanges.
The weighted average share of information services and products (isp) (using as denominator the total of isp, listings, cash trading
and derivatives) was 15%. In Prague the ratio was 77%. Elsewhere it varied between 0% and 40%. Ratios at the four largest exchanges
were: NYSE-Euronext 12%, Deutsch Borse 21%, NASDAQ OMX Nordic 22% and BME 17%. Using a different data source, non-
member LSE has a ratio of around 30%.
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Option B

It may be considered imposing certain high-level limits. For example, market data services as a proportion
of total revenues should not exceed a certain percentage

Q157.

Q158.

What are you views on controlling charges by fixing a limit on the share of revenue
that market data services can represent?

Which percentage range for a revenue limit would you consider reasonable?

Long-Run Incremental Cost plus (LRIC+)

27.

28.

29.

30.

31.

As above, LRIC is more appropriate than other measures of cost for this purpose because it allocates
to a service only those costs that are (efficiently) incurred and would not be sustained if the service in-
cluded in the increment was no longer produced. As such it mimics the prices that would be observed
in a competitive market. ESMA also believes that venues should be allowed a mark-up to allow recov-
ery of an appropriate share of common costs. LRIC with such a mark-up is known as ‘LRIC+.

LRIC is used extensively in the telecommunications sector, including in EU regulation of fixed and
mobile termination rates.97 It is also used in various jurisdictions for other utilities, including gas and
electricity supply, water supply, and airports. ESMA is unaware of any regulatory precedent for it be-
ing used in the financial services sector. In theory there is no reason why it should not be applicable,
but the financial services sector has characteristics which are rather different from those utilities
which are based around substantial physical infrastructure.

In applying LRIC, there are several choices and judgements to be made. The most fundamental is the
size of the increment. If the increment was the supply of data to one further customer, that would cor-
respond to the average variable cost and would be close to zero. At the other extreme, if the increment
included a venue’s transaction services as well as its data services, it would enable venues to continue
to cross-subsidise within the increment. ESMA therefore suggests that the increment should be a
venue’s entire data publication services.

There are also two ways of calculating LRIC: top-down and bottom-up. Top-down calculation would
use the venue’s own accounting data to work out the incremental costs attributable to data publica-
tion services. Bottom-up would be based on a model of what a new data publication service would ef-
ficiently cost. The bottom-up method is preferred as it prevents venues from recovering the costs of
their inefficiencies, and avoids there being an incentive to inefficient investment. Top-down model-
ling could be used as a supplementary check of the bottom-up results.

There are many other judgements to be made in building and applying a LRIC model, particularly
estimating values for future investments, the reasonable share of joint and common costs to attribute

97 See Commission Recommendation 2009/396/EC of 7 May 2009 on the Regulatory Treatment of Fixed and Mobile Termination
Rates in the EU. Recital 13 begins:

“Taking account of the particular characteristics of call termination markets, the costs of termination services should be calcu-
lated on the basis of forward-looking long-run incremental costs (LRIC). In a LRIC model, all costs become variable, and since
it is assumed that all assets are replaced in the long run, setting charges based on LRIC allows efficient recovery of costs. LRIC
models include only those costs which are caused by the provision of a defined increment. An incremental cost approach which
allocates only efficiently incurred costs that would not be sustained if the service included in the increment was no longer pro-
duced (i.e. avoidable costs) promotes efficient production and consumption and minimises potential competitive distortions.”
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to data publication services, and the reasonable cost of capital, including how capital expenditure
should be depreciated or amortised. There is therefore a risk that it will not be applied consistently by
suppliers. It would be possible for the Commission to prescribe detailed rules, but it would be very
difficult to calibrate these in the absence of experience of applying the model to financial services
businesses.

32. There would be significant costs for suppliers in creating and maintaining a LRIC+ model, which
would have to be recovered (as allowable costs) from customers through charges. (There would also
be increased costs for regulators as noted under ‘Enforcement’ below.)

Option C

For a service to be supplied on a “reasonable commercial basis” the supplier should set prices so as to
recover no more than the Long Run Incremental Costs (LRIC) of providing the service and the mark-up to
allow recovery of an appropriate share of common costs (i.e. LRIC+). The calculation of LRIC+ should be
forward-looking, ignoring historic costs, and assume the choice of the most efficient methods of providing
the service.

In the context of a trading venue selling trading data, LRIC means the difference between the total long-
run costs of the venue providing its full range of services and the total long-run costs the venue would
incur if it did not publish trading data. This should be calculated on a bottom-up basis.

The Commission should review the operation of the definition of “reasonable commercial basis” after
three years and consider whether it would be appropriate to modify or elaborate the definition in the light
of experience.

Each supplier who charges for a service that has to be supplied on a reasonable commercial basis should
build and maintain a model of its costs that will enable it to calculate the LRIC+ of providing the service.

The supplier should set prices so that forecast revenues will recover no more than LRIC+. The supplier
should monitor actual revenues and lower prices if recovery is more than LRIC+.

Q159. If the definition of “reasonable commercial basis” is to be based on costs, do you
agree that LRIC+ is the most appropriate measure? If not what measure do you
think should be used?

Q160. Do you agree that suppliers should be required to maintain a cost model as the basis
of setting prices against LRIC+? If not how do you think the definition should be im-
plemented?

Enforcement

33. These provisions, as any others, need to be enforced by national authorities. ESMA is conscious that
price or revenue controls do not at present form a normal part of the work of national regulators of fi-
nancial services, being more the expertise of competition or anti-trust authorities. For a NCA to in-
clude oversight of data charges in its normal supervision of trading venues would require it to develop
new capacities, possibly including extra resources. In some jurisdictions it might be necessary for im-
plementing legislation to extend the powers of the NCAs. Alternatively a Member State could take the
option of having its competition authority oversee price-setting.
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34. If enforcement is not carried out consistently, there is a risk of regulatory arbitrage.

35. The extra and novel work involved would be significantly greater if the LRIC+ option was pursued, as

scrutinising a model based on many assumptions will involve more extensive time and skills than

checking the elements of revenue to ensure that a percentage limit has not been exceeded.

Range of markets

36. As noted above, there are five separate provisions in MiFID II and MiFIR that empower the Commis-
sion to clarify what “reasonable commercial basis” means through Delegated Acts. ESMA has consid-
ered mainly the power in Article 13(2) of MiFIR which relates to the publication of pre- and post-
trade data by trading venues. This was the focus of the MiFID Review’s consideration of “reasonable
commercial basis” and it is one where the Commission is clear that the prices charged by some ven-
ues are too high.

37. In relation to trading venues’ data sales, the definition of “reasonable commercial basis” will con-
strain the data which is mandated to be published by Articles 3 to 11 of MiFIR. This includes all post-
trade data, and pre-trade data to the extent prescribed by Technical Standards under Articles 4(6)
and 8(5). The sale of more detailed data, or of data-based value-added products, will not be con-
strained by MiFIR.

38. The remaining four powers also relate to the terms on which trading data is made available, according
to whether it is published by:

i.  systematic Internalisers in relation to equities (Article 15 (5) of MiFIR);

ii. systematic Internalisers in relation to non-equities (Article 19(3) of MiFIR);
iii. approved Publication Arrangements (Article 64 (7) of MiFID II); or

iv. consolidated Tape Providers (Article 65(7) of MiFID II).

39. If in any of these four instances a provider has substantial market power and exploits it by charging
excessive prices, then ESMA believes that it will be appropriate to apply one or a combination of the
options outlined above. However, any that do not charge — as ESMA believes will be the case for some
systematic internalisers and APAs — will not need to do any work to justify charges. And any that are
subject to competition — as may be the case for CTPs — and so are unable to charge more than Aver-
age Variable Cost should be able to demonstrate that their prices are already reasonable.

40. The definition of “reasonable commercial basis” should apply to all instances in MiFID II and MiFIR
where suppliers appear to be exploiting substantial market power by charging excessive prices. Sup-
pliers need not provide detailed evidence of compliance if they are able to demonstrate that their
prices are no higher than Average Variable Cost.

Q161. Do you believe that if there are excessive prices in any of the other markets, the
same definition of “reasonable commercial basis” would be appropriate, or that
they should be treated differently? If the latter, what definition should be used?

Consideration of options
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The market power that some venues have means that their data has a value much higher than the cost
of producing it. The purpose of defining “reasonable commercial basis” is to constrain prices by relat-
ing them to costs as would be the result in a competitive market.

Option A (transparency) could improve the operation of the market in trading data. It could be com-
bined with the other two options. ESMA invites views on whether it would be likely to be sufficient on
its own.

Option B (Revenue share limit) and Option C (LRIC+) are different approaches to constraining charg-
ing. LRIC+ is more sophisticated in targeting results that are close to the pricing that would be seen in
a competitive market, but — as explained above — it will involve significant extra resources for the
suppliers that have to comply with it, and for their regulators. There is also room for many judge-
ments in estimating LRIC, for example over shares of joint and common costs. Over time, standards
and guidance might be developed, but in the early years, there could be variability in the way different
suppliers approach similar issues.

Defining “reasonable commercial basis” through transparency and a maximum revenue share would
be significantly simpler than LRIC. It will require some specification of what revenue is to be allocat-
ed in what way, and of which of a supplier’s revenues count towards the total revenue to be used as
the denominator. But it will not require the complex modelling of LRIC. On the other hand, the appli-
cation of a simple percentage limit will deliver an arbitrary restriction on prices, unrelated to what
would happen in a commercial market. And it will apply in the same way to all suppliers, when there
may be good reasons why e.g. one type of exchange should expect to recover more of its costs from da-
ta than another.

The following table summarises the advantages and disadvantages of options B and C.

Table 19: Advantages and disadvantages of options B and C

Revenue share limit LRIC+
" e Simpler and cheaper for venues e Limits prices to what would be charged
LY e Simpler and cheaper for regulators in a competitive market
"51’ g e  Limits prices e Allows suppliers to recover incremental
g cost and a share of common costs
e No precedent for regulatory use e No precedent for regulatory use in
e Discretionary choice of percentage financial services sector
limit e Complex modelling required
e Applying same percentage limit to all e Discretionary choice of the mark-up to
” suppliers will not take account of spe- allow recovery of a share (appropriate)
& cific circumstances (e.g. corporate of common costs
g structure of supplier) e Judgements involved (e.g. shares of
g e Ifenforcement not carried out consist- joint and common costs, cost of capi-
g ently a risk of regulatory arbitrage tal) may lead to inconsistent applica-
-E tion
e Supervision will require more re-
sources
e Ifenforcement not carried out consist-
ently a risk of regulatory arbitrage
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Q162.

Q163.
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ESMA is preliminarily considering taking one of the presented options or a suitable combination of
the mentioned options.

Within the options A, B and C, do you favour one of them, a combination of A+B or
A+C or A+B+C? Please explain your reasons.

What are your views on the costs of the different approaches?

Is there some other approach you believe would be better? Why?

Per-user pricing model of market data

47.

48.

49.

50.

51.

The discussion above has so far focussed on the price level of data charges.

ESMA is aware of another aspect that plays a significant role in the cost of data in Europe, and would
apply regardless of the three options proposed above.

As a matter of fact, market data is not always supplied directly from exchanges to end-users, but are
very often purchased through data vendors or independent software vendors. In most cases, end-
users are charged based on the number of devices receiving data. This information is subsequently
reported by the vendors to the original market data provider (i.e. the exchange). For example, this
means that a trader simultaneously having access to two different data vendors terminals and to a
proprietary Application Programming Interface (API) also fed by the data stream from one of both
vendors may end up paying four times for the same data.

ESMA is aware that some regulated markets now offer their clients a new user-based unit-of-count
model allowing them basically to net part of the market data costs from a single source (e.g. one regu-
lated market) across data vendors and across devices on a natural user level (‘per-user’ model). In the
former example, the trader would be charged only once rather than three times. Under this model,
the client reports data usage directly to the exchange, which is then in a position to perform the net-
ting of the client usage.

The implementation of this pricing model/structure is however subject to prior approval by the
exchange on a case by case basis, as the client has to demonstrate its ability to entitle, monitor and
report the internal data usage within its organisation in a very stringent fashion. This important re-
quirement may imply significant IT developments prior to the acceptance by the potential clients. As
a matter of fact, only a limited number of clients have been qualified to benefit from this type of
agreement so far. On the other hand, the more exchanges offer it, the bigger the incentive for each cli-
ent to make the necessary developments, which are common for the various exchanges, and the more
clients are likely to apply for this billing model.
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As far as the exchange is concerned, this per-user model also increases its administrative burden (due
to the need to engage in a labour-intensive approval process?® and to monitor and net client usage,
reported directly to the exchange and to the data vendors).

The data vendors, which consolidate market data from multiple exchanges within one desktop termi-
nal in a single format, usually offer subscription to each exchange dataflow. Each subscription has its
own price and in the usual ‘per device’ model, this price is generally higher than the exchange’s own
price charged to the data vendor, reflecting cost recovery by the data vendor of its formatting, provi-
sion system, add-on products, etc. The difference, or mark-up, constitutes the gross margin for the
data vendor, as the vendor has to pay the exchange for the data on behalf of the end-user. With the
new ‘per user’ pricing structure, the data vendor usually does not bill market data usage directly to its
client and therefore does not add its normal mark-up. In this case, it charges a higher administrative
fee to recover its service.

In order to address the issue of charging several times for the same information to a single user,
ESMA is considering requiring trading venues to offer all their clients a ‘per-user’ based model. For
avoidance of doubt, as this type of pricing structure is subject to acceptance conditions, it would be of-
fered in addition to / alongside the existing model applicable to non-eligible clients.

ESMA is also aware that the ‘per user’ model will require trading venues offering it to incur significant
administrative costs. As stated above, it may be the case that this model is appropriate for some, but
not all customers.

This measure shall be considered separately from the three options above related to transparency and
cap limits, which are general and do not concern any particular type of client (i.e. data vendors
against their end user clients).

Q165. Do you think that the offering of a ‘per-user’ pricing model designed to prevent mul-

tiple charging for the same information should be mandatory?

Q166. Ifyes, in which circumstances?

Draft technical advice

98 These process may include audits to client sites, a parallel run ‘pilot period’, etc.
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For determining reasonable commercial basis, ESMA is preliminarily considering taking one of
the following options or a suitable combination thereof:

i.  Option A - For a service to be supplied on a “reasonable commercial basis”, the supplier
should set prices to be fair, reasonable and non-discriminatory. Suppliers’ price lists should
be subject to full transparency, alongside other key metrics.

ii. Option B — It may be considered imposing certain high-level limits. For example, market
data services as a proportion of total revenues should not exceed a certain percentage

iii. Option C - For a service to be supplied on a “reasonable commercial basis” the supplier
should set prices so as to recover no more than the Long Run Incremental Costs (LRIC) of
providing the service and the mark-up to allow recovery of an appropriate share of common
costs (i.e. LRIC+). The calculation of LRIC+ should be forward-looking, ignoring historic
costs, and assume the choice of the most efficient methods of providing the service. In the
context of a trading venue selling trading data, LRIC means the difference between the total
long-run costs of the venue providing its full range of services and the total long-run costs
the venue would incur if it did not publish trading data. This should be calculated on a bot-
tom-up basis. Each supplier who charges for a service that has to be supplied on a reasona-
ble commercial basis should build and maintain a model of its costs that will enable it to
calculate the LRIC+ of providing the service. The supplier should set prices so that forecast
revenues will recover no more than LRIC+. The supplier should monitor actual revenues
and lower prices if recovery is more than LRIC+.

The Commission should review the operation of the definition of “reasonable commercial basis”
after three years and consider whether it would be appropriate to modify or elaborate the defini-
tion in the light of experience.

The definition of “reasonable commercial basis” should apply to all instances in MiFID II and
MiFIR where suppliers appear to be exploiting substantial market power by charging excessive
prices. Suppliers need not provide detailed evidence of compliance if they are able to demon-
strate that their prices are no higher than Average Variable Cost.

In order to address the issue of charging several times for the same information to a single user,
ESMA is considering requiring trading venues to offer their clients a “per-user” based model in
addition to the existing model applicable to non-eligible clients.

This measure shall be considered separately from the three options above related to transparen-
cy and cap limits, which are general and do not concern any particular type of client.
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5. Micro-structural issues
5.1. Algorithmic and high frequency trading (HFT)
Background/Mandate

Extract from the Commission’s request for advice (mandate)

ESMA is invited to provide technical advice to further specify on the definition of what should be consid-

ered

algorithmic trading as opposed to high frequency algorithmic trading technique to ensure a uni-

form application of the authorization requirement for persons that engage in high frequency algorithmic
trading technique taking into account the need to capture all genuine high frequency traders.

The concepts of “algorithmic trading” and “high frequency algorithmic trading technique” are defined
under Articles 4(1)(39) and (40) of MiFID II. It is important to distinguish clearly between these two
concepts to ensure the uniform application of the authorisation requirement.

Recital 63 explains that it is desirable to ensure that all high frequency algorithmic trading firms be
authorised to ensure they are subject to organisational requirements under the Directive and are
properly supervised. Therefore, any further specification of the definition of “high frequency algo-
rithmic trading technique” should be sufficiently broad to ensure that all genuine HFT traders will be
caught and dynamic enough to cope with market and technological developments.

Analysis

3.

Carving HFT out of algorithmic trading is complex. In practice, HFT is frequently equated to algo-
rithmic trading but it is in fact a sub-set of algorithmic trading.

HFT is a special class of algorithmic trading in which computers make decisions to initiate orders
based on information that is received electronically, before human traders are capable of processing
the information they observe and of taking a decision in relation thereto. HFT specifically monitors
the market for patterns that indicate trading opportunities; then places orders to take instant ad-
vantage of those opportunities. HFT systems place automated, (usually) small scale, probabilistic bets
(e.g. puts orders on both directions, buy and sell).

Using HFT entails two main types of regulatory consequences under MiFID II: firstly, persons dealing
on their own account using a high-frequency algorithmic trading technique fall under the scope of
MiFID II and have to be authorised as investment firms, as prescribed by Article 2(1)(d)(iii) of MiFID
I1. Additionally, Article 17(2) of MiFID II last paragraph determines that an investment firm that en-
gages in a high-frequency trading technique shall store in an approved form accurate and time se-
quenced records of all its placed orders, including cancellations of orders, executed orders and quota-
tions on trading venues and shall make them available to the NCA upon request.

ESMA is considering two different approaches as regards the clarification of the HFT definition:
option 1 and option 2 described below.

Under Option 1, it would be necessary to meet the following requirements regarding the infrastruc-
ture designed to minimise latency and the capacity to transfer data to the venue:
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i.  the distance between the trading venue's matching engine and the server used by the investment
firm on which the algorithms run; on that basis, the use of infrastructure designed to reduce la-
tency would be presumed if the server on which the order messages are initiated, generated,
routed, executed, amended or cancelled is directly proximate to the trading venue's matching en-
gine; and

ii. the volume of data capable of being transferred through the connection per second (bandwidth).
Most markets offer higher bandwidths for latency-sensitive traders, because such enable them to
achieve faster messaging or executions. On the basis of the information currently available, a
bandwidth in the range of 10 GBit/s would be considered among the fastest currently provided,
and that maximum capacity would only be achieved in connection with co-location arrange-
ments. However, ESMA is conscious of the fact that a high bandwidth is subject to technological
change and therefore should rather be covered in a qualitative manner; and

iii. atrading frequency of 2 messages per second over the entire trading day should be considered as
being generated by a machine/algorithm. On that basis, to determine the number of messages
per trading day, it would be necessary to multiply the amount of seconds available per trading
day (which may vary from market to market) by 2. The message volume should be determined on
arolling basis per trading day based on the previous 12-month period.

If this approach was followed, a significant volume of intra-day messages would be in the range of
75,000 messages or more per trading day on average over the year. The threshold should be calculat-
ed per trading venue according to the ISO 10383 Market Identifier Code. There have been made tests
for 60,000 and 100,000 messages per trading day as well. The results have shown that the threshold
of 75,000 messages per trading day seems fair according to the number of members defined as High-
Frequency Traders using a direct approach.

The sum of messages would be calculated for each trading day and the moving average thereof should
be calculated on a daily basis using the last 250 trading days. Days where a particular member/trader
did not send messages at all are considered as having zero messages if the respective venue was open
for trading on that particular day.

The message rate should not be calculated for participants who return the membership of a trading
venue, as long as they do not continue trading on that venue as indirect participants.

Since the threshold would be based on the volume of messages per trading day on average over the
year, no exemption for periods of volatility seems necessary. This threshold would have to be regular-
ly back tested and possibly adjusted, because of different volatility situations over time.

ESMA considers that the references to ‘messages’ above should be interpreted strictly, i.e. considering
as one message each content that needs independent processing. On that basis, the messages to be
counted for these purposes are each new order or quote, each successful change to an order or quote
and each successful deletion of an order or quote. In cases of bulk transactions, every single message
is to be counted separately.

For example, for an unexecuted “immediate-or-cancel” order, two messages should be counted: the

order sent for immediate execution and also the cancellation order as the previous has not been total-
ly fulfilled. A quote should also be counted as two messages: bid and ask. Messages originating from a

231



14.

15.

16.

17.

18.

19.

20.

21.

22,

~ esma

A

technical process where the trader was not able to influence their existence, e.g. messages resulting
from a transaction are not counted as messages.

ESMA considers that the main advantage of this approach is that the identification of the parameters
is straightforward.

On the other hand, it can be argued as well that the parameters are relatively easy to circumvent, that
it would be necessary to review whether the parameters are in line with market practice, and some
types of HFT might not be covered (in particular those which benefit from proximity hosting).

Under Option 2, each trading venue should periodically analyse the median daily lifetime of their
orders which have been modified or cancelled and determine in which cases the median daily lifetime
of the orders modified or cancelled by its members/participants fall below the median daily lifetime
of orders modified or cancelled for the entire market (which means that these members/participants
become HFT). ‘Daily’ means that orders with a lifetime longer than one day should not be considered
for these purposes.

ESMA’s preliminary view is that the determination of the median daily lifetime of the orders submit-
ted to the trading venue by all members/participants should only be made for liquid instruments, in
which HFT is more frequent. Therefore, it is proposed that only orders regarding instruments consid-
ered as liquid following Article 2(1)(17) MiFIR should be considered for these purposes.

In order to calculate the median daily lifetime of the orders submitted by each member/participant it
would be possible to consider either only those orders submitted for liquid instruments or all orders
submitted to the trading venue (i.e. liquid and illiquid instruments, which might simplify the calcula-
tions because it would not be necessary to disentangle the activity of a member/participant relating to
liquid instruments). ESMA welcomes the views of market participants in this regard.

Given that members or participants of trading venues may submit orders under the same ID but
using different strategies (which may be HFT or not), the main advantage of using the median daily
lifetime of orders being modified or cancelled against other parameters (such as the mean) is that it
permits focusing on a consistent behaviour across a certain timeframe avoiding a potential bias due to
extremely quick or slow orders.

ESMA’s preliminary view is that being considered as HFT in one market should determine being
considered as such for all trading venues in the EU.

ESMA considers that some of the main advantages under Option 2 are: it relates to a calculation that
trading venues regularly undertake nowadays; that by definition, this method cannot be easily cir-
cumvented; and, finally that it does not need to be revised frequently so as to keep pace with the latest
technological developments.

This calculation system has to be read in conjunction with the MiFID II provisions, i.e. there has to be
infrastructure to minimise latency (co-location, proximity hosting or high speed DEA) and system de-
termination of order initiation, generation, routing or execution. Therefore, under this proposal, a
trading venue that does not meet the Level 1 conditions would not be covered by either of the two op-
tions.
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Draft technical advice

1. High frequency algorithmic trading technique: ESMA is considering two different approaches
as regards the clarification of the HFT definition:

2.  Option 1: ESMA would consider that all the following requirements should be met:

i.  There is an “infrastructure intended to minimise network and other types of latencies” in place
when:

a. the server on which the algorithms initiate, generate, route, submit, execute, amend or de-
lete messages is directly proximate to the trading venue's matching engine; and

b. ahigh bandwidth is used compared to the standard access offered by the respective trading
venue; and

ii. The participant/member has a “high message intraday rates” when at least 2 messages per sec-
ond are submitted to the trading venue over the trading day.

3. Option 2: establishing as a proxy to assess the “high frequency nature of the message intraday rate”
the daily lifetime of orders (having been modified or cancelled), and thereafter considering that when
the median daily lifetime of the orders (having been modified or cancelled) of one mem-
ber/participant is shorter than the median daily lifetime of the orders (having been modified or can-
celled) in a given trading venue, that member/participant should be considered as HFT.

Only instruments considered as liquid following Article 2(1)(17) of MiFIR should be considered for
these purposes.

Q167. 'Which would be your preferred option? Why?
Q168. Can you identify any other advantages or disadvantages of the options put forward?

Q169. How would you reduce the impact of the disadvantages identified in your preferred
option?

Q170. If you prefer Option 2, please advise ESMA whether for the calculation of the median
daily lifetime of the orders of the member/participant, you would take into account only
the orders sent for liquid instruments or all the activity in the trading venue.

23. Regardless of the option followed, ESMA considers that the identification of a high frequency trading
technique has to be made at the member or participant level.

24. Given that the same member/participant may have several trading desks, each one with their own
trading IDs for the venue where they trade and that, those trading desks may operate in several ven-
ues at the same time but with different IDs, the only feasible option is to consider that once one of
those trading IDs has been identified as performing a high frequency trading technique, the mem-
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ber/participant as an entity should be considered as such and, as a result, it will be considered as
HFT.

Draft technical advice

Identification of HFT technique at member or participant level

4. MIFID includes within its scope of application members or participants carrying out a high frequency
trading strategy. On that basis, and regardless of the option taken, ESMA considers if a member’s or
participant’s strategy falls under the definition of high frequency trading strategy in one trading ven-
ue, that member/participant should be considered as subject to MiFID provisions across the EU.

Q171. Do you agree with the above assessment? If not, please elaborate.
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5.2. Direct electronic access (DEA)
Background/Mandate

Extract from the Commission’s request for advice (imandate)

ESMA is invited to provide technical advice to further specify the definition of Direct Electronic Access
(DEA) to ensure a uniform application and encompasses all types of arrangements that meet this defini-
tion.

1. Article 4(1)(41) of MiFID II defines ‘Direct Electronic Access’ (DEA) as an “arrangement where a
member or participant or 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”. This definition includes arrangements which involve the use by the person of the infrastruc-
ture of the member or participant or client, or any connecting system provided by the member or par-
ticipant or client, to transmit the orders (direct market access (DMA)) and arrangements where this
infrastructure is not used by that person (sponsored access (SA)).

Analysis

2. Given that the means to access a market are very diverse in the Member States, there is a need to
further clarify this definition in order to ensure it is applied in a uniform way and encompasses all
types of arrangements that meet this definition.

3. IOSCO’s Principles for Direct Electronic Access to Markets?? consider Automated Order Routing
(AOR) systems to be within the DEA concept. AOR is defined as “an arrangement where an interme-
diary, who is a market-member, permits its customers to transmit orders electronically to the in-
termediary’s infrastructure (i.e. system architecture, which may include technical systems and/or
connecting systems), where the order is in turn automatically transmitted for execution to a market
under the intermediary’s market-member ID (mnemonic)”.

4. ESMA acknowledges that certain jurisdictions consider AOR as formally different from DEA1o,
however, in ESMA’s view the definition of AOR arrangements as described above and MiFID’s defini-
tion of DEA overlap. Given that AOR arrangements and DEA might pose the same risks to the mar-
kets ESMA requests the views of market participants on whether it would be appropriate to consider
AOR as falling within the DEA definition.

5. Additionally, ESMA requests the views of market participants about how to further clarify the defini-
tion of DEA (and as a consequence, those of DMA and SA) to capture all types of arrangements that
might meet this definition.

Q172. Do you consider it necessary to clarify the definitions of DEA, DMA and SA provided in
MiFID? In what area would further clarification be required and how would you clarify
that?

99 IOSCO’s Principles for Direct Electronic Access to Markets (http://www.iosco.org/library/pubdocs/pdf/I0OSCOPD332.pdf).
100 For instance, see IIROC’s Notice on Provisions respecting third-party electronic access to marketplaces

(http://www.iiroc.ca/Documents/2013/b65d657d-e162-48fe-8d20-32fg5a140¢75 en.pdf)
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Is there any other activity that should be covered by the term “DEA”, other than DMA
and SA? In particular, should AOR be considered within the DEA definition?

6. ESMA notes the proliferation of electronic order transmission systems provided to investors which
have become more sophisticated over time. These systems permit clients to transmit orders to in-
vestment firms through those firms’ web-based interfaces. As such, this is just a type of order execu-
tion on behalf of the clients (i.e. intermediation), as appears in Annex I Section A of MiFID.

7. For these purposes the clients use a web based application, rather than individual direct connectivity
with separate access.

8. On that basis, ESMA considers that such systems fall outside of the scope of the definition of DEA.
This preliminary view corresponds with the IOSCO Consultation Report entitled ‘Policies on Direct
Electronic Access’ (February 2009) which does not consider “trading models of a customer calling the
intermediary or sending an internet order to the intermediary” as DEA because, as long as the cus-
tomer’s trading is intermediated, it is not ‘direct access’.

9. However, given the improvement of technological capacities experienced in the last few years, ESMA
is interested to know the views of market participants on whether it may be possible to use these in-

terfaces to perform algorithmic or high frequency trading strategies.

Draft technical advice

1. In principle, ESMA considers systems that allow clients transmitting orders to an investment firm in
an electronic format to be outside of the scope of DEA, as long as the electronic access to the market is
shared with other clients through a common connectivity channel, no specific capacity and latency is
provided to any particular client (e.g. web based applications).

2. ESMA requests the views of market participants about the potential for these electronic transmission
systems to permit algorithmic trading techniques (i.e. automatic onward transmission under the in-
vestment firm’s trading ID to a specified trading venue) through them.

Q174.

Q175.

Do you consider that electronic order transmission systems through shared connectivi-
ty arrangements should be included within the scope of DEA?

Are you aware of any order transmission systems through shared arrangements which
would provide an equivalent type of access as the one provided by DEA arrangements?
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6. Requirements applying on and to trading venues

6.1. SME Growth Markets

1. One of the aims of MiFID II is to facilitate access to capital for SMEs and the development of special-
ist markets catering specifically for the needs of SMEs'°.. To that end MiFID II envisages establishing
a regime for the registration of MTFs offering facilities to SMEs as ‘SME growth markets’ (SME-
GMs), where they meet certain criteria specified by MiFID. This new category of MTF shall raise the
visibility and profile of specialised SME markets and shall establish common pan-European stand-
ards while at the same time providing sufficient flexibility to be able to incorporate the existing cur-
rent range of successful markets operating in that field.

2. The definition of an SME°2, together with the proportion of issuers admitted to an SME-GM that
need to constitute SMEs in order for it to qualify as a potential SME-GM, are dealt with at Level 1.

3. However, Article 33(8) of MiFID II envisages that the Commission will adopt delegated acts further
specifying the requirements that a SME-GM will need to meet in order to be registered as such in re-
spect of the various effective rules, systems and procedures SME-GMs have to comply with as estab-
lished in Article 33(3) of MiFID II. ESMA has been asked for technical advice by the Commission on
how best to design those specified requirements and has therefore established some initial views on
which it is asking for stakeholders views.

4. The requirements to be met by an SME-GM'93 shall, according to MiFID II, take into account the
need for the requirements to maintain high levels of investor protection to promote investor confi-
dence in those markets while minimising the administrative burdens for issuers on the market so
striking the correct balance between those two principles. The requirements are expressed to be with-
out prejudice to the general obligations owed by the operator of an MTF under MiFID I1'°4, In addi-
tion, the operator of an SME-GM would be permitted to apply requirements that go beyond the min-
imum MiFID II requirements.'5

Background/Mandate
Extract from the Commission’s request for advice (mandate)

ESMA is invited to provide its technical advice on options as regards each of the requirements that a
SME growth market will need to meet in accordance with Article 33(3) of the Directive.

With respect to requirements enacted in Article 33(3)(a) ESMA is notably invited to provide technical
advice to specify how to apply the 50% criterion to various predictable situations including where no
track record is available for newly created markets or issuers or in case of issuers of non-equity securi-
ties only.

101 Cf, Recital 132 of MiFID II.

102 Cf, Article 4(1)(13) of MiFID II.

103 As specified by Article 33(3) and Recital 133 of MiFID II.
104 For example, see Articles 18 and 19 of MiFID II.

105 Cf, Article 33(4) of MiFID II.
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In addition, ESMA is invited to provide technical advice to specify rules governing the registration and
the deregistration of the SME growth markets, it being specified that pursuant to Article 33(8) these
measures shall ensure that refusal to register or de-registration do not occur as a result of a merely
temporary failure to meet the SME growth markets eligibility criteria.

Article 33(3)(a), MiFID II

at least 50 % of the issuers whose financial instruments are admitted to trading on the MTF are SMEs at
the time when the MTF is registered as an SME growth market and in any calendar year thereafter;

Analysis

5. Article 33(3)(a) of MiFID II requires that at least 50% of the issuers whose financial instruments are
admitted to trading on the MTF registered as an SME growth market are small and medium-sized en-
terprises at the time when the MTF is registered as an SME growth market and in any calendar year
thereafter.

6. SMEs are defined as companies with an average market capitalisation of less than € 200m on the
basis of end-year quotes for the previous three calendar years in Article 4(1)(13) of MiFID II.

7. The aim of this Delegated Act is to further specify how the requirement of at least fifty per cent of
issuers on an SME-GM being SMEs is to be applied.

8. The assessment whether at least 50% of issuers on an SME-GM are indeed SMEs shall be made on an
annual basis and in a flexible way in order to ensure that a temporary failure to meet this criterion
does not lead to an immediate deregistration or a refusal to be registered as an SME-GM in the first
place.10¢

9. ESMA considers that the percentage of issuers whose financial instruments are admitted to trading
and which can be classified as SMEs should be assessed on the basis of the number of issuers only,
disregarding other factors (e.g. the size/turnover of the enterprise, the issuance size of the financial
instruments or the number of different financial instruments issued by the same enterprise).

10. In the view of ESMA there are different possible options for assessing in a flexible way whether the
composition of the issuers on an SME-GM meets the at least 50% requirement under Article 33(3)(a)
of MiFID II.

11. In order for the assessment to be flexible, ESMA considers that the requirement shall be deemed
fulfilled even if the percentage of SMEs falls below the relevant threshold for a period of time in order
to provide clarity and legal certainty for the issuers whose instruments are traded on those markets
and for the market operators.

12. Therefore checks on the composition of issuers shall be carried out on an annual basis based on the
figures of 31 December of each year and ESMA considers the three following methods as feasible:

i.  atleast 50% of the issuers admitted to trading on the SME-GM on that day are SMEs; or

106 Cf, Recital 135 of MiFID II.
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ii. atleast 50% of the issuers admitted to trading on the SME-GM were SMEs for a period of at
least 180 days in that year; or

iii. at least 50% of the issuers admitted to trading on the SME-GM were SMEs based on an av-
erage of each month of the calendar year (the market capitalisation shall be checked at the
end of each calendar month and an average shall be calculated on 31 December).

ESMA initially puts forward method iii as the preferred one, as it appears to be the most precise out of
those methods. ESMA however is open to reconsider this initial assessment and would like to receive
opinions from stakeholders as to their preferred choice of method.

In ESMA'’s view, the prospect of deregistration as a SME-GM should arise only if the SME-GM were
to fall below the qualifying 50% threshold for a number of consecutive years, in order to provide suffi-
cient certainty to operators of SME-GMs and the companies they admit to trading. ESMA considers
that an appropriate period before deregistering a market as an SME-GM could be two or three con-
secutive years of falling below the threshold. ESMA initially puts forward the period of three consecu-
tive years as the preferred option but again would like to receive opinions from stakeholders as to
which period they would consider as appropriate.

Should an SME-GM, on the basis of the assessment conducted in accordance with paragraph 8, be
deemed not to meet the qualifying 50% threshold in one year, ESMA is considering whether the SME-
GM should disclose that fact to the market. Whilst there is a case for such disclosure, to make sure ex-
isting and prospective issuers were made aware of the position of the SME-GM, there are also draw-
backs as this may deter SMEs from joining the market and therefore make recovery to the 50%
threshold more difficult than it would otherwise be. ESMA therefore proposes not to require SME-
GMs to disclose not meeting the threshold in one year to the public. This is another issue where ES-
MA invites views from stakeholders.

In the case of an entirely new market applying to become an SME-GM it shall be granted such author-
isation if there is an expectation by the market deemed reasonable by the NCA that at least fifty per
cent of the prospective issuers will be SMEs. ESMA considers this a necessary clarification through
implementing measures. New markets would not have any issuers yet and so, under a very literal ap-
plication, would not meet the 50% criterion and could not be granted the status of an SME-GM. How-
ever, ESMA considers that new markets specifically designed to cater for SME issuers should not be
barred from being granted the SME-GM status from the outset and therefore they shall be deemed as
meeting the 50% requirement if the market can reasonably expect that the issuers’ constituency of the
market will be comprised of at least 50% SMEs.

ESMA also considers that issuers should be counted as SMEs towards the 50% threshold if their
market capitalisation upon commencement of trading or at the end of the first two years of trading is
below €200m. This is another point that should be clarified through implementing measures because
the SME definition in MiFID II refers to end-year quotes for the previous three calendar years which
could be interpreted as excluding all SMEs with a lifespan of less than three years from counting to-
wards the 50% threshold. However the SME-GM regime shall especially promote the access of young
issuers which are likely to have a low market capitalisation so that such issuers should be taken into
consideration when assessing whether the 50% threshold is met. ESMA therefore considers that as an
expression of the flexible way of implementing the 50% criterion, SMEs with a history of less than
three years should also be counted as SMEs if their market capitalisation upon commencement of
trading or based on the end-year quote after the first year of trading or the average of the end-year
quotes after the first two years of trading is below €200m.
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ESMA is conscious that the Level 1 text refers to market capitalisation of issuers only which is a con-
cept normally associated with equity issuers. There is a question therefore as to how non-equity issu-
ers which would not have market capitalisation as such would feature when determining whether a
market meets the “at least 50% must be SME issuers” criterion.

The more extreme alternatives of how to deal with this problem would be to either count all non-
equity issuers as SME issuers (theoretically their market capitalisation could be considered to be zero)
or to exclude all non-equity issuers when assessing the 50% criterion (again theoretically as non-
equity issuers they could be considered not to have a market capitalisation below €200m).

An alternative could be to understand the term market capitalisation in a more general sense so that a
non-equity issuer issuing debt securities only would be deemed an SME issuer if the overall outstand-
ing nominal value of the debt securities issued would not exceed €200m. Other alternatives could be
to move to a turnover-based definition for non-equity issuers where ESMA is considering using either
an annual net turnover threshold of €300m or utilising the SME definition that is, for example, used
in the Prospectus Directive which is based on annual net turnover not exceeding €50m but also on
the average number of employees (less than 250) and the total balance sheet (not exceeding €43m).

Draft technical advice

Draft advice on further specifying the requirement laid down in Article 33(3)(a) of MiFID II (SME-
Growth Markets Eligibility Criteria)

The 50% criterion

The assessment whether at least 50% of issuers on an SME-GM are SMEs should be made on an
annual basis.

The percentage of issuers whose financial instruments are admitted to trading and which can be
classified as SMEs should be assessed on the basis of the number of issuers only, disregarding other
factors (e.g., the size/turnover of the enterprise, the issuance size of the financial instruments or the
number of different financial instruments issued by the same enterprise).

The composition of issuers should be checked based on the figures of 31 December of each calendar
year in order to verify whether at least 50% of the issuers admitted to trading on the SME-GM were
SMEs based on an average of each month of the calendar year.

Deregistration of SME-GMs

4.

A temporary failure to meet the 50% criterion mentioned above should not lead to an immediate
deregistration or a refusal to be registered as an SME-GM in the first place.

An SME-GM should only be deregistered as such if it were to fall below the qualifying 50% threshold
for a number of three consecutive years.

An SME-GM, deemed not to meet the qualifying 50% threshold in one year or in two consecutive
years, should not be required to disclose that fact to the market.
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Application of the 50% criterion to new markets

7. An entirely new market applying to become an SME-GM should be granted such authorisation if
there is an expectation that at least fifty per cent of the prospective issuers will be SMEs.

Application of the 50% criterion in the case of young SMEs

8. SMEs with a history of less than three years should also be counted as SMEs if their market capitali-
sation, upon commencement of trading or based on the end-year quote after the first year of trading
or the average of the end-year quotes after the first two years of trading, is below €200m.

Application of the 50% criterion to non-equity issuers - Alternatives

9. Non-equity issuers would normally not have a market capitalisation and ESMA is looking for an
alternative way of how to deal with them when assessing whether an SME-GM has at least 50% of
SME issuers. ESMA is looking for views on the following options:

i.  All non-equity issuers should be considered as SMEs for the purpose of determining wheth-
er an SME-GM meets the requirement of having at least 50% SME issuers.

ii.  All non-equity issuers should not be considered as SMEs for the purpose of determining
whether an SME-GM meets the requirement of having at least 50% SME issuers.

iii. Non-equity issuers should be considered as SMEs for the purpose of determining whether
an SME-GM meets the requirement of having at least 50% SME issuers if:

a. the overall outstanding nominal value of the debt securities issued by the issuer does
not exceed €200m; or

b. the annual net turnover of the issuer based on the last published annual accounts does
not exceed €300m; or

c. the issuer is classified as an SME pursuant to Article 2(1)(f) of the Prospectus Di-
rectivelo7,

Q176. Do you support assessing the percentage of issuers on the basis of number of issuers
only? If not, what approach would you suggest?

Q177.  Which of the three different options described in the draft technical advice box
above for assessing whether an SME-GM meets the criterion of having at least fifty
per cent of SME issuers would you prefer?

107 ‘small and medium-sized enterprises’ means companies, which, according to their last annual or consolidated accounts, meet at
least two of the following three criteria: an average number of employees during the financial year of less than 250, a total balance
sheet not exceeding €43 000 000 and an annual net turnover not exceeding €50 000 000.
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Q178.

Q179.

Q18o0.

Do you agree with the approach described above (in the box above), that only falling
below the qualifying 50% threshold for a number of three consecutive years could
lead to deregistration as a SME-GM or should the period be limited to two years?

Should an SME-GM which falls below the 50% threshold in one calendar year be re-
quired to disclose that fact to the market?

Which of the alternatives described above on how to deal with non-equity issuers for
the purposes of the “at least 50% criterion” do you consider the most appropriate?
Please give reasons for your answer.

Background/Mandate

Extract from the Commission’s request for advice (imandate)

With respect to requirements enacted in Article 33(3)(b) to (g), ESMA is invited to provide technical
advice taking into account and ensuring consistency with other Union legislations.

Article 33(3)(b) MiFID II

appropriate criteria are set for initial and ongoing admission to trading of financial instruments of
issuers on the market;

Analysis

21.

22,

23.

In formulating this technical advice, ESMA undertook an extensive fact finding exercise with a
range of stakeholders in SME-GM.108

Those discussions revealed that, among existing markets with a focus on SMEs, a broad spectrum
of approaches exists in relation to the setting and application of issuer admission and disclosure
requirements. Given this level of diversity, the preservation of an appropriate degree of flexibility
for market operators under the supervision of NCAs, at member state level, is a central theme of
ESMA'’s advice.

Based on the evidence it has gathered, appropriate criteria for the initial and on-going admission

to trading of an issuer’s securities could consist of a number of discrete elements. Examples of are-
as covered in the rules of existing markets are:

i.  anissuer’s management and board;

ii. anissuer’s systems and controls enabling compliance with the rules of the MTF;
iii. the adequacy of an issuer’s working capital;

iv. the use of financial reporting standards, such as IFRS;

v. the maintenance of fair and orderly trading in an issuer’s securities; and

108 Tncluding round table discussions with market operators and trade associations representing SME issuers, and site visits to
liquidity providers in SME shares.
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vi. requirements for issuers carrying on specialist activities, such as mineral exploration.

24. Further, the systems of rules and arrangements through which such criteria are applied (referred
to, collectively, as the market’s ‘operating model’) differ significantly across markets.

Findings on the operating model of an SME-GM

25. ESMA considers that the investor protection objectives of the SME-GM regime could be met
through the application of a number of different operating models. For example, the investment
firm or market operator operating an SME-GM could make its own assessment of whether an is-
suer is able to demonstrate that it meets the relevant admission criteria. Alternatively, in line with
existing practices on a number of growth company markets, the rules of an SME-GM could require
this assessment to be made by a third party corporate finance adviser which the issuer appoints,
where the SME-GM operates an appropriate oversight regime for such advisers.

26. ESMA considers that MiFID should remain neutral as to the operating model of an SME-GM,
provided an NCA assesses it to be an effective way of applying the admission to trading require-
ments. In its view, any attempt to prescribe one or more acceptable operating models would re-
duce flexibility for SME-GMs to adopt the model best suited to issuers and investors in its particu-
lar jurisdiction. Furthermore, in the case that the SME-GM adopts the adviser model, ESMA con-
siders that the nature of the oversight regime for the advisers should be left to the discretion of the
venue.

Findings on the appropriate criteria for the initial and ongoing admission to trading

27. As an initial remark, ESMA considers that care should be taken in setting, at MiFID II level, re-
quirements for SME-GMs which go beyond the general obligations of an MTF (as they will be re-
flected in Title IT of MiFID II). ESMA notes that the existing regulatory environment has enabled a
wide range of SME-GMs to develop, albeit without a common framework or identity.

28. For example, certain SME-focused MTFs have chosen to elaborate, within their rules, upon the
particular steps necessary to meet the high level requirement for the maintenance of fair and or-
derly trading in an issuer’s securities'?9. Given the breadth and diversity of market practices, ES-
MA considers that the decision to elaborate in this way should rest with the market operator under
the supervision of its NCA. It is, however, appropriate to recognise that the fair and orderly trading
obligations owed by the operator of an MTF extend to its particular functions as an SME-GM,
where it is registered as such.

29. In addition, during ESMA’s fact finding process, a clear consensus emerged for the avoidance of
criteria that would supersede an issuer’s national legislation or regulatory requirements by impos-
ing one or more acceptable financial reporting standards. In particular, it was noted that the appli-
cation of IFRS would be a source of significant additional cost for some issuers. ESMA does not
therefore consider that such a requirement should be imposed.

109 Such elaboration can take the form of a requirement that the securities are freely transferrable (though often subject to certain
exceptions); a requirement that there is sufficient public distribution of the securities to allow the orderly interaction of supply and
demand (in some cases subject to a quantitative minimum free float such as 10%, or by requiring a minimum value for a capital
raising accompanying the admission); or a requirement for the issuer to have made satisfactory arrangements for the efficient
settlement of transactions (e.g. to allow the transfer of title to securities electronically). It may also be the case that some SME-GMs
would require issuers to appoint a liquidity provider.

243



~ esma

A

30. In reaching its findings, ESMA has focused on the particular features of SMEs and the associated

31.

32.

risks posed to investors. ESMA notes that investors in SMEs place significant reliance on the com-
petence and propriety of the individuals directing the affairs of the SME and trust that they will
give due regard to the interests of all shareholders. Further, in making a transition from private to
publicly-quoted issuer, many SMEs are likely to have their first experience of the disciplines of
such markets, particularly as regards matters such as the identification and timely dissemination
of price sensitive information. SME-GM issuers are also likely to operate less well established
businesses than issuers admitted to Regulated Markets, and may be more dependent on external
sources of finance while they develop their businesses towards profitability. In that context, ESMA
has considered a possible role for requirements which address:

i.  the appropriateness of an SME-GM issuer’s management and board to fulfil the responsibili-
ties of a publicly quoted company; and

ii. the appropriateness of an SME-GM issuer’s systems and controls in providing a reasonable
basis for it to comply with its continuing obligations under the rules of the market; and

iii. the adequacy of an issuer’s working capital.

ESMA has had regard to the treatment of issuers seeking admission to a Regulated Market, as a
benchmark against which to consider the appropriate requirements for SME-GM issuers in these
areas. As a general principle, a proportionate approach for SME-GMs should entail a set of stand-
ards which are not more burdensome than those for Regulated Markets. In that context, ESMA
notes:

i.  The Prospectus Directive does not foresee specific corporate governance requirements for is-
suers as a pre-condition to the admission of their financial instruments to Regulated Markets.
The Prospectus Directive requires an issuer to disclose whether or not it complies with its
country of incorporation’s corporate governance regime(s). In the event that the issuer does
not comply with such a regime, a statement to that effect must be included in the Prospectus
together with an explanation regarding why the issuer does not comply with such regime.

ii. MIFID does not require an issuer seeking admission to a Regulated Market to operate a pre-
scribed set of systems and controls.

iii. In specific cases the Prospectus Directive requires a statement by an issuer seeking admission
to a Regulated Market that, in its opinion, the working capital available to it will be sufficient
for its present requirements or, if it is not, how it proposes to provide the additional working
capital needed. Accordingly, where an issuer’s due diligence reveals that it may not have suffi-
cient working capital, it may still comply with the provisions of the Prospectus Directive pro-
vided it has a plan to address the shortfall and discloses this position to investors.

ESMA considers that an attempt to prescribe requirements in relation to corporate governance,
systems/controls or working capital at a MiFID II level would diminish the flexibility afforded to
market operators. Based on the evidence it has gathered, it appears that the optimal regulatory
approach for any given SME market in these areas will be particularly sensitive to local factors.
These factors have led existing markets which could be candidates for SME-GM registration to
implement a range of different approaches.
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Consequently, ESMA considers that it is inappropriate for MiFID II or its implementing measures
to prescribe detailed eligibility criteria in relation to an issuer’s corporate governance or frame-
work of systems/controls. In the particular case of working capital, ESMA considers that the fu-
ture Level 2 Regulation should align with the Prospectus Directive by taking a disclosure-based
approach. In other words, to ensure appropriate investor protection, whilst balancing the need to
create a proportionate regime for SME-GMs, ESMA considers it could be appropriate for an issuer
on an SME-GM to be subject to a requirement to make a working capital statement in its admis-
sion document, disclosing whether or not it possesses sufficient working capital (and if not how
additional capital would be provided). However, as an alternative option, the future Level 2 Regu-
lation could stay silent on the question of working capital and ESMA would be interested to re-
ceive views on the merits of a disclosure-based approach.

More generally, ESMA considers that a requirement adopted for the purpose of Article 33(3)(b) of
MiFID II, should oblige the operator of an SME-GM to satisfy its NCA that it sets and applies cri-
teria which are effective in ensuring that issuers are ‘appropriate’ for admission to an SME-GM. In
this way, an NCA will retain discretion to grant registration to MTFs exhibiting a broad range of
approaches; subject always to a requirement to refuse registration to an applicant whose approach
fails to provide a suitable filter against inappropriate companies, viewed holistically. Such a re-
quirement therefore strikes a balance between flexibility and the provision of proper protectionfor
investors.

ESMA also notes the existing rules of certain MTFs with a focus on SMEs make provision for
specialist types of issuers (for example, investment companies whose strategy is to invest in other
businesses/projects rather than to operate their own business, or to carry on specialist activities
such as mineral exploration), and/or for the admission to trading of financial instruments other
than shares. ESMA does not consider that MiFID II implementing measures should provide for
any additional responsibilities in such cases, but that it would be appropriate for an SME-GM to
consider the benefits of a tailored approach.

Draft technical advice

Draft advice on further specifying the requirement laid down in Article 33(3)(b) of MiFID II (ap-
propriate criteria for initial and on-going admission to trading of financial instruments of issuers
on the market)

10. A market operator or investment firm operating an SME growth market should apply a
regime which is effective in ensuring that issuers are appropriate for admission to the market.

11. An SME growth market should have an operating model which is appropriate for the perfor-
mance of its functions.

12. An SME growth market should not be required to have rules prescribing the use of IFRS.
13. An SME growth market should have rules which are consistent with the maintenance of fair
and orderly trading in compliance with the obligations owed by the operator of an MTF under

Article 18 of MiFID.

14. An SME growth market should consider whether it would be appropriate to apply tailored
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rules to issuers carrying on specialist activities, such as mineral exploration.

Q181.

Q182.

Q183.

Q184.

Q185.

Q186.

Q187.

ii.

iii.

Do you agree that an SME-GM should be able to operate under the models described
above, and that the choice of model should be left to the discretion of the operator
(under the supervision of its NCA)?

Do you agree that an SME-GM should establish and operate a regime which its NCA
has assessed to be effective in ensuring that its issuers are “appropriate”?

Do you agree with the factors to which a NCA should have regard when assessing if
an SME-GM'’s regulatory regime is effective?

Do you think that there should be an appropriateness test for an SME-GM issuer’s
management and board in order to confirm that they fulfil the responsibilities of a
publicly quoted company?

Do you think that there should be an appropriateness test for an SME-GM issuer’s
systems and controls in order to confirm that they provide a reasonable basis for it
to comply with its continuing obligations under the rules of the market?

Do you agree with i, ii or iii below?

An SME-GM issuer should be required to disclose whether or not it has sufficient
working capital and if not how it proposes to make up this shortfall.

An SME-GM issuer should be required to have sufficient working capital to meet its
needs for a minimum period.

The future Level 2 Regulation should remain silent on the adequacy of an issuer’s
working capital.

Are there any other criteria that should be set for the initial and on-going admission
of financial instruments of issuers to SME-GMs?

Background/Mandate

Extract from the Commission’s request for advice (imandate)

With respect to requirements enacted in Article 33(3)(b) to (g), ESMA is invited to provide technical
advice taking into account and ensuring consistency with other Union legislations.

Article 33(3)(¢) MiFID 11

on initial admission to trading of financial instruments on the market there is sufficient information
published to enable investors to make an informed judgment about whether or not to invest in the finan-
cial instruments, either an appropriate admission document or a prospectus if the requirements laid
down in Directive 2003/71/EC are applicable in respect of a public offer being made in conjunction with
the initial admission to trading of the financial instrument on the MTF;
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Analysis
Introduction

36. Under EU Regulation, an issuer seeking admission to an MTF is not required to produce a Pro-
spectus under the Prospectus Directive unless it is undertaking a public offer of securities in con-
nection with its application. However, in line with the responsibility of an MTF operator to
“..provide, or [be] satisfied that there is access to, sufficient publicly available information to en-
able its users to form an investment judgement...” under MiFID II, a majority of primary market
MTFs place minimum initial disclosure obligations on issuers, typically in the form of an ‘admis-
sion document’ or ‘information memorandum’, in circumstances where a Prospectus is not re-
quired.

37. Consistent with Article 33(3)(c) of MiFID II, an SME-GM issuer should be considered to meet its
initial disclosure obligations where it is required to publish a Prospectus.

38. However, in line with current practices, Article 33(3)(c) of MiFID II recognises that the initial
disclosure requirements should be deemed to have been fulfilled where an issuer publishes an
“appropriate admission document”. The Article envisages that an admission document should
contain “...sufficient information...to enable investors to make an informed judgment about
whether or not to invest in the instruments”. In that context, ESMA considers that the Delegated
Acts could elaborate upon Article 33(3)(c) of MiFID II by setting requirements for the content of
an admission document and any processes for its approval or review.

The content of an admission document

39. The regime established by the Prospectus Directive specifies, as a general principle, that a Pro-
spectus must contain “..all information which...is necessary to enable investors to make an in-
formed assessment of the assets and liabilities, financial position, profit and losses and prospects
of the issuer...”. Issuers must accordingly consider this general principle alongside the detailed
disclosure requirements mandated for a Prospectus.

40. In ESMA’s initial view, a similar general principle should govern the content of an SME-GM
admission document at MiFID II level, such that NCAs retain discretion to assess whether the
package of rules set by individual market operators achieve this outcome. The drafting of such a
principle should converge with the intent of MiFID II to ensure there is “..sufficient information
published to enable investors to make an informed judgment about whether or not to invest in
the instruments...”. It should accordingly be expressed in the following terms: the admission doc-
ument should, as a minimum, contain sufficient information for an investor to make an informed
assessment of the financial position and prospects of the issuer, and the rights attaching to its
SME-GM securities.

41. Existing primary market MTFs take different approaches to the initial disclosure of information by
issuers. Certain markets take a ‘top down’ approach, under which market rules specify categories
of disclosure required for a Prospectus that are dis-applied, or modified, for the purposes of an
admission document. Other markets take a ‘bottom up’ approach, under which the rules provide a
list of minimum information that must be included in the initial disclosure document.
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42. In ESMA’s initial view, it does not appear necessary to prefer the top down or bottom up approach
as a means of achieving the general principle set out above. ESMA notes that both approaches are
evident among the range of existing growth company markets.

43. Irrespective of whether a SME-GM were to take a top down or bottom up approach, ESMA has
considered the benefits and drawbacks of elaborating upon the general principle, at MiFID II level,
by specifying the detailed disclosures (or categories of disclosure) that would be necessary as a
minimum to constitute a MiFID II-compliant admission document.

44. For the purpose of this consideration, ESMA notes that the Prospectus regime has recently been
updated to incorporate, among other things, a proportionate disclosure regime for SMEs and
companies with reduced market capitalisation. That regime, set out in Annexes XXV to XXVIII of
Regulation 486/2012 (‘the proportionate schedules’), allows certain limited dispensations for
SMEs (for example, historical financial information is required only for the last two financial
years). The proportionate schedules could provide a starting point for the design of a set of mini-
mum disclosures for a SME-GM, further developing the general principle. If such a step were to be
taken at MiFID II level, further work would be needed to evaluate which elements of the propor-
tionate schedules would be appropriate for an admission document, noting in particular:

i.  asreflected in ESMA’s technical advicelt°, a cautious approach was taken to the proportionate
schedules given that the proportionate regime would still form part of the disclosure frame-
work for Regulated Markets. For example, market participants have previously noted that, on
a quantitative basis, further significant cost savings could be made by examining the need for
an operating and financial review and indebtedness statements;1t

ii. existing primary market MTFs which take a ‘top down’ approach go beyond the proportionate
schedules in dis-applying Prospectus requirements; and

iii. consistent with the drafting of Article 33(3)(c), an ‘appropriate admission document’ should
be differentiated to an appropriate extent from a Prospectus, while providing sufficient in-
formation to investors.

45. In ESMA’s view, the content of an admission document should, at MiFID II level, be governed by
the general principle only, to recognise the plurality of existing approaches. ESMA does not there-
fore believe that the further work referred to in the paragraph above is necessary, or that MiFID’s
implementing measures should attempt to prescribe detailed disclosure requirements. However,
ESMA would expect that, on a case by case basis, an NCA would consider whether the package of
initial disclosures required by the specific rules of an individual market were such as to achieve the
general principle, and to refuse registration to an operator whose approach was inconsistent with
the proper information of investors. ESMA invites views on whether, in principle, the detailed dis-
closures (or categories of disclosure) required for an SME-GM admission document should be
specified at MiFID II level, or alternatively (as ESMA believes) whether this should be left as a
matter for market operators under the supervision of their NCAs.

46. As noted above, ESMA considers, subject to the views of market participants on the available
options, that the admission document should contain a statement on the adequacy of the issuer’s

10 See the discussion set out at section VIILII of ESMA’s technical advice of 4th October 2011 (ESMA/2011/323).
1 See the Feedback Statement at section VII of the above technical advice.
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working capital, stating whether the issuer has sufficient working capital and, if not, how it pro-
poses to make up the shortfall.

Responsibility for an admission document

47. In the case of existing primary market MTFs, NCAs generally do not receive or approve admission
documents. In certain cases, the admission document’s compliance with market obligations forms
part of the due diligence responsibilities placed on an issuer’s professional adviser.

48. ESMA considers that the responsibility for ensuring that the information contained in an admis-
sion document is accurate should lie unequivocally with the issuer. Consequently, ESMA does not
consider it appropriate to require that an admission document is formally ‘approved’ (by an NCA
or market operator) with respect to the accuracy of the information it contains.

49. However, given that the initial admission document is likely to have a significant influence on
investment decisions, ESMA considers it may be appropriate for an SME-GM to make arrange-
ments for a draft admission document to be subject to an appropriate review, such as to ensure
that it adequately addresses each of the minimum disclosure requirements (in other words, that it
is complete). For the sake of clarity, ESMA does not believe that it should be necessary for the NCA
of an SME-GM to be involved in that review, and expects that the operating model of the SME-GM
would help determine the appropriate process (e.g. potentially forming part of the role of an issu-
er’s professional adviser, where an adviser-based model is present).

Draft technical advice

Draft advice on further specifying the requirement laid down in Article 33(3)(c) of MiFID IT
(appropriate criteria for the content of and responsibility for an admission document)

15. An issuer which seeks admission of its financial instruments to an SME growth market
should publish an appropriate admission document, or a prospectus that complies with
the requirements of the Prospectus Directive.

16. The admission document should, as a minimum, contain sufficient information for inves-
tors to make an informed assessment of the financial position and prospects of the issuer,
and the rights attaching to its SME growth market securities.

17. Provided that a Prospectus is not at any time required by the Prospectus Directive, the
rules set by the operator of an SME growth market governing the content of an admission
document should be permitted to take a ‘top down’ or ‘bottom up’ approach.

18. The admission document should contain a statement disclosing whether or not, in its
opinion, the issuer possesses sufficient working capital for its present requirements, and if
not how additional capital would be provided.

19. The responsibility for the admission document should lie with the issuer.
20. A market operator or investment firm operating an SME growth market should make

arrangements for a draft admission document to be subject to an appropriate review, con-
sistent with its operating model, such as to ensure that it adequately addresses each of the
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minimum disclosure requirements.

21. An admission document should be regarded as having been published where a publication
method that satisfies Article 33(3)(f) of MiFID II is followed. ESMA’s advice on the ac-
ceptable methods for the public dissemination of regulatory information under Article
33(3)(f) of MiFID II is set out a below.

Q188. Should the SME-GM regime apply a general principle that an admission document
should contain sufficient information for an investor to make an informed assess-
ment of the financial position and prospects of the issuer and the rights attaching to
its securities?

Q189. Do you agree that SME-GMs should be able to take either a ‘top down’ or a ‘bottom
up’ approach to their admission documents where a Prospectus is not required?

Q190. Do you think that MiFID II should specify the detailed disclosures, or categories of
disclosure, that the rules of a SME-GM would need to require, in order for admis-
sion documents prepared in accordance with those rules to comply with Article
33(3)(c) of MIiFID II? Or do you think this should be the responsibility of the indi-
vidual market, under the supervision of its NCA?

Q191. If you consider that detailed disclosure requirements should be set at a MiFID level,
which specific disclosures would be essential to the proper information of investors?
Which elements (if any) of the proportionate schedules set out in Regulation
486/2012 should be dis-applied or modified, in order for an admission document to
meet the objectives of the SME-GM framework (as long as there is no public offer
requiring that a Prospectus will be drafted under the rules of the Prospectus Di-
rective)?

Q192. Should the future Level 2 Regulation require an SME-GM to make arrangements for
an appropriate review of an admission document, designed to ensure that the in-
formation it contains is complete?

Background/Mandate

Extract from the Commission’s request for advice (imandate)

With respect to requirements enacted in Article 33(3)(b) to (g), ESMA is invited to provide technical
advice taking into account and ensuring consistency with other Union legislations.

Article 33(3)(d) MiFID II

there is appropriate ongoing periodic financial reporting by or on behalf of an issuer on the market, for
example audited annual reports;

Analysis
50. ESMA notes that requirements concerning appropriate on-going periodic financial reporting for

issuers on regulated markets are, at the European level, established by the Transparency Directive
(Directive 2004/109/EC as amended by Directive 2013/50/EU). Under the rules imposed by the
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Transparency Directive issuers on regulated markets are obliged to publish annual financial re-
ports (Article 4) and half-yearly financial reports (Article 5) (the obligation to publish interim
management statements was deleted in the recent review of the Directive).

51. ESMA also notes that the requirements in the Transparency Directive do not apply to issuers
whose instruments are traded on MTFs only, although some national legislators may have decided
to extend those requirements to MTFs. Therefore ESMA considers that on the one hand require-
ments applying to SME-GMs potentially should not be as onerous as the ones applying to regulat-
ed markets, while on the other hand, as the requirements applicable need to be of a standard “to
maintain high levels of investor protection to promote investor confidence in those markets”12,
therefore a middle ground should be found.

52. ESMA has looked at the rules applicable in existing markets which have a focus on issuers from
the SME segment. While the rules applying when it comes to the detail quite naturally differ sig-
nificantly, it seems that the majority of venues ask for the publication of annual and half-yearly re-
ports. Therefore ESMA is inclined to, as a minimum requirement through implementing measures
for issuers on SME-GMs, ask for the publication of annual and half-yearly reports. This would be
with the intention of establishing a minimum standard which appears to be the prevailing best
practice in existing markets. As to the content of financial reports, reference is made to the delib-
erations above in respect of financial reporting standards.

53. When it comes to establishing deadlines for publishing such reports, the Transparency Directive
requires issuers on regulated markets to make public their annual reports at the latest four months
after the end of each financial year and the half-yearly reports shall be made public at the latest
three months after the relevant period.

54. Another precedent for establishing deadlines can be found in Article 26a(2) of the Regulation
implementing the Prospectus Directive!'3 where the circumstances are determined when an issuer
admitted to an MTF can make use of a proportionate disclosure regime for rights issues. Accord-
ing to that provision issuers shall make public annual reports within six months after the end of
each financial year and half-yearly financial statements within four months after the end of the
first six months of each financial year. ESMA is considering if these more generous deadlines
could be suitable for issuers admitted on SME-GMs.

Draft technical advice

Draft advice on further specifying the requirement laid down in Article 33(3)(d) of MiFID II (ap-
propriate on-going periodic financial reporting)

22, Issuers on SME growth markets should publish annual and half-yearly reports.

23. Issuers should make public annual reports within six months after the end of each financial
year and half-yearly financial statements within four months after the end of the first six

u2 Cf, Article 33(8) MiFID.

13 COMMISSION DELEGATED REGULATION (EU) No 862/2012 of 4 June 2012 amending Regulation (EC) No 809/2004 as
regards information on the consent to use of the prospectus, information on underlying indexes and the requirement for a report
prepared by independent accountants or auditors.
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months of each financial year.

Q193. Do you agree with this initial assessment by ESMA?

Q194. In your view which reports should be included in the on-going periodic financial re-
porting by an issuer whose financial instruments are admitted to trading on an
SME-GM?

Q195. How and by which means should SME-GMs ensure that the reporting obligations are
fulfilled by the issuers?

Q196. Do you think that the more generous deadlines proposed for making reports public
above (in the Box above, paragraph 23) are suitable, or should the deadlines im-
posed under the rules of the Transparency Directive also apply to issuers on SME-
GMs?

Background/Mandate

Extract from the Commission’s request for advice (imandate)

With respect to requirements enacted in Article 33(3)(b) to (g), ESMA is invited to provide technical
advice taking into account and ensuring consistency with other Union legislations.

Article 33(3)(e) MiFID II

issuers on the market as defined in point (21) of Article 3(1) of Regulation (EU) No .../2014, persons
discharging managerial responsibilities as defined in point (25) of Article 3(1) of Regulation (EU) No
.../2014" and persons closely associated with them as defined in point (26) of Article 3(1) of Regulation
(EU) No .../2014." comply with relevant requirements applicable to them under Regulation (EU) No

.../2014;

Analysis

55-

56.

57

Consistent with the new Market Abuse Regulation (MAR), which extends the scope of the market
abuse framework to any financial instrument admitted to trading on an MTF or on an OTF, as far
as SME-GMs are concerned, Article 33(3)(e) of MIFID II states that issuers on an SME-GM and
persons discharging managerial responsibilities in the issuer and persons closely associated with
them shall comply with relevant requirements applicable to them under MAR.

Applying the new market abuse framework in an undifferentiated manner to all MTFs, including
SME-GMs, however, may impose a significant burden on issuers on those markets,. The scope and
size of the business of SME-GMs issuers is more restricted and the events giving rise to the need to
disclose inside information typically reflects this.

MAR does take the situation of SME issuers into account to an extent as SME-GM issuers can
disclose inside information in a modified and simplified market-specific way. Such inside infor-
mation may be published by the SME-GMs, on behalf of their issuers, in accordance with a stand-
ardised content and format to be defined by ESMA implementing technical standards. In particu-
lar, according to Article 17(9) of MAR, inside information relating to issuers of a financial instru-
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ment, whose financial instruments are admitted to trading on an SME-GM, may be posted by the
trading venue on its website instead of on the website of the issuer where the trading venue choos-
es to provide this facility for issuers on that market. In that event such issuer is deemed to have
fulfilled its obligation.

58. SME-GMs issuers are also exempt, under certain conditions, from the obligation to keep and
constantly update insiders’ lists. According to Article 18(6) of MAR, issuers of a financial instru-
ment whose financial instruments are admitted to trading on an SME-GM shall be exempt from
drawing up and regularly updating a list of all persons working for them, under a contract of em-
ployment or otherwise, who have access to inside information. However, if requested to do so by
the NCA as part of the exercise of its supervisory or investigatory functions, that issuer shall pro-
vide the NCA with such a list.

59. ESMA deems sufficient the aforementioned requirements that MAR intends to introduce specifi-
cally for issuers on SME-GMs and therefore does not propose establishing any additional or differ-
ent provisions or any additional relief for SME-GM issuers. On the contrary as far as potential
market abuse is concerned ESMA considers it necessary to have a consistent and ambitious regime
across all trading venues MiFID II envisages in order to have an adequate level of market integrity
and investor protection.

Draft technical advice

Draft advice on further specifying the requirement laid down in Article 33(3)(e) of MiFID II (Compli-
ance with MAR)

24. In the interests of consistent rules across all MiFID II trading venues, including SME growth
markets, and taking into account the importance of efficiently combating market abuse on
SME growth markets issuers on SME growth markets and persons discharging managerial re-
sponsibilities on behalf of the issuer as well as persons closely associated with them shall com-
ply with the same rules as established in MAR, except for those specific cases where MAR al-
ready grants additional relief to SME growth market issuers.

Q197. Do you agree with this assessment that the MiFID II framework should not impose
any additional requirements/additional relief to those envisaged by MAR?

Background/Mandate

Extract from the Commission’s request for advice (imandate)

With respect to requirements enacted in Article 33(3)(b) to (g), ESMA is invited to provide technical
advice taking into account and ensuring consistency with other Union legislations.

Article 33(3)(f) MiFID II

regulatory information concerning the issuers on the market is stored and disseminated to the public;
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Analysis

60. Once more the Transparency Directive is the benchmark for issuers whose instruments are admit-
ted to trading on a regulated market. It specifies that regulated information which comprises all
information as established in the Transparency Directive plus information to be disclosed under
MAD I has to be disclosed in a manner ensuring fast access to the information and it has to be
made available to the officially appointed storage mechanism.

61. ESMA considers that the rules on dissemination and storage under the Transparency Directive
would be burdensome for issuers on SME-GMs and therefore a different approach needs to be
adopted.

62. Having conducted a fact finding regarding existing markets and having had discussions with
market operators and SME issuers ESMA considers that the primary means for publishing and al-
so disseminating information should be the internet.

63. The pre-dominant current market practice appears to be that information needs to be published
either on the website of the issuer, the website of the market or both. ESMA also notes that MAR
(Article 17(9)) stipulates that inside information specifically can be posted on the website of the
trading venue.

64. Therefore ESMA is considering as one option establishing as a minimum requirement for SME-
GMs that regulatory information, where permitted under MAR, can be published on the website of
either the issuer or the market operator, which should also be considered as dissemination for the
purposes of this provision.

65. The alternative option ESMA is considering is that all regulatory information should always be
published on the website of the market operator in order to use the market website as a natural
point of convergence of information for investors on SME-GMs.

66. As far as the storage of information is concerned the ESMA fact-finding revealed that the require-
ments applicable in the existing markets mostly refer to a certain period of availability of the in-
formation on the website of the issuer.

67. Therefore ESMA is considering establishing as a minimum requirement that the information
published and disseminated shall be available on the website of the issuer or the market operator
— whichever has been used for publication — for a period of at least five years in order to provide
investors with a sufficiently long history of published regulatory information. Alternatively ESMA
is considering shortening this period to three years.

Draft technical advice

Draft advice on further specifying the requirement laid down in Article 33(3)(f) of MiFID II (storage
and public dissemination of regulatory information concerning the issuers on the market)

25. If so permitted under MAR, SME growth market issuers can publish regulatory information
on the website of either the issuer or the market operator.

26. Such publication should also be considered as dissemination for the purposes of this provi-
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27.

28.

sion.

The alternative option would be that all regulatory information should always be published on
the website of the market operator in order to use the market website as a natural point of
convergence of information for investors.

The information published and disseminated should be available on the website of the issuer
or the market operator — whichever has been used for publication — for a period of at least
five years.

Q198.

Q199.

Q=200.

What is your view on the possible requirements for the dissemination and storage of
information?

How and by which means should trading venues ensure that the dissemination and
storage requirements are fulfilled by the issuers and which of the options described
above do you prefer?

How long should the information be stored from your point of view? Do you agree
with the proposed period of 5 years or would you prefer a different one (e.g., 3

years)?

Background/Mandate

Extract from the Commission’s request for advice (mandate)

With respect to requirements enacted in Article 33(3)(b) to (g), ESMA is invited to provide technical

advice taking into account and ensuring consistency with other Union legislations.

Article 33(3)(g), MiFID II

there are effective systems and controls aiming to prevent and detect market abuse on that market as

required under the Regulation (EU) No .../2014.

Analysis

68.

69.

70.

MAR aims to ensure a level playing field among all trading venues and facilities within its scope by
requiring them to adopt the necessary structural provisions aimed at preventing and detecting
market manipulation practices.

According to Article 16 of MAR, any person who operates the business of a trading venue shall
adopt and maintain effective arrangements and procedures (in accordance with Article 31 of Mi-
FID II concerning MTFs and OTFs, and with Article 54 concerning RMs) aimed at preventing and
detecting market abuse.

In addition to this, Article 16 MAR states that any person professionally arranging or executing
transactions in financial instruments shall have systems in place to detect and report orders and
transactions that might constitute insider dealing, market manipulation or an attempt to engage in
market manipulation or insider dealing. If that person reasonably suspects that an order or trans-
action in any financial instrument, whether placed or executed on or outside a trading venue,
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might constitute insider dealing, market manipulation or an attempt to engage in market manipu-
lation or insider dealing, the person shall notify the NCA without delay.

71. Inline with MAR, Article 33(3)(g) of MIFID II states that SME-GMs should have effective systems
and controls aimed at preventing and detecting market abuse.

72. ESMA considers the aforementioned requirements envisaged by MAR to be adequate for the
objectives to be pursued. In the interests of consistency and an adequate level of market integrity
and investor protection no additional specifications at the MiFID level should be implemented for
SME-GMs.

Draft technical advice

Draft advice on further specifying the requirement laid down in Article 33(3)(g) of MiFID II (sys-
tems and controls aimed at preventing and detecting market abuse)

29. In order to maintain an adequate level of consistency of rules applying across all MiFID II
trading venues no additional specifications to the rules laid down in MAR and MiFID II for
MTFs should be implemented specifically for SME growth markets.

Q201. Do you agree with this assessment that the MiFID II framework should not impose
any additional requirements to those presented in MAR?
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6.2. Suspension and removal of financial instruments from trading
Background/Mandate

Extract from the Commission’s request for advice (imandate)

ESMA is invited to provide technical advice on a non-exhaustive list of situations constituting significant
damage to the investors' interests and the orderly functioning of the market which could be the basis of a
decision not to follow a suspension or remouval notification.

Article 52(2) MiFID II (the provision in Article 32(2) MiFID II is worded similarly)

The competent authority, in whose jurisdiction the suspension or removal originated, shall require that
other regulated markets, MTFs, OTFs and systematic internalisers, which fall under its jurisdiction and
trade the same financial instrument or derivatives as referred to in points (4) to (10) of Section C of
Annex I to this Directive that relate or are referenced to that financial instrument, also suspend or re-
move that financial instrument or derivatives from trading, where the suspension or removal is due to
suspected market abuse, a take-over bid or the non-disclosure of inside information about the issuer or
financial instrument infringing Articles 7 and 17 of Regulation (EU) No. .../2014 except where such
suspension or removal could cause significant damage to the investors' interests or the orderly function-
ing of the market.

Analysis
Introduction

1.  The aim of this Delegated Act is to specify the circumstances constituting significant damage to
investors’ interests or the orderly functioning of the market, which could then be the basis of a de-
cision not to follow a suspension or removal notification.

2. ESMA is of the view that financial stability is a key component of orderly functioning of markets
and vice versa. Article 52(1) of MiFID II empowers a Market Operator (MO) to suspend or remove
from trading financial instruments which no longer comply with the rules of the regulated market,
unless such a step would be likely to cause significant damage to investors’ interests or the orderly
functioning of the market.

3. Article 32 of MiFID II applies the same rules as outlined above where the operator of an MTF or
OTF suspends or removes a financial instrument and/or related derivatives from trading. All the
explanations and statements in this section in respect of Article 52 of MiFID II shall be read as ap-
plying to Article 32 of MiFID II as well.

4. According to Article 52(2)(2) of MiFID II the NCA in whose jurisdiction the suspension or removal
originated has to decide whether one of the three reasons to start the EU-wide suspension process
(suspected market abuse, a take-over bid or the non-disclosure of inside information about the is-
suer or financial instrument in breach of Article 7 and 17 MAR) is given. If the NCA comes to the
conclusion that none of the three reasons apply the NCA is not required to expand the suspension
or removal and to communicate its decision to ESMA and the NCAs of the other Member States.

5. Inthe event of a suspension by an MO, Article 52(2) of MiFID II details the process that must then
be followed:
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i.  The MO suspends the derivatives where this is necessary to support the objectives of the sus-
pension or removal of the underlying financial instrument.

ii. The MO makes public its decision to suspend the financial instrument and any related deriv-
atives and communicates relevant information to its relevant NCA.

iii. If the NCA comes to the conclusion that the suspension is due to suspected market abuse, a
take-over bid or non-disclosure of inside information about the issuer or financial instru-
ment in breach of Articles 7 and 17 MAR, the NCA orders suspension of the financial instru-
ment and any related derivatives on other RMs, MTFs, OTFs and SIs in its jurisdiction trad-
ing the suspended instruments or any related derivatives, unless this could cause significant
damage to investors’ interests or the orderly functioning of the market.

iv. This NCA makes public such a suspension decision and communicates it to ESMA and other
NCAs (‘notified NCAs’) including an explanation if the decision was not to follow the suspen-
sion.

v. The notified NCAs order suspension of trading on other RMs, MTFs, OTFs and SIs in their
jurisdictions trading the suspended instruments or any related derivatives, unless this could
cause significant damage to investors’ interests or the orderly functioning of the market in
the notified NCAs jurisdiction.

vi. The notified NCAs communicate their decision on whether to follow the suspension to ESMA
and other NCAs, including an explanation if the decision was not to follow the suspension.

6. The process detailed above also applies — in general - in the case of removal of a financial instru-
ment from trading and when a suspension is lifted, whereas a removal decision by the originating
NCA does not necessarily lead to mandatory removal by the notified CA(s) but could lead to a
‘suspension’ as well.

7. Article 52(2) of MiFID II also stipulates that the above notification process applies in the case
where the decision to suspend or remove a financial instrument from trading is taken by the NCA
pursuant to Article 69(1) of MiFID II.

Implementing Measures Envisaged in MiFID I

8. Article 52 of MiFID II contains three empowerments for implementing measures in Level 2. The
first one in Article 52(3) of MiFID II requires ESMA to develop implementing technical standards
to determine the format and timing of all the communications and publications that are the object
of a separate consultation process. The second one requires ESMA to specify such derivatives suf-
ficiently related to the initially suspended instrument which should also be suspended. Such
standards are discussed in the ESMA DP on technical standards.

9. The third empowerment in Article 52(4) of MiFID II empowers the Commission to adopt delegat-
ed acts in order to specify a list of circumstances constituting significant damage to investors’ in-
terests and the orderly functioning of the market which could then be the basis of a decision not to
follow a suspension or removal notification.

10. Article 32 of MiFID II contains a parallel set of empowerments for MTFs and OTFs. Therefore all
the proposals should be read as applying to regulated markets, MTFs and OTFs.
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Exceptional circumstances constituting damage to the investors’ interest or to the orderly function-
ing of the market

11. A suspension or removal is mandatory for the originating and notified NCAs where the suspen-
sion/removal is due to suspected market abuse, a take-over bid or non-disclosure of inside infor-
mation about the issuer or financial instrument in breach of Articles 7 and 17 MAR.

12. As mentioned above, originating and notified MOs and NCAs may only abstain from the decision
to remove or suspend a financial instrument from trading in cases where this would be likely to or
could cause significant damage to the investors’ interest or the orderly functioning of the markets.
According to Articles 32(4) and 52(4) of MiFID II, the Commission shall be empowered to adopt
delegated acts to specify the list of circumstances constituting significant damage to the investors'
interests and the orderly functioning of the market referred to in Articles 52(1) and (2) and Arti-
cles 32(1) and (2) of MiFID II.

13. Convergence in the understanding of this exception will help to ensure that market participants in
a Member State where trading in financial instruments has been suspended or financial instru-
ments have been removed are not disadvantaged in comparison to another Member State, where
trading is still on-going. However, ESMA recognises that a rigid ex ante list of situations meeting
the exception would fail to allow for all the factors which could be relevant to determinations in
individual cases. In addition, ESMA, upon consulting the legislative material from the trilogues
and the way the legislative text has developed, considers that setting-up a non-exhaustive list was
intended by the European co-legislators.

14. Therefore, ESMA considers that the optimum approach would be to set up a non-exhaustive list of
situations which satisfy the criteria, to act as a framework for the exercise of judgement by NCAs.

15. The number of cases since the application of MiFID I where a notified NCA has not followed the
suspension by an originating NCA has been extremely limited even though ESMA acknowledges
that that number could go up due to the emergence of OTFs and due to the new legal framework in
MiFID II where suspensions and removals need to be followed by notified NCAs regardless of the
type of trading venue where the suspension originates.. On balance, not following suspensions
does not seem to be a major regulatory concern and setting-up a non-exhaustive list of examples
leaving a necessary degree of flexibility seems to suffice in order to attain a satisfactory degree of
harmonisation in this area.

16. ESMA considers that the examples constituting the non-exhaustive list with the exception of the
rather technical reason not to follow a suspension in paragraph 4(i) to be of a severe nature with
potentially grave consequences for particular market participants, such as the shareholders of an
issuer, or for the market as a whole. This underlines that not to follow a suspension requires the
risks posed to investors’ interests or the market to be significant and any situation not covered by
the examples listed would need to be just as severe.

17. When determining if an exception applies, an NCA’s assessment should focus specifically on
whether a similar action in its jurisdiction would be likely to or could cause significant damage to
the investors’ interest or the orderly functioning of the markets. The costs or risks posed to mar-
kets, and to their market participants, are likely to be more significant where those markets are
more relevant in terms of liquidity (and therefore may be relied upon to a greater extent for trad-
ing and price formation purposes) than the market in which the initial decision was made. The re-
sult of the assessment must ensure that the level playing field between markets is not affected.
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In addition, actions with a sustained or lasting impact on the ability of investors to trade a finan-
cial instrument on trading venues, such as removals, are likely to have a greater impact on inves-
tors than other actions.

Also ESMA considers that the knock-on effects of a suspension or removal on derivatives, indices
or benchmarks for which the removed or suspended instrument serves as an underlying or con-
stituent should be taken into consideration as well as the effects of a suspension on the interests of
market end users from the real economy, such as entities trading in financial instruments to hedge
commercial risks.

ESMA accordingly considers that an NCA should pay due regard to all factors relevant to a suitably
comprehensive assessment of potential market impacts, such as those set out above, when consid-
ering if significant damage could arise in any particular case.

Draft technical advice

Draft advice on the specification of a list of circumstances constituting significant damage to inves-
tors’ interests and the orderly functioning of the market, which could then be the basis of a decision
not to follow a suspension or removal notification — Articles 52(4) and 32(4) of MiFID II.

1.

The optimum approach for further specifying when a suspension or a removal from trading of
a financial instrument which is traded in several countries, is likely to cause significant dam-
ages to the investor’s interest or to the orderly functioning of the market would be to set up a
non-exhaustive list of situations, to act as a framework for the assessment to be made by the
NCAs.

A non-exhaustive list will impose the necessary level of convergence, while at the same time
enabling notified NCAs to take into account potential new cases which cannot be foreseen
from the outset and offer a degree of flexibility necessary in dynamic market circumstances.

The exceptions apply, in general terms, if following the suspension or removal would cause
significant damage to the investors’ interests, or the orderly functioning of the markets in the
notified jurisdiction.

The following circumstances could in ESMA’s view cause such significant damage to inves-
tors’ interests and the orderly functioning of the market:

i.  the reason for the suspension was momentary and has elapsed when the relevant notifica-
tion would be acted upon;

ii. the same set of circumstances does not exist in the notified jurisdiction (such as where in-
side information about an issuer whose instruments are traded on a MTF or OTF has been
properly disclosed in the notified jurisdiction or where the structure of a takeover or other
corporate transaction has been fully disclosed to investors in the notified jurisdiction);

iii. following the suspension would create a systemic risk undermining financial stability (such
as where the need exists to unwind a dominant market position, or where settlement obliga-
tions would not be met in a significant volume);
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iv.

An NCA deciding not to follow on a suspension or removal basing the decision on circum-
stances not covered by the non-exhaustive list in the paragraph above should make sure that
the damage to investors’ interests or the orderly functioning of the market is at least as severe
as in the situations listed in the paragraph above.

For determining whether a suspension or a removal would be likely to cause significant
damage to the investors’ interest or the orderly functioning of the markets in any particular
case, NCAs should consider all relevant factors, including;:

ii.

iii.

iv.

These principles should also be taken into consideration whenever an NCA decides not to
follow on a suspension or removal basing the decision on circumstances not listed above.

where the continuation of trading on the market is necessary to perform critical post-trade
risk management functions when there is a need for the liquidation of financial instruments
due to the default of a clearing member under the default procedures of a CCP and a CCP
would be exposed to unacceptable risks as a result of an inability to calculate margin re-
quirements; and

the financial viability of the issuer would be threatened (such as where it is involved in a
corporate transaction or capital raising).

The relevance of the market in terms of liquidity, as the consequences of the actions are like-
ly to be more significant where those markets are more relevant in terms of liquidity (and
therefore may be relied upon to a greater extent for trading and price formation purposes)
than in other markets.

The nature of the envisaged action, as actions with a sustained or lasting impact on the abil-
ity of investors to trade a financial instrument on trading venues, such as removals, are like-
ly to have a greater impact on investors than other actions.

The knock-on effects of a suspension or removal of sufficiently related derivatives, indices or
benchmarks for which the removed or suspended instrument serves as an underlying or
constituent.

The effects of a suspension on the interests of market end users who are not financial coun-
terparties, such as entities trading in financial instruments to hedge commercial risks.

Q202.

Q203.

Q204.

Do you agree that an approach based on a non-exhaustive list of examples provides
an appropriate balance between facilitating a consistent application of the excep-
tion, while allowing appropriate judgements to be made on a case by case basis?

Do you agree that NCAs would also need to consider the criteria described in para-
graph 6 iii and iv, when making an assessment of relevant costs or risks?

Which specific circumstances would you include in the list? Do you agree with the
proposed examples?
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6.3. Substantial importance of a trading venue in a host Member State
Background/Mandate

Extract from the Commission’s request for advice (imandate)

ESMA is invited to provide advice on how to establish the criteria under which the operations of a trad-
ing venue in a host Member State could be considered as being of substantial importance for the func-
tioning of the securities markets and the protection of the investors in that host Member State in order to
determine under which circumstances proportionate cooperation arrangements are required to be put in
place between the respective Member States in accordance with Article 79(2) of the Directive. These
criteria should take into account the nature and scale of the impact on the securities markets and the
investor protection in the other Member State. ESMA should take account of the criteria set out in Article
17 of the Commission Regulation (EC) No 1287/2006, taking into account any need to develop these
standards in light of market and technological developments.

Article 79(2), MiFID II

When, taking into account the situation of the securities markets in the host Member State, the opera-
tions of a trading venue that has established arrangements in a host Member State have become of
substantial importance for the functioning of the securities markets and the protection of the investors in
that host Member State, the home and host competent authorities of the trading venue shall establish
proportionate cooperation arrangements.

Analysis

1. Article 79(2) of MiFID II requires home and host NCAs to establish proportionate cooperation
arrangements if a trading venue that has established arrangements in a host Member State has be-
come of substantial importance for the functioning of the securities markets and the protection of
investors in that host Member State.

2. Article 79(8) of MiFID II empowers the Commission to adopt delegated acts establishing the
criteria under which a trading venue in a host Member State could be considered to be of such
substantial importance. Furthermore, that provision requires ESMA to develop draft implement-
ing technical standards to establish standard forms, templates and procedures for cooperation be-
tween NCAs.

3. Article 56 of MiFID I already encompassed a similar set of provisions (rule in paragraph 2, em-
powerment for implementing measures in paragraph 5) which was applicable to regulated markets
only. Article 16 of Regulation (EC) No 1287/2006 specified the following criteria for determining
the substantial importance of a regulated market in a host Member State:

Article 16 (Article 56(2) of MiFID I) Determination of the substantial importance of a regu-
lated market's operations in a host Member State

The operations of a regulated market in a host Member State shall be considered to be of substantial

importance for the functioning of the securities markets and the protection of investors in that host State
where one of the following criteria is met:
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(a) the host Member State has formerly been the home Member State of the regulated market in ques-
tion;

(b) the regulated market in question has acquired through merger, takeover, or any other form of trans-
fer the business of a regulated market which had its registered office or head office in the host Member
State.

4. A fact-finding exercise among NCAs revealed that the supervisory experience with applying Article
16 of Regulation (EC) 1287/2006 is very limited indeed. A majority of NCAs considered the crite-
ria set by Article 16 of Regulation (EC) 1287/2006 as still appropriate and did not see a need for
changing them for regulated markets.

5. As a result any move or acquisition of a regulated market triggers the right of the host Member
State to benefit from proportionate cooperation arrangements automatically based on the assump-
tion that due to the important functions regulated markets serve for capital markets any change in
their status will always be a sensitive issue for the then host Member State which will want to re-

main closely involved and kept up-to-date regarding the future development of the regulated mar-
ket.

6. For MTFs and OTFs, ESMA considers it important that not any move or acquisition of an econom-
ically insignificant MTF or OTF automatically triggers the establishment of the cooperation ar-
rangements envisaged in Article 79(2) of MiFID II.

7. Therefore ESMA proposes a test requiring the MTF or OTF to have a market share of at least 10%
of trading in terms of total turnover in monetary terms in on-venue trading in the host Member
State in at least one asset class subject to MiFIR transparency obligations at the time of the move
or acquisition of the MTF or OTF. This test should ensure that only markets with a significant eco-
nomic importance in asset classes which MiFIR considers important enough for the orderly func-
tioning of markets to put them under a wide ranging set of transparency requirements.

8. In addition, an MTF registered as an SME-GM shall be deemed to be of substantial importance.
The intention of the SME-GM concept is to help SME financing and SMEs traded on such Growth
Markets will tend to be almost exclusively issuers based in the host Member State. Given that
SMEs are the backbone of many European economies and that facilitating their access to capital
markets is a major concern for most Member States ESMA considers it as justified to also let host
Member States benefit from the Article 79(2) of MiFID II proportionate cooperation arrangements
in the case of an SME-GM moving or being acquired.

Draft technical advice

Draft advice on measures to establish the criteria under which the operations of a trading venue in
a host Member State could be considered as being of substantial importance for the functioning of
the securities markets and the protection of the investors in that host Member State.

1. The criteria for determining when the operations of a regulated market become of substantial
importance in a host Member State in Article 16 of Regulation (EC) 1287/2006 are still rele-
vant and should be maintained.

2. Those criteria should also be applied in the cases of MTFs and OTFs following the application
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of MIiFID II, however, for MTFs and OTFs there should be an additional test in order to en-
sure that the cooperation arrangements envisaged by Article 79(2) of MiFID II are not auto-
matically triggered in the case of small and therefore economically not highly significant
MTFs and OTFs.

3. Therefore a trading venue should be deemed to be of substantial importance for the function-
ing of the securities markets and the protection of investors in a host Member State in one of
the two following cases:

i.  the host Member State used to be the home Member State of the trading venue in ques-
tion; and

ii. the trading venue in question has acquired through a merger, a takeover or any other
form of transfer of the whole or part of the business of a trading venue which was previ-
ously operated by a market operator or investment firm registered in the host Member
State.

4. Ifthe trading venue subject to one of the cases described in paragraph 3 is an MTF or an OTF,
it should only be deemed to be of substantial importance if at least one of the following crite-

ria apply:

i.  before one of the cases described in the paragraph above occurred it had a market share
of at least 10% of trading in terms of total turnover in monetary terms in on-venue trading
and systematic internaliser trading in the host Member State in at least one asset class
subject to MiFIR transparency obligations; and

ii.  itis registered as an SME growth market.

Q205. Do you consider that the criteria established by Article 16 of MiFID Implementing
Regulation remain appropriate for regulated markets?

Q206. Do you agree with the additional criteria for establishing the substantial importance
in the cases of MTFs and OTFs?
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6.4. Monitoring of compliance — information requirements for trading
venues

Background/Mandate

Extract from the Commission’s request for advice (mandate)

ESMA is invited to provide its technical advice on a non-exhaustive list of circumstances that would
trigger the information requirement referred to in Articles 31(2) and 54(2).

Article 54(2) MiFID II (Article 31(2) MiFID II is worded similarly)

Member States shall require the market operators of the regulated markets to immediately inform their
competent authorities of significant infringements of their rules or disorderly trading conditions or
conduct that may indicate behaviour that is prohibited under Regulation (EU) No .../2014 or system
disruptions in relation to a financial instrument.

The competent authorities of the regulated markets shall communicate to ESMA and to the competent
authorities of the other Member States the information referred to in the first subparagraph.

1. According to Article 54(2) of MiFID II, Member States shall require the market operators of the
regulated markets to immediately inform their NCAs of significant infringements of their rules or
disorderly trading conditions or conduct that may indicate abusive behaviour that is prohibited
under MAR or system disruptions in relation to a financial instrument. The same requirement ap-
plies to MTFs and OTFs (Article 31(2) of MiFID II).

2. A similar provision can already be found in Article 43(2) of MiFID I which states that Member
States shall require the operators of the regulated markets to report significant breaches of their
rules or disorderly trading conditions or conduct that may involve market abuse to the NCA of the
regulated market.

3.  Whereas MiFID I neither specified the circumstances which trigger the information requirement
nor included a corresponding empowerment of the Commission to adopt implementing measures,
the Commission is now — pursuant to Articles 31(4) and 54(4) of MiFID II — empowered to adopt
delegated acts for further clarification.

4. The following proposals have been developed by working groups of the Secondary Markets Stand-
ing Committee (SMSC) and the Market Integrity Standing Committee (MISC) of ESMA. The anal-
ysis and technical advice under the following Section covering the issues “significant infringe-
ments of rules”, “disorderly trading conditions” and “system disruptions” have been discussed
with the SMSC working group, whereas the analysis and technical advice on “conduct that may in-
dicate abusive behaviour that is prohibited under MAR” under the next section have been dis-
cussed by the MISC working group.

Analysis

5. The information requirements under Articles 54(2) and 31(2) of MiFID II shall ensure that NCAs
can fulfil their regulatory tasks and are informed in a timely manner about relevant incidents
which may have a negative impact on the functioning and integrity of the markets. NCAs shall be
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provided with the necessary information to identify and assess risks for the markets and their par-
ticipants as well as to react efficiently and to take action if necessary.

6. In general, ESMA considers that it would not be appropriate to set up an exhaustive list of circum-
stances, but to outline the rationale of this information requirement and to give some examples in
which this information requirement should be assumed in order to give market operators a guide-
line regarding supervisory expectations. In this context ESMA considers, as a general principle, it
to be prudent for market operators to consult with their NCAs on a regular basis on the NCAs’ ex-
pectations of what should be reported.

Significant infringements of rules

7. Pursuant to Articles 54(2) and 31(2) of MiFID II the information requirement is triggered when
trading venues observe significant infringements of their rules. In ESMA’s view the term rule
should be understood in a broad sense and should comprise all rules, rulings, orders as well as
general terms and conditions of contractual agreements between the trading venue and its partici-
pants which contain the conditions for trading and admission to the trading venue.

8. As the information requirement is only triggered in cases of significant infringements, not all
infringements would have to be reported, but only those which are of significant importance from
the perspective of the NCAs. The essential question in this regard is to what extent the orderly
functioning and integrity of the trading venue are impaired and whether significant interests of
other market participants could seriously be affected.

9. In ESMA’s view an infringement should be considered significant if the underlying rule aims to
protect the market integrity, the orderly functioning of the market or the ability of market partici-
pants to interact on a fair and properly informed basis, for example: infringements may concern
the rules for the admission to trading of financial instruments on the market or rules, if given,
governing the ongoing periodic reporting of financial information which are essential for investors
to make an informed investment decision. As market makers and liquidity providers can play an
essential role in facilitating and supporting the trading in certain instruments on a trading venue,
market integrity may also be concerned if those persons do not comply, on a regular or sustained
basis, with their obligations to provide liquidity into the market. Infringements of the venue’s rules
designed to safeguard against the potential risks posed by algorithmic trading and direct electronic
access (DEA) including Sponsored Access (SA) should also be considered significant. It is also rel-
evant, for the assessment of ‘significant’, to consider whether a rule has been infringed on an inci-
dental manner, continuously or intentionally.

10. Where a trading venue considers that an infringement is of sufficient severity or impact to justify
consideration of disciplinary action, it should generally inform its NCA.

Disorderly trading conditions

11.  Under MiFID II, trading venues are required to have rules and procedures that provide for fair
and orderly trading. However, in certain circumstances, the proper functioning of the trading pro-
tocols and/or transparency arrangements facilitating such fair and orderly trading can break
down, leading to potentially disorderly trading conditions.

12. In ESMA's view, such disorderly trading conditions would exist in all cases where the ability for
supply and demand to interact in an orderly way in a venues' systems, according to its transparent
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rules and procedures, is seriously compromised: this could be a result of difficulties with the venue
operator's own systems or controls, such as the performance of its trading platform, or issues re-
sulting from the behaviour of market participants on the venue. ESMA notes that irrespective of
the cause of the incident, the trading venue will need to make a notification if disorderly trading
conditions occur.

13. Notification should only be required in cases of significant events which have the potential to
jeopardise the role and function of trading venues as part of the financial market infrastructure.
This is, for example, the case when the capacities of the trading systems are reached or exceeded,
or it is otherwise unable to receive and process orders/quotes in a timely way in accordance with
its rules and pre-trade risk controls, leading to interference with the price discovery process over a
significant period of time. In these cases the continuity and regularity of the performance of the
trading venue may no longer be ensured and the need for further action may arise. An extraordi-
nary decline in the price of a financial instrument does not, as such, automatically indicate the ex-
istence of disorderly trading conditions (for example, where it can be explained as a reaction to
price sensitive information). Another reason for concern could be repeated claims of mis-trades by
market makers as these raise the question of whether the venues are organised appropriately to
fulfil their obligation to provide the market with liquidity on a continuous and reliable basis.

14. ESMA would like to emphasise that the proposed implementing measures under Article 48 of
MiFID II also make reference to disorderly trading conditions. In that section of the ESMA DP
they are defined as referring to a market where the maintenance of a fair, orderly and transparent
execution of trades is compromised. The way the MiFID II system is set-up to work is that under
Article 48 of MiFID II organisational measures are designed to prevent disorderly trading condi-
tions. Should they occur nonetheless trading venues have to inform NCAs under Articles 31 and 54
of MIiFID II. Therefore such an information obligation is triggered if critical mechanisms in the
context of Article 48 of MiFID II which are designed to protect the trading venue against the risks
of algorithmic trading break down or fail.

System disruptions

15. Furthermore trading venues are required to immediately inform their NCAs of system disruptions.
Whereas the disorderly trading conditions as described above primarily comprises circumstances
in which the trading functionality is concerned, systems disruptions should not be narrowly read
and limited to disruptive incidents which lead to a trading interruption as such but should also in-
clude situations in which major malfunctions of systems occur which are directly related with the
trading.

16. The information requirement should furthermore be triggered if a major malfunction or break-
down of the systems to monitor and control the trading activities of the market participants occur,
such as the systems of the trading surveillance to monitor and prevent market abuse as well as the
systems applied for position management controls with regard to the commodity derivatives trad-
ing on a trading venue.

17. As the market relies and depends on the pre- and post-trade transparency data and other relevant
data published by trading venues in accordance with their obligations under MiFID II and MiFIR,
system disruptions should furthermore be assumed if trading venues encounter major malfunc-
tions or breakdowns of their systems to publish and disseminate such market data.
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18. As trading venues are required to have arrangements to facilitate the efficient and timely finalisa-
tion of the transactions executed under their systems, such venues should also be required to in-
form their NCA about major malfunctions and breakdowns of their links with CCPs and CSDs that
provide clearing/settlement services to their participants, if these incidents have a repercussion on
the trading system of the trading venue.

Draft technical advice

Draft technical advice to determine circumstances that trigger the requirement of operators of trading
venues under Article 54(2) and 31(2) of MiFID II to immediately inform its NCA of significant infringe-
ments of their rules or disorderly trading conditions or system disruptions in relation to a financial
instrument.

1. The information requirements shall ensure that NCAs can fulfil their regulatory tasks and are
informed in a timely manner about relevant incidents which may have a negative impact on the
functioning and integrity of the markets. NCAs shall be provided with the necessary information to
identify and assess risks for the markets and their participants as well as to react efficiently and to
take action if necessary.

2. Notification should only be required in cases of significant events which have the potential to
jeopardise the role and function of trading venues as part of the financial market infrastructure.

3. ESMA considers that it would not be appropriate to set up an exhaustive list of circumstances, but
to give some examples in which this information requirement should be assumed in order to give
market operators a guideline regarding supervisory expectations. In this context ESMA considers,
as a general principle, it to be prudent for market operators to consult with their NCAs on a regu-
lar basis on the NCAs’ expectations of what should be reported.

Annex
Significant Infringements of the Rules of a Trading Venue

1. Significant infringements triggering an information requirement should be assumed if:
i.  market participants infringe rules of the trading venue which aim to protect the market in-
tegrity, the orderly functioning of the market or the significant interests of the other market

participants; and

ii. a trading venue considers that an infringement is of sufficient severity or impact to justify
consideration of disciplinary action.

Disorderly Trading Conditions
2. Disorderly trading conditions triggering an information requirement should be assumed if:
i.  the price discovery process is interfered with over a significant period of time;

ii. the capacities of the trading systems are reached or exceeded;
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iii. market makers/liquidity providers repeatedly claim mis-trades;

iv. break down or failure of critical mechanisms under Article 48 of MiFID II and its implement-
ing measures which are designed to protect the trading venue against the risks of algorithmic
trading;

v. any major malfunction or breakdown of the trading system (e.g. due to a technical problem
which restrains a relevant percentage of the market participants from venue access over a
specific period of time).

System Disruptions
3. Systems disruptions triggering an information requirement should be assumed if:

i.  any major malfunction or breakdown of the systems for the dissemination of pre- and post-
trade transparency and other relevant data published by trading venues in accordance with
their obligations under MiFID II and MiFIR;

ii. any major malfunction or breakdown of the systems of the trading venue to monitor and
control the trading activities of the market participants; and

iii. any major malfunction or breakdown in the sphere of other interrelated services providers,
in particular CCPs and CSDs, that has repercussions on the trading system.

Q207. Which circumstances would you include in this list? Do you agree with the circum-
stances described in the draft technical advice? What other circumstances do you
think should be included in the list?
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6.5. Monitoring of compliance with the rules of the trading venue - deter-
mining circumstances that trigger the requirement to inform about
conduct that may indicate abusive behaviour

Background/Mandate

Extract from the Commission’s request for advice (mandate)

ESMA is invited to provide its technical advice on a non-exhaustive list of circumstances that would
trigger the information requirement referred to in Articles 31(2) and 54(2).

Article 54(2), MiFID II (Article 31(2) is worded similarly)

Member States shall require the market operators of the regulated markets to immediately inform their
competent authorities of significant infringements of their rules or disorderly trading conditions or
conduct that may indicate behaviour that is prohibited under Regulation (EU) No .../2014 or system
disruptions in relation to a financial instrument.

The competent authorities of the regulated markets shall communicate to ESMA and to the competent
authorities of the other Member States the information referred to in the first subparagraph.

In relation to conduct that may indicate behaviour that is prohibited under Regulation (EU) No .../2014",
a competent authority shall be convinced that such behaviour is being or has been carried out before it
notifies the competent authorities of the other Member States and ESMA.

Analysis

1. Under Articles 31(4) and 56(4) of MiFID II, ESMA is mandated to provide technical advice to the
Commission to determine circumstances that trigger the requirement of operators of a RM, a MTF or
an OTF to immediately inform its NCA of conduct that may indicate abusive behaviour within the
scope of MAR.

General approach and considerations

2. In order to assist trading venues in fulfilling their information requirement duty, ESMA considers it is
useful to draw up an indicative and non-exhaustive list of signals of market abuse behaviours.

3. This list has been prepared mainly on the basis of the existing 1st set of CESR guidance on the appli-
cation of MAD I (CESR/04-505b) applied from the perspective of trading venues. In particular, unlike
investment firms, a trading venue has no knowledge of the exact identity of the client and what is the
client’s profile neither can they be aware of the size of the position held by the client. The second basis
is the ESMA guidelines on systems and controls in an automated trading environment for trading
platforms, investment firms and NCAs (ESMA/2012/122) (HFT guidelines). Along the same lines,
ESMA also adapted some of the indicators listed in Annex I of MAR. The list also takes into account
the more extensive scope of MAR compared to MAD 1.

4. This list is intended to provide indications of orders, transactions or behaviours that may indicate a
possible market abuse conduct. These "possible signals of market abuse" do not trigger by themselves
the "duty to immediately inform the NCA", being just indications to be taken into consideration,
within the more general framework of MAR, in order to fulfil that duty. The list is neither exhaustive
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(a particular order, transaction or behaviour may be reportable even if it matches none of the indica-
tions) nor determinative (an order, transaction or behaviour may not necessarily be reportable simply
because it matches one or more of the indications). Operators of trading venues will have to exercise
judgment before deciding to inform the relevant NCAs; they shall give particular attention to devia-
tions from what is usual on the trading characteristics of the financial instruments listed /traded on
their markets.

A proportionate approach with respect to the above mentioned signals should be followed by the
operators of trading venues to take into account conditions and characteristics of the market of a par-
ticular financial instrument: market size, number of participants, liquidity.... In particular, this ap-
proach should take into account the rules of the relevant trading venues, that should be assessed and
approved by the NCAs, as particular signals may refer to transactions that are legitimate trades when
carried out in conformity with the rules of the relevant trading platform (e.g. crossing trades).

ESMA also considers that operators of trading venues should inform the relevant NCAs when they
have identified a conduct that may indicate abusive behaviour affecting related financial instruments,
both when these instruments are traded on the same venue or when they are traded on several venues
operated by the same operator. For example, financial instruments which are traded on the same
trading venue may be targets for cross-product market manipulation in which orders or transactions
in one financial instrument are used to influence the price of another financial instrument (e.g., fi-
nancial instruments relating to the same underlying such as an equity share and a subscription right
or a structured bond. Transactions or orders to trade may also be undertaken in an underlying finan-
cial instrument in order to influence the price of the derivative in another trading venue. Therefore,
ESMA is including particular signals in the list.

As highlighted in Recital 62 of MiFID II and despite the benefits it provides, algorithmic trading or
high frequency algorithmic trading techniques can lend themselves to certain forms of abusive behav-
iour if misused. Therefore, the proposed list contains indicators relating to the specificities arising in
an automated trading environment. As set out in the ESMA “HFT guidelines”, different types of ma-
nipulation strategies can be implemented using algorithms (such as spoofing, layering and quote
stuffing). In such situations the signals relate to orders entries, updates and/or cancellation. Howev-
er, these signals are not intended to suggest that the same strategies carried out by non-automated
means would not also be abusive.

In addition, it should also be noted that trading venues have different levels of information available
or accessible depending on their nature (e.g. trading capacity of the member client versus own ac-
count; detailed information about the issuer...). In particular, this includes the inside information dis-
closed by an issuer of a SME-GM when the operator of such a market provides the publication facility
referred to Article 12(6) of MAR.

Finally, even if a particular potentially abusive conduct is difficult to spot, the operator of a trading
venue that comes to know of a conduct that may indicate an abusive behaviour by whatever means or
ways should report that conduct to the relevant NCA in accordance with MiFID II requirements.

List of possible signals indicating abusive conduct

10. In the list of signals proposed by ESMA, reference to a trading venue should be understood as a

reference to a regulated market, a MTF or an OTF, and financial instruments are meant to also in-
clude emission allowances. In addition, reference to order to trade is meant to encompass all sorts of
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orders, modifications and cancellations of orders, irrespective of whether there is an intention to
trade or not.

11. The list presented in the draft advice intends to cover:
i.  possible signals of insider dealing or market manipulation;

ii. possible signals of insider dealing, a specific signal in relation to research or investment recom-
mendation; and

iii. possible signals of market manipulation including signals for cross-product across different trad-
ing venues or not as well as signals particularly relevant in an automated trading environment
though not exclusively related to such trading.

Particular signals to consider

12. ESMA has identified particular issues where signals could be useful for operators of trading venues or
other possible signals, though their inclusion in the list of signals needs to be further assessed.

Signal relating to position reversal

13. The following signal of market manipulation is identified in the CESR 1st set of Guidance (Point 4.8
d) for authorised intermediaries other than trading venue operators:

“The extent to which orders to trade given or transactions undertaken show evidence of position re-
versals in a short period and represent a significant proportion of the daily volume of transactions
in the relevant financial instrument on the regulated market concerned, and might be associated
with significant changes in the price of a financial instrument admitted to trading on the trading
venue”.

14. ESMA is considering its extension to the context of trading venues although acknowledging that in
many circumstances such a signal will be difficult to spot from the perspective of the operator of a
trading venue since it might not have all the objective elements - details of the members trading activ-
ity - to suspect or determine that a position reversal at a beneficial owners” level is occurring. Thus
this assessment should be done on a best knowledge basis.

Signal relating to improper matched orders by different members/participants
15. Another possible signal of false or misleading transactions could be defined as follows:

Transactions carried out as a result of the entry of buy and sell orders to trade at or nearly at the
same time, with the same quantity and the same price by different members/participants.

16. However, at trading venue level, such a signal, potentially resource intensive in terms of implementa-
tion, could have the undesirable outcome of generating a number of false positives (incidental trig-
gers).

Signal in relation to research or investment recommendation

17. CESR 1st set of guidance (Point 4.9 b) currently states that:
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“Article 5 of the same Directive [Implementing directive 2003/124/EC] sets out the following non-
exhaustive signals of transactions:

1.  Whether orders to trade given or transactions undertaken by persons are preceded or followed
by dissemination of false or misleading information by the same persons or persons linked with
them;

it. Whether orders to trade are given or transactions are undertaken by persons before or after
the same persons or persons linked to them produce or disseminate research or investment rec-
ommendations which are erroneous or biased or demonstrably influenced by material inter-
est”.

From a trading venue operators’ perspective, these signals may not be appropriate as currently draft-
ed as they are not in the capacity to assess whether the information is false or misleading, or, the re-

search or investment recommendation is erroneous, biased or influenced by material interest.

However, in relation to research or investment recommendation, it can be proposed to refocus the
possible signal towards an insider dealing perspective:

“Whether orders to trade are given or transactions are undertaken by a market member before or
shortly after that member or persons publicly known as linked to that member produce or dissemi-
nate research or investment recommendations that are made publicly available”.

Some assumptions have though to be made:

i.  the trading venue has access to the research or investment recommendation to conduct the mon-
itoring; and

ii. the published research or investment recommendation has had a price impact.

‘Front running’ behaviour

21.

22,

23.

Front running (i.e. trading ahead of a client order) is a practice that can be enforced on the ground of
the rules of conduct applicable to investment firms but can constitute under certain circumstances a
market abuse.

In some instances, a client’s pending order can constitute inside information (CESR 2nd set of Guid-
ance; CESR/06-562b) and therefore a market member trading ahead of its client’s pending order can
constitute insider dealing (as by acquiring or disposing of, for its own account financial instruments
to which the information relates).

ESMA acknowledges that in many circumstances such a signal will be spotted by the market operator
provided that it has available through the order book the information about whether the order is
placed for own account of the member or on behalf of a member’s client.

Draft technical advice

Draft advice on determining the circumstances that trigger the requirement of operators of trading
venues to immediately inform its NCA of conduct that may indicate abusive behaviour within the scope
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of MAR

1.

In this advice, reference to ‘order to trade’ is meant to encompass all types of orders, modifications
and cancellations of orders, irrespective of whether there is an intention to trade or not and irrespec-
tive of the means used to access the trading venue

The list set out in the Annex contains a set of indicators/signals of insider dealing and market manip-
ulation that should be taken into account by operators of trading venues to determine whether they
should inform the relevant NCA of a conduct that may indicate abuse behaviour within the scope of
MAR.

This list is neither exhaustive nor determinative of market abuse. Transactions and/or orders to trade
meeting one or more signals may be conducted for legitimate reasons and/or in compliance with the
rules of the trading venue, and, therefore not give reasonable grounds for suspicion of an abusive
conduct.

The points xiv, xv, xvi, xvii and xviii of the Annex identify the signals of market manipulation that are
particularly relevant in a context of an automated trading environment.

The operator of a trading venue, or of several trading venues, where a financial instrument and/or
related financial instrument are traded needs to exercise judgment on the indicators/signals triggered
before deciding to inform the relevant NCAs taking into account:

i.  the deviations from the usual trading pattern of the financial instruments admitted to trading or
traded on their trading venue; and

ii. the information available or accessible to them, whether be internally as part of the operations of
the trading venue or publicly available.

Irrespective of any signal being triggered, the operator of a trading venue that comes to know of a
conduct that indicates abusive behaviour by whatever means or ways should report that conduct to
the relevant NCAs.

Annex

Signals of possible insider dealing or market manipulation

1.

2.

Unusual concentration of transactions and/or orders to trade in a particular financial instrument with
one member/participant or between certain members/participants.

Unusual repetition of a transaction among a small number of members/participants over a certain
period of time.

Signals of possible insider dealing

3.

Unusual and significant trading or submission of orders to trade in the financial instruments of a
company by certain members/participants before the announcement of important corporate events
or of price sensitive information relating to the company; orders to trade/transactions resulting in
sudden and unusual changes in the volume of orders/transactions and/or prices before public an-
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nouncements regarding the financial instrument in question.

4. Whether orders to trade are given or transactions are undertaken by a market member before or
shortly after that member or persons publicly known as linked to that member produce or dissemi-
nate research or investment recommendations that are made publicly available.

Signals of possible market manipulation

5. The signals described below in points xiv, xv, xvi, xvii and xviii are particularly relevant in an auto-
mated trading environment.

ii.

iii.

iv.

viii.

iX.

Orders to trade given or transactions undertaken which represent a significant proportion of the
daily volume of transactions in the relevant financial instrument on the trading venue concerned,
in particular when these activities lead to a significant change in the price of the financial in-
struments.

Orders to trade given or transactions undertaken by a member/participant with a significant
buying or selling interest in a financial instrument which lead to significant changes in the price
of the financial instrument on a trading venue.

Orders to trade given or transactions undertaken which are concentrated within a short time
span in the trading session and lead to a price change which is subsequently reversed.

Orders to trade given which change the representation of the best bid or offer prices in a finan-
cial instrument admitted to trading or traded on a trading venue, or more generally the represen-
tation of the order book available to market participants, and are removed before they are exe-
cuted.

Transactions or orders to trade by a market/participant with no other apparent justification than
to increase/decrease the price or value of, or to have a significant impact on the supply of or de-
mand for a financial instrument, namely near the reference point during the trading day, e.g. at
the opening or near the close.

Orders to trade which are given, or transactions which are undertaken at or around a specific
time when reference prices, settlement prices and valuations are calculated and lead to price
changes which have an effect on such prices and valuations (e.g. marking the close).

Transactions or orders to trade which have the effect of, or are likely to have the effect of increas-
ing/decreasing the weighted average price of the day or of a period during the session.

Transactions or orders to trade which have the effect of, or are likely to have the effect of, setting
a market price when the liquidity of the financial instrument or the depth of the order book is not
sufficient to fix a price within the session .

Execution of a transaction, changing the bid-offer prices when this spread is a factor in the de-
termination of the price of another transaction [whether or not on the same trading venue].

Entering orders representing significant volumes in the central order book of the trading system
a few minutes before the price determination phase of the auction and cancelling these orders a
few seconds before the order book is frozen for computing the auction price so that the theoreti-
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Xi.

Xii.

xiii.

Xiv.

Xvi.

Xvil.

cal opening price might look higher or lower than it otherwise would do.

A transaction or series of transactions which are shown on a public display facility to give the
impression of activity or price movement in a financial instrument (Painting the tape).

Transactions where both buy and sell orders are entered at or nearly at the same time, with the
same price and quantity by the same market member working for the same proprietary desk
(where the trading venue has access to this type of information) (improper matched orders) or by
different market members/participants apparently working in concert.

Transactions, series of transactions, orders to trade or series of orders to trade which have the ef-
fect of, or are likely to have the effect of bypassing the trading safeguards of the market (e.g. as
regards volume limits; price limits; bid/offer spread parameters; etc).

Entry of orders to trade or a series of orders to trade intended to start or exacerbate a trend and
to encourage other participants to accelerate or extend the trend in order to create an opportuni-
ty to unwind/open a position at a favourable price (Momentum ignition).

Submitting multiple orders to trade often away from the touch on one side of the order book with
the intention of executing a trade on the other side of the order book. Once that trade has taken
place, the manipulative orders will be removed (Layering and Spoofing).

Entry of small orders to trade in order to ascertain the level of hidden orders and particularly
used to assess what is resting on a dark platform (Ping order).

Entry of large numbers of orders to trade and/or cancellations/updates to orders to trade so as to
create uncertainty for other participants, slowing down their process and to camouflage their
own strategy (Quote stuffing)

xviii. Posting of orders to trade to attract other market participants (‘slow traders’), employing tradi-

XiX.

tional trading techniques (‘slow traders’) that are then rapidly revised onto less generous terms,
hoping to execute profitably against the incoming flow of ‘slow traders’ orders to trade (‘Smok-
ing’)

The extent to which, to the best knowledge of the operator of a trading venue, orders to trade
given or transactions undertaken show evidence of position reversals in a short period and rep-
resent a significant proportion of the daily volume of transactions in the relevant financial in-
strument on the trading venue concerned, and might be associated with significant changes in
the price of a financial instrument admitted to trading or traded on the trading venue.

Signals for cross-product market manipulation, including across different trading venues

6.

The

signals described below should be particularly considered by the operator of a trading venue

where both a financial instrument and related financial instruments are admitted to trading or traded
or where the above mentioned instruments are traded on several trading venues operated by the same
operator.

i.

Transactions or orders to trade which have the effect of, or are likely to have the effect of increas-
ing/decreasing/maintaining the price of a financial instrument during the days preceding the is-
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ii.

iii.

iv.

sue of a related derivative/convertible;

Transactions or orders to trade which have the effect of, or are likely to have the effect of main-
taining the price of the underlying financial instrument below or above the strike price, or other
element used to determine the pay-out (e.g. barrier), of a related derivative at expiration date;

Transactions which have the effect of, or are likely to have the effect of modifying the price of the
underlying financial instrument so that it surpasses/not reaches the strike price, or other ele-
ment used to determine the pay-out (e.g. barrier), of a related derivative at expiration date;

Transactions which have the effect of, or are likely to have the effect of modifying the settlement
price of a financial instrument when this price is used as a reference/determinant, namely, in the
calculation of margins requirements;

Orders to trade given or transactions undertaken by a member/participant with a significant
buying or selling interest in a financial instrument which lead to significant changes in the price
of the related derivative or underlying asset admitted to trading on a trading venue;

Transactions on an underlying financial instrument which have the effect of, or are likely to have
the effect of improperly influencing the price of a related financial instrument

Creating or enhancing arbitrage possibilities between a financial instrument and another related
financial instrument by influencing reference prices of one of the financial instruments can be
carried out with different financial instruments (like rights/shares, cash markets/derivatives
markets, warrants/shares, ...). In the context of rights issues, it could be achieved by influencing
the (theoretical) opening or (theoretical) closing price of the rights

Q=208.

Q209.

Q210.

Q211.

Q212.

Do you support the approach suggested by ESMA?

Is there any limitation to the ability of the operator of several trading venues to iden-
tify a potentially abusive conduct affecting related financial instruments?

What can be the implications for trading venues to make use of all information pub-
licly available to complement their internal analysis of the potential abusive conduct
to report such as managers’ dealings or major shareholders’ notifications)? Are
there other public sources of information that could be useful for this purpose?

Do you agree that the signals listed in the Annex contained in the draft advice consti-
tute appropriate indicators to be considered by operators of trading venues? Do you
see other signals that could be relevant to include in the list?

Do you consider that front running should be considered in relation to the duty for
operators of trading venues to report possible abusive conduct? If so, what could be
the possible signal(s) to include in the list?
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7. Commodity derivatives

7.1. Financial instruments definition - specifying Section C 6, 7 and 10 of
Annex I of MiFID II

Background/Mandate

Extract from the Commission’s request for advice (mandate):

ESMA is invited to provide technical advice on specifying the derivative contracts referred to in Section
C.6 of Annex I that have the characteristics of wholesale energy products as defined in Article 2(4) of
Regulation (EU) No 1227/2011 that must be physically settled and “C.6 energy derivative contracts”
defined in Article 4 (2), point (16) of this Directive, in particular specifying the notion of must be physi-
cally settled taking into account the criteria listed in recital 10.

Article 4(1)(2), MiFID II
The Commission shall adopt delegated acts in accordance with Article 89 measures specifying:

(a) the derivative contracts referred to in Section C.6 of Annex I that have the characteristics of whole-
sale energy products that must be physically settled and C.6 energy derivative contracts;

Article 4(1)(16), MiFID II

‘C6 energy derivative contracts’ means options, futures, swaps, and any other derivative contracts
mentioned in Section C.6 of Annex I relating to coal or oil that are traded on an OTF and must be physi-
cally settled;

Article 4(1)(58), MiFID II

'wholesale energy product’ means wholesale energy products as defined in point (4) of Article 2 of Regu-
lation (EU) No 1227/2011;

Analysis
1. ESMA’s understanding of MiFID II text in relation to the definition of C 6 is as follows:

2. The definition of Section C 6 of Annex I under MiFID I has been changed significantly under MiFID II
by classifying options, futures, swaps and other derivative contracts relating to commodities that can
be physically settled and are traded on an OTF as financial instruments, in addition to those instru-
ments that trade on MTFs and RMs.

3. However, Section C 6 of Annex I excludes wholesale energy products within the scope of REMIT that
are traded on an OTF and that must be physically settled. Therefore, these excluded wholesale energy
products do not qualify as financial instruments and are consequently outside the scope of MiFID,
EMIR and the CRD IV package.
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4. Wholesale energy products within the scope of REMIT which are derivatives contracts, and therefore
are within the scope of this exemption, are derivatives with electricity (or power4) or natural gas as
the underlying.

5. In addition, Article 95 of MiFID II establishes a transitional regime for “C 6 energy derivatives con-
tracts” which, upon agreement by a NCA, can be exempted from the EMIR clearing obligation and
risk mitigation technique requirements and do not count towards the clearing threshold for non-
financial counterparties for a transitional period of 6 years after MiFID II enters into force.

6. C 6 energy derivatives contracts are defined as options, futures, swaps, and any other derivatives with
coal or oil as an underlying and which are traded on an OTF and must be physically settled. While de-
rivative contracts with coal as an underlying appear to be an easily identifiable section of instruments
in ESMA’s view, the same does not hold true for contracts with oil as an underlying. Here the ques-
tion arises whether only different grades of crude oil would qualify as C6 energy derivatives contracts
or whether also other contracts where the underlying is derived from crude oil (i.e. contracts related
to refined oil products) are within the scope of the exemption:s. ESMA at this stage has not yet decid-
ed on where exactly the line should be drawn and is seeking input from stakeholders on this particu-
lar point.

7. ESMA also notes that this exemption should expressly be narrow in its scope to avoid a loophole
leading to regulatory arbitrages.

8. ESMA’s technical advice focuses on further clarifying the notion of “must be physically settled” which
should then be applied to wholesale energy contracts traded on OTFs which may benefit from the
permanent exemption foreseen in Section C 6 of Annex 1 and the temporary exemption for C 6 energy
derivatives contracts from certain EMIR obligations only, foreseen in Article 95 of MiFID II.

9. At the same time ESMA would like to take the opportunity of this consultation to ask market partici-
pants to provide ESMA with concrete examples of contracts which they consider to be within the
scope of the two exemptions provided by MiFID II.

10. In respect of the notion of “must be physically settled” ESMA notes that Section C of the MiFID II
Annex specifies a number of options for settlement in cash or physically (as discussed further below
in this chapter) which serve as prerequisites for characterising contracts as financial instruments un-
der the various definitions of Section C.

11. As per Recital 10 of MiFID for further specifying the meaning of what “must be physically settled”
ESMA has to take into account at least the creation of an enforceable and binding obligation to physi-
cally deliver, which cannot be unwound and with no right to cash settle or offset transactions except
in the case of a force majeure event or other bona fide inability to settle physically.

12. ESMA considers that an enforceable and binding obligation to physically deliver exists if the party to
the contract entitled to receive the underlying commodity has an unrestricted and unconditional right
to physical delivery. There must be no option for either party to the contract to replace physical deliv-

u4 The terms ‘power’ and ‘electricity’ are used interchangeably in this paper.

us5 Definitions of oil and petroleum products are given on pages 38-42 of the Energy Statistics Regulation http://eur-
lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:02008R1099-20130314&qid=1396893804389&from=EN
u6 Cf. Recital 10.
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ery with cash settlement or to cancel out the contractual obligation for physical delivery by netting
against other contractual obligations.

ESMA notes that “operational netting” is a specific form of settlement in power and gas markets that
is characterised by a third party, such as a transmission system operator, requiring the parties to the
contract to net the flows at the point of delivery for operational efficiency and balancing of network
capacity. “Operational netting” is distinct from cash settlement as the contracts still result in physical
delivery, albeit on a net basis. The participants have to have all operational arrangements and ap-
provals in place to make and take physical delivery as though it were taking place on a gross basis.
ESMA is looking for input from stakeholders on how these operational netting arrangements work in
practice and will then decide how they should be treated in the MiFID II context.

ESMA notes in the case of force majeure that no instrument can be a 100% accurately described as
“must be physically settled”, as practically all instruments appear to contain such force majeure pro-
visions that would prevent physical delivery.

Therefore ESMA considers that the existence of force majeure provisions should not prevent a con-
tract from being characterised as “must be physically settled” for the purposes of further specifying
wholesale energy products under Section C 6 and C 6 energy derivative contracts. The same applies to
other bona fide inability to perform the contract on a physical settlement basis. ESMA is interested in
market participants’ views on what “other bona fide” reasons there may be for being unable to settle
physically with a view to establishing a common understanding and application to the extent possible.

ESMA is of the view that the term “physically settled” has to be further specified as well by clarifying
that it can incorporate a broad range of delivery methodologies including;:

i.  physical delivery of the relevant goods themselves;

ii.  delivery of a document giving rights of an ownership nature to the relevant goods or the relevant
quantity of the goods concerned (such as a bill of lading or a warehouse warrant); or

iii. another method of bringing about the transfer of rights of an ownership nature in relation to the
relevant quantity of goods without physically delivering them (including notification, scheduling
or nomination to the operator of an energy supply network) that entitles the recipient to the rele-
vant quantity of the goods.

ESMA has developed its advice in this context based on the following considerations in respect of the
concepts of what “can” and what “must be physically settled”, by looking at Sections C 5 to C 7 and
the various alternatives described in those sections and by explaining in more detail how those con-
cepts work together and how the various sections apply:

i.  Cs covers commodity derivatives “that must be settled in cash or may be settled in cash at the
option of one of the parties” and consequently, defining what “can be physically settled” under
C6 and C7 will set parameters on what falls within scope of C5 with respect to “what may be set-
tled in cash”.
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ii. ESMA'’s view is that there is no overlap between commodity derivatives under C5 which “may be
settled in cash at the option of one of the parties’”” and commodity derivatives under C6 and C7
which “can be physically settled”. ESMA considers that the boundary between the definitions is
the following:

a. Contracts which must be settled in cash fall under Cs;

b. Contracts which may be settled in cash at the option of one of the parties fall under
Cs. This means that a C5 contract may be physically settled if the party with the option to
settle in cash does not exercise this option.

c¢. Contracts which must be physically settled fall under C6 or C7, depending upon the
place of execution.

d. Contracts that can be physically settled in all cases fall under C6 or C7, depending on the
place of execution, except for where there is an option, at one of the parties’ behest, to cash
settle. This means a C6 or C7 contract could be cash settled provided it is by mutual con-
sent of the counterparties. Where there is not mutual consent to cash settle, the con-
tract must result in being physically settled for it to be a C6 or C7 instrument.

117 Also note this phrase is used under Article 38(3)(a) of MiFID I regulation 1287/2006/EC in relation to definition C10.
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Draft technical advice

1. Contracts must be physically settled if:

i.  the party to the contract entitled to receive the underlying commodity has an unrestricted and
unconditional right to physical delivery;

ii. there is no option for either party to replace physical delivery with cash settlement;

iii. the obligations under the contract cannot be cancelled out against obligations from other con-
tracts between the parties concerned.

2. The existence of force majeure provisions do not prevent a contract from being characterised as “must
be physically settled” for the purposes of further specifying wholesale energy products under Section C
6 and C 6 energy derivative contracts.

3. The existence of other bona fide clauses rendering it impossible to perform the contract on a physical
settlement basis do not prevent a contract from being characterised as “must be physically settled” for
the purposes of further specifying wholesale energy products under Section C 6 and C 6 energy deriva-
tive contracts.

4. Contracts that are physically settled have a broad range of delivery methods including the following:
i.  physical delivery of the relevant goods themselves;

ii. delivery of a document giving rights of an ownership nature to the relevant goods or the relevant
quantity of the goods concerned (such as a bill of lading or a warehouse warrant); or

iii. another method of bringing about the transfer of rights of an ownership nature in relation to the
relevant quantity of goods without physically delivering them (including notification, scheduling
or nomination to the operator of an energy supply network) that entitles the recipient to the rele-
vant quantity of the goods.

Q213. Do you agree with ESMA’s approach on specifying contracts that “must” be physically
settled and contracts that “can” be physically settled?

Q214. Which oil products in your view should be caught by the definition of C6 energy deriva-
tives contracts and therefore be within the scope of the exemption? Please give reasons
for your view stating, in particular, any practical repercussions of including or exclud-
ing products from the scope.

Q215. Do you agree with ESMA’s approach on specifying contracts that must be physically
settled?

Q216. How do operational netting arrangements in power and gas markets work in practice?
Please describe such arrangements in detail. In particular, please describe the type and

282



~ esma

timing of the actions taken by the various parties in the process, and the discretion over
those actions that the parties have.

Q217. Please provide concrete examples of contracts that must be physically settled for pow-
er, natural gas, coal and oil. Please describe the contracts in detail and identify on
which platforms they are traded at the moment.

Q218. How do you understand and how would you describe the concepts of “force majeure”
and “other bona fide inability to settle” in this context?

Background/Mandate

Extract from the Commission’s request for advice (mandate).

ESMA is invited to consider whether any amendments to Article 38 of the MiFID I Commission Regula-
tion N° 1287/2006 are necessary, in particular whether the list of criteria contracts that are not spot
contracts should satisfy to be classified as financial instruments needs to be amended taking into account
the introduction of the new OTF trading venue category and bearing in mind that the clearing and
margining requirement should be removed.

Article 4(1)(2), MiFID II
The Commission shall adopt delegated acts in accordance with Article 89 measures specifying:

(b) the derivative contracts referred to in Section C.7 of Annex I that have the characteristics of other
derivative financial instruments;

Analysis

19. The aim of the Delegated Act is to specify options, futures, swaps, forwards and other contracts
relating to commodities, that can be physically settled not otherwise mentioned in Section C 6 of
Annex I of MiFID II and not being for commercial purposes, which have the characteristics of oth-
er derivative financial instruments.

20. ESMA notes that Section C 7 of Annex I of MiFID II was already included in MiFID I but with
slightly different wording as the last half sentence of the provision (“having regard to whether, in-
ter alia, they are cleared and settled through recognised clearing houses or are subject to regular
margin calls”) has been deleted in MiFID II.

21. ESMA also notes that Section C 7 of Annex I of MiFID I was already further specified in Article 38
of Regulation (EC) No 1287/2006 the relevant sections of which are displayed below.

Article 38, Regulation (EC) No 1287/2006
Characteristics of other derivative financial instruments

1. For the purposes of Section C(7) of Annex I to Directive 2004/39/EC, a contract which is not a spot
contract within the meaning of paragraph 2 of this Article and which is not covered by paragraph 4
shall be considered as having the characteristics of other derivative financial instruments and not being
for commercial purposes if it satisfies the following conditions:
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(a) it meets one of the following sets of criteria:

(i) it is traded on a third country trading facility that performs a similar function to a regulated market
or an MTF;

(i1) it is expressly stated to be traded on, or is subject to the rules of, a regulated market, an MTF or such
a third country trading facility;

(iti) it is expressly stated to be equivalent to a contract traded on a regulated market, MTF or such a
third country trading facility;

(b) it is cleared by a clearing house or other entity carrying out the same functions as a central counter-
party, or there are arrangements for the payment or provision of margin in relation to the contract;

(c) it is standardised so that, in particular, the price, the lot, the delivery date or other terms are deter-
mined principally by reference to regularly published prices, standard lots or standard delivery dates.

2. A spot contract for the purposes of paragraph 1 means a contract for the sale of a commodity, asset or
right, under the terms of which delivery is scheduled to be made within the longer of the following peri-
ods:

(a) two trading days;

(b) the period generally accepted in the market for that commodity, asset or right as the standard deliv-
ery period.

However, a contract is not a spot contract if, irrespective of its explicit terms, there is an understanding
between the parties to the contract that delivery of the underlying is to be postponed and not to be per-
formed within the period mentioned in the first subparagraph.

[...]

4. A contract shall be considered to be for commercial purposes for the purposes of Section C(7) of Annex
I to Directive 2004/39/EC, and as not having the characteristics of other derivative financial instru-
ments for the purposes of Sections C(7) and (10) of that Annex, if it is entered into with or by an operator
or administrator of an energy transmission grid, energy balancing mechanism or pipeline network, and
it is necessary to keep in balance the supplies and uses of energy at a given time.

22, In summary a contract qualifies as a financial instrument under this provision if the conditions in
paragraph 1 are fulfilled on a cumulative basis and the contract is neither a spot contract as de-
fined in paragraph 2 nor for commercial purposes as defined in paragraph 4. Based on feedback
from regulators and market participants alike ESMA considers that this provision has provided
clarity in respect of the application of Section C 7 of Annex I in practice and therefore takes the
view that one approach would be to include some or most of the factors of this provision again in
the future MiFID II Delegated Act.

Spot Contract and Commercial Purpose
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23. ESMA considers that the definition of a spot contract in paragraph 2 of the provision above as well
as the definition of a contract being for commercial purposes in paragraph 4 are still valid and
therefore advises the Commission to include them in the future MiFID II Delegated Act.

24. However, ESMA is aware that the definition of a contract being for commercial purposes is rather
narrowly framed and is limited to the energy sectors. ESMA therefore asks stakeholders if there
are other contracts that could be considered to be for commercial purposes only.

25. The other factors listed in Article 38(1) Regulation (EC) No 1287/2006, i.e. the conditions in
relation to the trading, the clearing and the degree of standardisation, require closer inspection.

26. In that context, ESMA notes that since the entry into force of MiFID I other pieces of legislation
have either taken effect already or are in the process of being finalised for which the scope of Mi-
FID I and II, as defined by the Delegated Act contemplated here, is important and has a direct ef-
fect.

27. The first one is the Market Abuse Regulation (MAR) which will replace the existing Market Abuse
Directive8 and which will become applicable 6 months before MiFID II except for those provi-
sions which explicitly depend on MiFID II.

28. The new MAR predominantly applies to financial instruments; however, it also expressly extends
the scope of the market manipulation and insider trading prohibitions to spot commodity con-
tracts where any transaction or order in them or any behaviour in relation to them is likely to have
an effect on the price or value of a financial instrument.9 For such contracts the classification as a
financial instrument or a spot commodity contract prima facie does not seem to be that crucial as
the main pillars of an anti-market abuse regime would apply in both cases.

20. However there is a difference with regard to the ability of financial supervisors to detect market
abuse because the transaction reporting regime in MiFID I and II only applies to financial instru-
ments whereas spot commodity contracts remain outside the scope of the MiFID I and II transac-
tion reporting regime. ESMA also notes that the extension of the market manipulation and insider
trading prohibitions in MAR will expressly exempt “wholesale energy products” as defined in Arti-
cle 2(4) of REMIT.

30. This observation leads to the second piece of legislation which it is important to take into consid-
eration when designing this Delegated Act. Regulation (EU) No 1227/2011 (REMIT) on wholesale
energy market integrity and transparency establishes a framework applying to wholesale energy
products encompassing spot and derivative contracts in electricity and gas?2o.

31. While the REMIT obligation to publish inside information applies to both spot and derivative
contracts in electricity and gas?2i, the prohibitions of insider trading and market manipulation do
not apply to financial instruments (i.e. derivatives in electricity and gas) where at the moment the
Market Abuse Directive, in the future MAR, prevail and financial regulators are the competent au-
thorities. In short, this combination of exemptions can be summarised by stating that wholesale

u8 Directive 2003/6/EC.
19 Article 2 (2a) MAR.

120 Cf, Article 2(4) REMIT.
121 Article 4 REMIT.
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energy products are exempted from the scope of MAR, except for the prohibitions of market ma-
nipulation and insider trading in electricity and gas derivatives where REMIT declares MAR as
applicable.

32. The combination of exemptions highlights the importance of determining whether an instrument
is classified as a financial instrument according to the Delegated Act contemplated here because,
depending on whether market abuse occurs in a spot contract or a derivative contract in electricity
or gas (outside the exemption under Section C6), a different set of rules applies (REMIT versus
MAR), along with different authorities being responsible for market monitoring, investigation and
enforcement (ACER and national energy regulators versus national financial regulators).

33. Therefore ESMA recognises the importance of the definition of financial instrument as specified in
this Delegated Act setting out clear and dependable rules for market participants and regulators
alike so that the regime applying in cases of market abuse can be easily determined.

Article 38(1)(b) of MiFID I — The Clearing Criterion

34. The third relevant piece of legislation is EMIR. EMIR establishes a number of obligations applying
to derivatives with derivatives being defined by reference to Sections C 4 to C 10 as implemented
by Article 38 and 39 of Regulation (EC) No 1287/2006.122 Therefore any change to the scope of the
definitions of derivatives in MiFID will have a direct effect on the scope of EMIR.

35. One of the most prominent regulatory measures EMIR establishes is the clearing obligation for
derivatives!23 according to which OTC derivative contracts, if certain conditions are fulfilled, have
to be cleared by authorised European CCPs or recognised third-country CCPs. ESMA considers
that the existence of the clearing obligation in EMIR has an impact on how to design the future
Delegated Act due to the interdependence of MiFID I and IT and EMIR.

36. In simplified terms, EMIR says that commodity derivatives as defined in MiFID I have to be
cleared if certain conditions are fulfilled. If MiFID II were to then continue defining commodity
derivatives as instruments which are (already) cleared, as it currently does in Article 38(1) Letter b
of Regulation (EC) No 1287/2006, this would establish a circularity between the two pieces of leg-
islation. As a consequence ESMA considers that the future Delegated Act should not include any
criteria requiring instruments to be cleared in order to be considered as commodity derivatives.
The change to the Level 1 text in Section C 7 of Annex I (deletion of “having regard to whether, in-
ter alia, they are cleared and settled through recognised clearing houses or are subject to regular
margin calls”) also indicates that the existence of clearing arrangements shall not be taken as an
indicator of whether an instrument is a financial instrument anymore.

Article 38(1)(c) of MiFID I — The Standardisation Criterion

37. Article 38(1) Letter ¢ of Regulation (EC) No 1287/2006 states that a contract must also be stand-
ardised to be considered as having the characteristics of other derivative financial instruments.
ESMA considers standardisation as an important indicator of classifying contracts as derivatives
in the MiFID sense, i.e. as financial instruments.

122 Cf, Article 2(5) EMIR.
123 Cf, Article 4 EMIR.
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38. ESMA notes that standardisation of derivatives is also an important feature of the EMIR clearing
obligation where a certain degree of standardisation, including for example whether OTC deriva-
tive contracts incorporate common legal documentation, is to be taken into account when deter-
mining whether a specific class of OTC derivatives shall be subject to the clearing obligation24,

39. While EMIR is about the degree of standardisation of OTC derivatives the prerequisites listed in
Article 38(1)(c) are about whether to qualify a contract as a derivative in the first place. Maintain-
ing Article 38(1)(c) would therefore not establish a circularity between MiFID II and EMIR but ra-
ther one would supplement the other by MiFID II having abstract standardisation criteria for es-
tablishing whether a contract is a derivative while EMIR looks at degrees of standardisation of
contracts already classified as financial instruments.

40. Therefore ESMA considers that Article 38(1)(c) of Regulation (EC) No 1287/2006 should be
maintained in the future Delegated Act.

Article 38(1)(a) of MiFID I — The Trading Criterion

41. Regarding the trading criterion as expressed in Article 38(1)(a) of Regulation (EC) No 1287/2006
ESMA notes that the three alternatives listed are intended to cover situations where (i) a contract
is traded on a third country facility, (ii) is conducted bilaterally and is then brought on venue (ne-
gotiated trade) or (iii) where a contract off-venue is expressly stated to be the equivalent of an on-
venue contract. Article 38(1)(a) needs to be read in conjunction with Section C6 of the MiFID II
Annex which already classifies all contracts traded on one of the MiFID trading venues (except for
certain OTF contracts) as financial instruments.

42. ESMA considers that the first two of the three above-mentioned alternatives of the trading criteri-
on are still useful indicators for determining whether to qualify a contract as a financial instru-
ment and proposes to maintain them in the new Delegated Act.

43. However ESMA has not come to a firm view yet on whether the third alternative where a contract
has been expressly declared to be the equivalent of an on-venue contract should be maintained.
ESMA is looking for an alternative which is more objective, does not depend on the choices of the
two counterparties concerned and is accordingly proposing a new draft on which it is asking
stakeholders for views.

44. ESMA notes that the emergence of the OTF as a new MiFID trading venue needs to be taken into
account in the new Delegated Act, in particular the exception for some OTF contracts as described
in Section C6 of the Annex of MiFID II. ESMA also suggests using the term “third country trading
venue” as it appears in Article 28 of MiFIR in this context for describing third country facilities in
order to have a consistent terminology across the MiFID II framework.

Draft technical advice

Draft advice on specifying derivative contracts mentioned in Section C 7 of Annex 1 that have the charac-
teristics of other derivative financial instruments

124 Article 7 Commission Delegated Regulation (EU) No 149/2013.
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5. A contract should be considered as having the characteristics of other derivative financial instruments
if it is standardised and if it trades in line with conditions outlined in the following paragraphs. The
contract must neither be a spot contract nor a contract for commercial purposes only in line with the
conditions outlined below.

6. A contract should be considered as standardised if parameters such as the price, the lot, the delivery
date or other terms are determined principally by reference to regularly published prices, standard lots
or standard delivery dates.

7. A contract should be considered as traded in such a way as having the characteristics of other deriva-
tive financial instruments if:

i.  itistraded on a third country trading venue that performs a similar function to a regulated mar-
ket, an MTF or an OTF as far as contracts within the scope of Section C 6 of Annex I to Directive
[new MiFID] are concerned;

ii. it is expressly stated to be traded on, or is subject to the rules of, a regulated market, an MTF, an
OTF as far as contracts within the scope of Section C 6 of Annex I to Directive [new MiFID] are
concerned or such a third country trading venue; or

iii. it is equivalent to a contract traded on a regulated market, an MTF, an OTF contract within the
scope of Section C 6 of Annex I to Directive [new MiFID] or such a third country trading venue,
with regards to the price, the lot, the delivery date or other terms.

8. A spot contract should be defined as a contract for the sale of a commodity, asset or right, under the
terms of which delivery is scheduled to be made within the longer of the following periods:

i.  two trading days;

ii. the period generally accepted in the market for that commodity, asset or right as the standard
delivery period.

9. A contract should not be classified as a spot contract if there is an understanding between the parties
to the contract that delivery of the underlying is to be postponed and not to be performed within two
trading days or the period generally accepted in the market. This rule should apply irrespective of the
explicit terms contained in the contract.

10. A contract should be considered to be for commercial purposes if:
i. it is entered into with or by an operator or administrator of an energy transmission grid, energy
balancing mechanism or pipeline network and it is necessary to keep in balance the supplies and

uses of energy at a given time,

ii. it is... (ESMA will consider adding other examples of contracts for commercial purposes follow-
ing the consultation).
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Do you agree that Article 38 of Regulation (EC) No 1287/2006 has worked well in prac-
tice and elements of it should be preserved? If not, which elements in your view require
amendments?

Do you agree that the definition of spot contract in paragraph 2 of Article 38 of Regula-
tion (EC) 1287/2006 is still valid and should become part of the future implementing
measures for MiFID II? If not, what changes would you propose?

Do you agree that the definition of a contract for commercial purposes in paragraph 4
of Article 38 of Regulation (EC) 1287/2006 is still valid and should become part of the
future implementing measures for MiFID II? If not, what changes would you propose?
What other contracts, in your view, should be listed among those to be considered for
commercial purposes?

Do you agree that the future Delegated Act should not refer to clearing as a condition
for determining whether an instrument qualifies as a commodity derivative under Sec-
tion C 7 of Annex I?

Do you agree that standardisation of a contract as expressed in Article 38(1) Letter c of
Regulation (EC) No 1287/2006 remains an important indicator for classifying financial
instruments and therefore should be maintained?

Do you agree with the proposal to maintain the alternatives for trading contracts in
Article 38(1)(a) of Regulation (EC) No 1287/2006 taking into account the emergence of
the OTF as a MiFID trading venue in the future Delegated Act?

Background/Mandate

Extract from the Commission’s request for advice (imandate)

ESMA is invited to consider whether any amendments to Article 38(3) and Article 39 of the MiFID I
Commission Regulation N° 1287/2006 are necessary, in particular to reflect the addition of the OTF as a
new type of trading venue on which these instruments may be traded and taking into account that clear-
ing and margining requirement should be removed as a criteria. ESMA is also invited to consider wheth-
er the list of derivative contracts in Article 39 is still comprehensive or needs to be supplemented.

Article 4(1)(2), MiFID II
The Commission shall adopt delegated acts in accordance with Article 89 measures specifying:

(c) the derivative contracts referred to in Section C.10 of Annex I that have the characteristics of other
derivative financial instruments, having regard to whether, inter alia, they are traded on a regulated
market, an MTF or an OTF;

Analysis
45. The aim of the Delegated Act is to specify options, futures, swaps, forward rate agreements and
other contracts relating to climatic variables, freight rates, inflation rates, other official economic

statistics that have to be or can be settled in cash as well as contracts relating to assets, rights, ob-
ligations, indices and measures not otherwise mentioned in Section C 10 of Annex I, which have
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the characteristics of other derivative financial instruments. Here the Delegated Act shall have re-
gard to whether the instruments are traded on one of the MiFID trading venues.

46. ESMA notes that Section C 10 of Annex I was also already included in MiFID I and the MiFID II
text has changed Section C1i0 by adding the OTF as one of the trading venues these instruments
may be traded on as well as deleting the last half sentence whereby other instruments were to be
assessed by looking at the existence of clearing arrangements (“are cleared and settled through
CCPs or are subject to regular margin calls”).

47. ESMA also notes that Section C 10 of Annex I was already further specified in Articles 38 and 39 of
Regulation (EC) No 1287/2006 the relevant sections of which are displayed below.

Article 38, Regulation (EC) No 1287/2006
Characteristics of other derivative financial instruments

1. For the purposes of Section C(7) of Annex I to Directive 2004/39/EC, a contract which is not a spot
contract within the meaning of paragraph 2 of this Article and which is not covered by paragraph 4
shall be considered as having the characteristics of other derivative financial instruments and not being
for commercial purposes if it satisfies the following conditions:

(a) it meets one of the following sets of criteria:

(i) it is traded on a third country trading facility that performs a similar function to a regulated market
or an MTF;

(i1) it is expressly stated to be traded on, or is subject to the rules of, a reqgulated market, an MTF or such
a third country trading facility;

(iti) it is expressly stated to be equivalent to a contract traded on a regulated market, MTF or such a
third country trading facility;

(b) it is cleared by a clearing house or other entity carrying out the same functions as a central counter-
party, or there are arrangements for the payment or provision of margin in relation to the contract;

(c) it is standardised so that, in particular, the price, the lot, the delivery date or other terms are deter-
mined principally by reference to regularly published prices, standard lots or standard delivery dates.

[.]
3. For the purposes of Section C(10) of Annex I to Directive 2004/39/EC, a derivative contract relating to
an underlying referred to in that Section or in Article 39 shall be considered to have the characteristics of

other derivative financial instruments if one of the following conditions is satisfied:

(a) that contract is settled in cash or may be settled in cash at the option of one or more of the parties,
otherwise than by reason of a default or other termination event;

(b) that contract is traded on a regulated market or an MTF;

(c) the conditions laid down in paragraph 1 are satisfied in relation to that contract.
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Article 39, Regulation (EC) No 1287/2006
Derivatives within Section C(10) of Annex I to Directive 2004/39/EC

In addition to derivative contracts of a kind referred to in Section C(10) of Annex I to Directive
2004/39/EC, a derivative contract relating to any of the following shall fall within that Section if it
meets the criteria set out in that Section and in Article 38(3):

(a) telecommunications bandwidth;
(b) commodity storage capacity;

(c) transmission or transportation capacity relating to commodities, whether cable, pipeline or other
means;

(d) an allowance, credit, permit, right or similar asset which is directly linked to the supply, distribution
or consumption of energy derived from renewable resources;

(e) a geological, environmental or other physical variable;

(f) any other asset or right of a fungible nature, other than a right to receive a service, that is capable of
being transferred;

(g9) an index or measure related to the price or value of, or volume of transactions in any asset, right,
service or obligation.

48. Based on feedback from market participants and regulators the existing MiFID I Level 2 provi-
sions have for the most part worked well in practice. Therefore ESMA considers that the existing
parameters in Article 38(3) of Regulation (EC) No 1287/2006 should be kept and updated as nec-
essary.

49. As explained for Section C 7 of Annex I of MiFID II the existence of clearing arrangements will no
longer be considered as an indicator for determining whether an instrument is a financial instru-
ment due to the circularity this creates with EMIR and to the change in the MiFID I text described
above where the reference to clearing arrangements has been deleted.

50. This would mean cash settlement or the option to settle a contract in cash (Article 38(3) Letter a)
shall remain a condition for classifying the instruments in Section C 10 as having the characteris-
tics of other derivative financial instruments.

51. The condition of trading the contract on a regulated market or MTF in Article 38(3) Letter b would
need to be supplemented by trading a contract on an OTF if the contract is within the scope of Sec-
tion C 6 of Annex I of MiFID II.

52. The condition imposed by reference to the existing Article 38(1) in Article 38(3)(c) would be

maintained in the new Delegated Act and automatically be updated due to the changes to the for-
mer provision as described in the previous section.
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ESMA considers the list of additional derivative contracts in Article 39 of Regulation (EC) No
1287/2006, to be close to comprehensive and proposes to maintain it.

ESMA is however considering one addition to the list which is in relation to derivative contracts
relating to actuarial statistics.

Draft technical advice

Draft advice on specifying derivative contracts mentioned in Section C 10 of Annex I that have the char-
acteristics of other derivative financial instruments, having regard to whether, inter alia, they are trad-
ed on a regulated market, OTF, or an MTF

11. Derivative contracts relating to an underlying in Section C 10 of Annex I should be classified as having
the characteristics of other derivative financial instruments if they fulfil one of the following condi-
tions:

ii.

iii.

they are settled in cash or may be settled in cash at the option of one or more of the parties to the
contract, other than by reason of default or other termination event;

they are traded on:

a. a regulated market;

b. an MTF; or

c. an OTF if the contract is within the scope of Section C 6 of Annex I;

they fulfil the conditions imposed for derivative contracts under Section C 7.

12. Derivative contracts relating to the following underlyings should also be considered as derivative
contracts within the scope of Section C 10 of Annex 1 if they meet the criteria established in that Sec-
tion and those established in the paragraph above.

i

ii.

iii.

iv.

telecommunications bandwidth;
commodity storage capacity;

transmission or transportation capacity relating to commodities, whether cable, pipeline or other
means;

an allowance, credit, permit, right or similar asset which is directly linked to the supply, distribu-
tion or consumption of energy derived from renewable resources;

a geological, environmental or other physical variable;

any other asset or right of a fungible nature, other than a right to receive a service, that is capable
of being transferred;

an index or measure related to the price or value of, or volume of transactions in any asset, right,
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service or obligation; and

viil. actuarial statistics.

Q225.

Q226.

Q227.

Q228.

Do you agree that the existing provision in Article 38(3) of Regulation (EC) No
1287/2006 for determining whether derivative contracts within the scope of Section
C(10) of Annex I should be classified as financial instruments should be updated as
necessary but overall be maintained? If not, which elements in your view require
amendments?

Do you agree that the list of contracts in Article 39 of Regulation (EC) No 1287/2006
should be maintained? If not, which type of contracts should be added or which ones
should be deleted?

What is your view with regard to adding as an additional type of derivative contract
those relating to actuarial statistics?

What do you understand by the terms “reason of default or other termination event”
and how does this differ from “except in the case of force majeure, default or other bo-
na fide inability to perform”?
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Position reporting thresholds

Background/Mandate

Extract from the Commission’s request for advice (mandate)

ESMA is invited to provide technical advice on the thresholds referred to in respect both the number of
persons and their open positions which if exceeded means that the last subparagraph of paragraph 1 of
Article 58 does not apply.

Article 58, MiFID II

(a)

[...]

[..]

Member States shall ensure that an investment firm or a market operator operating a trading
venue which trades commodity derivatives or emission allowances or derivatives thereof:

make public a weekly report with the aggregate positions held by the different categories of per-
sons for the different commodity derivatives or emission allowances or derivatives thereof traded
on their trading venue, specifying the number of long and short positions by such categories,
changes thereto since the previous report, the percentage of the total open interest represented by
each category and the number of persons holding a position in each category in accordance with
paragraph 4 and communicate that report to the competent authority and to ESMA; ESMA shall
proceed to a centralised publication of the information included in those reports;

The obligation laid down in point (a) shall only apply when both the number of persons and their
open positions exceed minimum thresholds.

The Commission shall be empowered to adopt delegated acts in accordance with Article 89 to
specify the thresholds referred to in the second subparagraph of paragraph 1of this Article, having
regard to the total number of open positions and their size and the total number of persons hold-
ing a position.

Analysis

1.

Article 58(6) of MiFID II requires ESMA to advise the Commission on the minimum thresholds that
are referred to in Article 58(1). These thresholds are the levels above which the aggregate Commit-
ment of Trader Reports that have been prepared by trading venues and also collected by ESMA will be
published.

In determining the appropriate thresholds for publication, the Commission will have regard to:

i.  the total number of persons that hold a position in the relevant instrument; and

ii.  the total size of their open positions.
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The second subparagraph of Article 58(1) of MiFID II sets out that the Commitment of Trader Report
under Article 58(1)(a) of MiFID II should only be published when both the thresholds above are ex-
ceeded.

It is essential that an appropriate balance is struck between the two competing objectives of providing
transparency to market stakeholders, and ensuring the prevention of market abuse and preservation
of confidentiality by not disclosing details of position holders to the extent that they may be identifia-
ble. It is also essential for the arrangements to be efficient and effective to generate timely and mean-
ingful reports.

For the avoidance of doubt, the thresholds only apply to the publication of Commitment of Traders
Report. The reporting of positions in commodity derivatives, emission allowances, and derivatives of
emission allowance must continue to be made, regardless of whether reports are subsequently pub-
lished or not.

Position Holders

6.

ESMA proposes that the number of position holders across all five categories of persons is set at a
total of 30. This figure aims to set a balance between setting the threshold too low which might un-
dermine market integrity if the persons holding individual positions could be identified and setting
the threshold too high which might reduce transparency to the market.

In proposing this number of position-holders, ESMA has had regard to the position reporting regimes
that are established in other jurisdictions. ESMA notes that where jurisdictions have determined the
number of position-holders to be at a lower level than 30, there are fewer categories into which the
position-holders are placed. ESMA therefore considers that the level proposed for the Article 58 of
MiFID II regime strikes a comparable balance between transparency and confidentiality when taken
across all categories.

Size of Open Positions

8.

10.

ESMA proposes that publication of Commitment of Traders reports takes place when the absolute
value of the gross long or short volume of total open interest, expressed in the number of lots of the
relevant commodity derivative, exceeds a level of four times the deliverable supply in the same com-
modity derivative. This threshold would apply to the contract as a whole, covering both spot and for-
ward months.

ESMA believes that this measure, made in relation to deliverable supply, offers market participants
transparency and certainty. The multiple selected is intended to be effective in providing transparen-
cy of commodity derivatives where there is significant trading interest and indication that the volume
of trading exceeds that necessary to provide sufficient liquidity to support participants that ultimately
require physical delivery or engage in trading for commercial risk management purposes,

The calculation for the option positions will be expressed on a delta-equivalent basis converted to a
future on the same commodity derivative. For simplicity, ESMA proposes the trading venues’ publicly
published delta calculation values should be applied to all option positions. If a trading venues’ delta
calculation values are not publicly published then a standard delta of 0.5 should be applied to all op-
tion positions.
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Therefore, a Commitment of Trader Report would only need to be published under Article 58(1)(a) of
MiFID II, for a commodity derivative, emission allowance, or a derivatives thereof traded on a trading
venue, when: a) 30 or more persons hold a position in that commodity derivative and b) when the
value of the gross long or short volume of total open interest of their positions for that commodity de-
rivative exceeds four times the deliverable supply in that commodity derivative.

Application of Reporting Thresholds

12.

13.

14.

ESMA proposes that positions should be reported for a period of three months after a contract ex-
ceeds both the thresholds for the number of position holders and the value of open contracts. In the
event of a contract not exceeding the threshold during the period, the requirement to report positions
for that contract should cease.

ESMA considers that such an approach would be preferable to contracts being reported on a sporadic
basis in the event of such contracts intermittently exceeding both thresholds.

Such an approach means that the number of position holders may, from time to time, fall beneath the
reporting threshold of 30 persons. Therefore, ESMA proposes that in such cases, in order to reduce
the confidentiality risks to such position holders, and in a similar manner to existing position report-
ing regimes, that where there are 4 or fewer position holders active in a given category, the number of
position holders in that category is not reported, but that the position holders in the other categories
are.
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Draft technical advice

The obligation for a trading venue to make public a weekly position report for commodity deriva-
tives or emission allowances or derivatives thereof will apply when the following two thresholds
must be met:

i. 30 open position holders are active in a given contract on a given trading venue; and

ii. the absolute value of the gross long or short volume of total open interest, expressed in the
number of lots of the relevant commodity derivative, exceeds a level of four times the deliver-
able supply in the same commodity derivative.

These thresholds are cumulative and both must be met before the obligation to make public a
report applies. The thresholds shall apply separately to each commodity derivative that is listed on
a trading venue.

The 30 position holders threshold shall apply in aggregate across all of the categories and there
does not have to be a minimum number of position holders in any single category.

However, where there are four or fewer position holders active in a given category, the number of
position holders in that category shall not be reported

Where the thresholds above are triggered for the first time, that trade venue shall seek to publish
its first weekly report as soon as it is feasibly practical, but in any event no later than 3 weeks from
the date on which the thresholds are first triggered.

Where the thresholds are no longer being met, that trading venue shall continue to publish the
weekly report for a period of three calendar months after which, if the thresholds have not been
met during the period, publication of the report for that contract may cease.

Do you agree with the proposed threshold for the number of position holders? If not,

please state your preferred thresholds and the reason why.

Do you agree with the proposed minimum threshold level for the open interest criteria
for the publication of reports? If not, please state your preferred alternative for the def-

inition of this threshold and explain the reasons why this would be more appropriate.

Do you agree with the proposed timeframes for publication once activity on a trading

venue either reaches or no longer reaches the two thresholds?
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7.3. Position management powers of ESMA
Background/Mandate

Extract from the Commission’s request for advice (mandate):
ESMA is invited to provide technical advice on:

- the existence of a threat to the orderly functioning and integrity of financial markets, including com-
modity derivative markets in accordance with the objectives listed in Article 57(1) of Directive .../.../EU*
and including in relation to delivery arrangements for physical commodities, or to the stability of the
whole or part of the financial system in the Union as referred to in Article 45 paragraph 2(a) taking
account of the degree to which positions are used to hedge positions in physical commodities or commod-
ity contracts and the degree to which prices in underlying markets are set by reference to the prices of
commodity derivatives;

- the appropriate reduction of a position or exposure entered into via a derivative referred to in Article
45 paragraph 1(b);

- the situations where a risk of regulatory arbitrage as referred to in Article 45 paragraph 3(b) could
arise.

Those criteria and factors shall take into account the regulatory technical standards referred to in Arti-
cle 57(3) of the Directive and shall differentiate between situations where ESMA takes action because a
competent authority has failed to act and those where ESMA addresses an additional risk which the
competent authority is not able to sufficiently address pursuant to Article 69(2)(j) or (0) of the Directive.

Article 45(10), MiFIR

The Commission shall adopt in accordance with Article 50 delegated acts to specify criteria and factors
to determine:

(a) the existence of a threat to the orderly functioning and integrity of financial markets, including
commodity derivative markets in accordance with the objectives listed in Article 57(1) of Directive
.../.../EU" and including in relation to delivery arrangements for physical commodities, or to the stability
of the whole or part of the financial system in the Union as referred to in paragraph 2(a) taking account
of the degree to which positions are used to hedge positions in physical commodities or commodity
contracts and the degree to which prices in underlying markets are set by reference to the prices of
commodity derivatives;.

(b) the appropriate reduction of a position or exposure entered into via a derivative referred to in para-
graph 1(b) of this Article;

(c) the situations where a risk of regulatory arbitrage as referred to in paragraph 3(b) of this Article
could arise.

Those criteria and factors shall take into account the regulatory technical standards referred to in Arti-

cle 57(3) of Directive .../.../EU and shall differentiate between situations where ESMA takes action be-
cause a competent authority has failed to act and those where ESMA addresses an additional risk which
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the competent authority is not able to sufficiently address pursuant to Article 69(2)(j) or (o) of Directive
v/ ./EU.

One of the stated aims of MiFID II is to implement the 2009 G20 commitment to improve the regula-
tion, functioning and transparency of financial and commodity markets to address excessive com-
modity price volatility (Recital 125, MiFID II). In November 2009, the G20 also endorsed IOSCO’s
Principles for the Regulation and Supervision of Commodity Derivatives Markets and called for
market regulators to have formal position management powers.

For the first time, mandatory position limits and position reporting will be introduced across the EU
and NCAs, who will supervise the adherence to these position limits, will be granted a minimum set of
powers in relation to: requiring information on commodity derivative positions; requesting a person
to reduce the size of a position and having the ability to limit a person from entering into a commodi-
ty derivative.

Under Article 45 of MiFIR, ESMA is granted comparable position management powers to NCAs and
Article 45(1) specifies that ESMA, in specific circumstances and subject to certain conditions, has the
power to:

i.  request relevant information from any person on their derivative positions;
ii. require the reduction or elimination of those positions; and
iii. as alast resort, limit the ability of a person from entering into a commodity derivative.

ESMA'’s position management powers are to be used in exceptional circumstances and only where
there exists both an emergency situation and a failure or inability of a NCA to take appropriate action.
Article 45(2) of MiFIR sets out that ESMA will only be able to exercise these powers if they:

i.  “address a threat to the orderly functioning and integrity of financial markets, including com-
modity derivative markets in accordance with the objectives listed in Article 57(1) of Directive
.../.../EU and including in relation to delivery arrangements for physical commodities, or to the
stability of the whole or part of the financial system in the Union; [and]

il. a competent authority or competent authorities have not taken measures to address the threat
or the measures taken do not sufficiently address the threat.”

Article 45(10) of MiFIR envisages that the Commission will adopt delegated acts further specifying
the criteria and factors which must be taken into account when determining whether it is appropriate
for ESMA to use its position management powers. ESMA has been asked for technical advice by the
Commission on those criteria and factors and has therefore established some initial views on which it
seeks feedback.

Analysis

6.

The requirements under Articles 45(10)(a), 45(10)(b) and 45(10)(c) of MiFIR (see above) and the
requirement that ESMA considers how to differentiate between situations where ESMA takes action
because an NCA has failed to act and those where ESMA addresses an additional risk which the NCA
is not able to sufficiently address, are discussed in sequence below. In further analysing such circum-
stances, it is important to note the following points in relation to ESMA’s use of these powers:
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i ESMA’s powers to request information and to require the reduction or elimination of a position
are not restricted to commodities derivatives and the definition of an emergency situation is
not restricted to factors directly connected with commodities; and

ii. the “threat” in the context of derivatives markets to the stability of the financial system in the
EU or to the orderly functioning and integrity of the market (financial and commodities) is not
necessarily caused by the activity in those derivatives markets.

45(10)(a) of MiFIR threat to the orderly functioning and integrity of financial markets, including com-
modity derivatives markets in accordance with the objectives listed in article 57(1) of MiFID II and
including in relation to delivery arrangements for physical commodities, or to the stability of the whole
or part of the financial system in the Union...

7.

In addressing this requirement, ESMA notes that it is granted powers to act in exceptional circum-
stances elsewhere in EU legislation which require consideration of factors that are very similar to, or
mirror, those under Article 45(10) MiFIR. Under Article 40 of MiFIR, ESMA may temporarily prohib-
it or restrict in the EU the marketing, distribution or sale of certain financial instruments or a type of
financial activity or practice when there is a significant investor protection concern or “threat to the
orderly functioning and integrity of financial markets or commodity markets and to the stability of
the whole or part of the financial system in the Union”.

Article 24(1) and (3) of the Short Selling Regulation (No 918/2012 of 5 July 2012) already makes
reference to various scenarios which may constitute “a threat to the orderly functioning and integrity
of financial markets or to the stability of the whole or part of the financial system in the Union”.
These are, in summary:

i.  serious financial, monetary or budgetary problems which may lead to financial instability con-
cerning a Member State or a bank and other financial institutions deemed important to the glob-
al financial system;

ii. a rating action or a default by any Member State or banks and other financial institutions
deemed important to the global financial system;

iii. substantial selling pressures or unusual volatility causing significant downward spirals in any fi-
nancial instrument related to any banks and other financial institutions deemed important to the
global financial system;

iv. any relevant damage to the physical structures of financial institutions from a natural disaster or
terrorist attack; and

v. any relevant disruption in any payment system or settlement process, in particular when it is re-
lated to interbank operations.

ESMA'’s preliminary view is that the factors and criteria set out in the Short Selling Regulation, pre-
sented in points (i.) to (v) above, are relevant criteria for determining the existence of a threat to the
stability of the (whole or part of the) financial system in the EU. There may, however, be other factors
to consider. ESMA also believes that these circumstances may be of different relevance for the finan-
cial and commodities derivatives.
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ESMA believes the orderly functioning and integrity of financial, commodity derivatives and physical
markets are endangered whenever such markets are no longer able to efficiently fulfil their economic
function. The function of the markets can be defined as:

i.  allowing for an efficient and fair method of price discovery through the matching of supply and
demand,;

ii. providing a mechanism for physical delivery of a given commodity (where relevant) or financial
underlying;

iii. providing (commercial) participants with the ability to hedge physical commodity market expo-
sure / exposure on the spot market; and

iv. allowing for a common inter-linkage and convergence between physical and financial commodity
markets or the derivatives and spot financial markets.

ESMA has primarily identified the following factors and criteria to determine the existence of a threat
to the orderly functioning and integrity of financial markets or commodity markets:

i.  disruption to the supply of a commodity, leading to a significant reduction of deliverable supply
(through, for example, a production outage);

ii. significant and abrupt rise in the demand of a commodity;

iii. a significant position in a certain commodity held by one person, or persons acting in concert, in
one or several trading venues, through one or several market members; and

iv. de facto inability by a trading venue to exercise its own position management powers because a
business continuity event prevents it from carrying on business in the normal way.

In weighting the factors mentioned above, particular attention will be given to the extent to which
there is a necessity for third parties to obtain that commodity (e.g. some agricultural commodities).

The objectives of setting position limits, enumerated under Article 57(1) of MiFID II, are to prevent
market abuse and to support orderly pricing and settlement conditions, including preventing market
distorting positions and ensuring convergence between prices of derivatives in the delivery month
and spot prices for the underlying commodity. ESMA considers that the above factors and criteria for
commodity derivatives markets are also appropriate indicators in relation to when these objectives for
commodity derivatives markets are under threat.

When considering the existence of a threat to the integrity and functioning of financial markets,
commodity derivatives markets and delivery arrangements for physical markets, ESMA must also
take account of “the degree to which positions are used to hedge positions in physical commodities
or commodity contracts and the degree to which prices in underlying markets are set by reference
to the prices of commodity derivatives.” ESMA is of the view that this consideration is sufficiently
taken into account in the above factors where its definition of a functioning market explicitly covers
“providing (commercial) participants with the ability to hedge physical commodity market expo-
sure / exposure on the spot market”.
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Draft technical advice

1. In describing those scenarios which may constitute “a threat to the orderly functioning and integrity
of financial markets or to the stability of the whole or part of the financial system in the Union”, the
scenarios under Article 24(1) and (3) of the Short Selling Regulation (No 918/2012 of 5 July 2012)
should be taken into account and alignment between the two pieces of legislation effected to the ex-
tent possible. The following factors and criteria set out in the Short Selling Regulation are relevant
criteria for determining the existence of a threat to the stability of the (whole or part of the) financial
system in the Union.

i.  serious financial, monetary or budgetary problems which may lead to financial instability con-
cerning a Member State or a bank and other financial institutions deemed important to the glob-
al financial system;

ii. a rating action or a default by any Member State or banks and other financial institutions
deemed important to the global financial system;

iii. substantial selling pressures or unusual volatility causing significant downward spirals in any fi-
nancial instrument related to any banks and other financial institutions deemed important to the
global financial system;

iv. any relevant damage to the physical structures of financial institutions from a natural disaster or
terrorist attack; and

v. any relevant disruption in any payment system or settlement process, in particular when it is re-
lated to interbank operations.

2. The above list of circumstances is not exhaustive and may be of different relevance for the financial
and commodities derivatives markets. Therefore, in addition to the above circumstances enumerated
under the Short Selling Regulation, the following factors and criteria should also be considered as rel-
evant in determining the existence of a threat to the orderly functioning and integrity of financial
markets and commodity derivative markets:

i.  disruption to the supply of a commodity, leading to a significant reduction of deliverable supply
(through, for example, a production outage);

ii. significant and abrupt rise in the demand of a commodity;

iii. a significant position in a certain commodity held by one person, or persons acting in concert, in
one or several trading venues, through one or several market members; and

iv. de facto inability by a trading venue to exercise its own position management powers because a
business continuity event prevents it from carrying on business in the normal way.
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Do you agree that the listed factors and criteria allow ESMA to determine the existence
of a threat to the stability of the (whole or part of the) financial system in the EU?

What other factors and criteria should be taken into account?
Do you agree with ESMA'’s definition of a market fulfilling its economic function?

Do you agree that the listed factors and criteria allow ESMA to adequately determine
the existence of a threat to the orderly functioning and integrity of financial markets or
commodity derivative market so as to justify position management intervention by
ESMA?

‘What other factors and criteria should be taken into account?

Do you consider that the above factors sufficiently take account of “the degree to which
positions are used to hedge positions in physical commodities or commodity contracts
and the degree to which prices in underlying markets are set by reference to the prices
of commodity derivatives”? If not, what further factors would you propose?

45(10)(b) of MiFIR: Appropriate reduction of a position or exposure

15.

16.

17.

18.

ESMA, under Article 45(10)(b) of MiFIR and for the purpose of adoption of delegated acts, has been
mandated by the Commission to provide advice specifying the criteria and factors to determine the
appropriate reduction of a position or exposure entered into via a derivative.

After analysing the necessary information regarding the size and purpose of a derivatives position,
ESMA may require the “appropriate reduction of a position or exposure” entered into via a deriva-
tive. Exactly what “appropriate” is may differ according to the particulars of each case, but, the type
and size of the market participant that holds the position, and the related commodity market in which
this is held, will be taken into account.

Further, Article 45(3) of MiFIR specifies that ESMA may only require a person to reduce the size or to
eliminate their position or exposure if:

i. it does address the threat to the stability of the financial system in the EU or to the orderly func-
tioning and integrity of markets;

ii. it does not create regulatory arbitrage; and

iii. it does not detrimentally impact markets by reducing liquidity, creating uncertainty or being dis-
proportionate.

ESMA considers that “appropriate” action may differ on a case by case basis and has identified the
following factors and criteria that could be relevant:

i.  Nature of the holder of the position (e.g. producer, consumer, financial institution, etc.);
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ii.  Size of the position vis-a-vis the size of the market in the relevant derivatives;

iii. Size of the position vis-a-vis the market in the physical market, e.g. deliverable supply;
iv. The direction of the position (short/long);

v. The purpose of the position (hedging or financial exposure);

vi. The experience of a position holder in holding positions of a given size, and, if applicable, of
making/taking delivery of a given commodity;

vii. Other positions held by the position-holder in the underlying market (related physical positions)
or in different maturities of the same derivative; and

viii. Method of delivery.

In weighting the factors mentioned above, particular attention will be given to the extent to which
there is a necessity for third parties to obtain that commodity (e.g. some agricultural commodities).

Draft technical advice

3. Inrelation to ESMA requiring “the appropriate reduction of a position or exposure entered into via a
derivative”, “appropriate” action may differ on a case by case basis. The following factors and criteria
are relevant indicators when determining what is “appropriate”:

i.  nature of the holder of the position (e.g. producer, consumer, financial institution, etc.);
ii.  size of the position vis-a-vis the size of the market in the relevant derivatives;
iii. size of the position vis-a-vis the market in the physical market, e.g. deliverable supply;
iv. the direction of the position (short/long)
v. the purpose of the position (hedging or financial exposure);
vi. the experience of a position holder in holding positions of a given size, and, if applicable, of mak-
ing/taking delivery of a given commodity;
vii. other positions held by the position-holder in the underlying market (related physical positions)
or in different maturities of the same derivative; and
viii. method of delivery.
Q238. Do you agree that the listed factors and criteria allow ESMA to determine the appropri-
ate reduction of a position or exposure entered into via a derivative?
Q239. What other factors and criteria should be taken into account?
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Do you agree that some factors are more important than others in determining what an
“appropriate reduction of a position” is within a given market? If yes, which are the
most important factors for ESMA to consider?

45(10)(c) of MiFIR: Situations where risk of regulatory arbitrage could arise

20. ESMA, under MiFIR Article 45(10)(c) and for the purpose of adoption of delegated acts, has been

21.

22,

23.

mandated by the Commission to provide advice specifying the criteria and factors to determine the
situations where a risk of regulatory arbitrage could arise.

ESMA must ensure that any measure taken does not create a risk of regulatory arbitrage. Such arbi-
trage typically arises in uneven playing fields, i.e., where different rules apply to participants in essen-
tially the same or substantially similar cases.

ESMA’s preliminary view is that regulatory arbitrage could arise from:

i.  applying restrictions in relation to some derivatives and not correlated ones, i.e., inconsistent
approaches to interrelated markets; or

ii. applying restrictions with the result that certain participants face limitations on their activity and
other similar participants do not.

Therefore, in order to determine the situations where a risk of regulatory arbitrage could arise ESMA
has identified the following preliminary criteria and factors:

i.  Whether the same contract is traded in a different venue, as a result of fragmentation of liquidi-
ty across different trading venues, or OTC;

ii. Whether a substantially equivalent contract is traded on a different venue or OTC (similar and
interrelated, but not considered part of the same fungible open interest);

iii. The effects of the decision on the market of the underlyings;

iv. The effects of the decision on markets and participants not subject to ESMA’s position man-
agement powers: and

v. Likely impact on the orderly functioning and integrity of the markets if no decision were taken
(do-nothing-scenario).

Draft technical advice

The following criteria and factors are relevant when determining the situations where a risk of regula-
tory arbitrage could arise:

i.  whether the same contract is traded in a different venue, as a result of fragmentation of liquidity
across different trading venues, or OTC;

ii. whether a substantially equivalent contract is traded on a different venue or OTC (similar and in-

305




~ esma

A

terrelated, but not considered part of the same fungible open interest);
iii. the effects of the decision on the market of the underlyings;

iv. the effects of the decision on markets and participants not subject to ESMA’s position manage-
ment powers; and

v. likely impact on the orderly functioning and integrity of the markets if no decision were taken
(do-nothing-scenario).

Q241.

Q242.

Q243.

Do you agree that the listed factors and criteria allow ESMA to adequately determine
the situations where a risk of regulatory arbitrage could arise from the exercise of posi-
tion management powers by ESMA?

‘What other criteria and factors should be taken into account?

If regulatory arbitrage may arise from inconsistent approaches to interrelated mar-
kets, what is the best way of identifying such links and correlations?

Differentiate between situations where ESMA takes action because an NCA has failed to act and those
where ESMA addresses an additional risk which the NCA is not able to sufficiently address pursuant to
Article 69(2)() or (o) of MiFID II

24. ESMA, under Article 45(10) of MiFIR and for the purpose of adoption of delegated acts, has been

25.

26.

mandated by the Commission to provide advice specifying how ESMA would differentiate between
those situations where ESMA takes action because an NCA has failed to act and those where ESMA
addresses an additional risk which the NCA is not able to sufficiently address pursuant to Article

69(2)(j) or (o).

ESMA considers that it will principally distinguish between situations caused by a NCA’s failure to act
as opposed to its inability to sufficiently address a threat through an analysis of the powers available
to the NCA. If the NCA has at its disposal sufficient regulatory powers to address fully the threat at
that time, without further reference to another NCA, but does not take such action ESMA will consid-
er this to be a strong indicator that the NCA has failed to act.

The key differences between the scope of the position management powers under MiFID II for ESMA
and the NCAs are:

i. ESMA can request from any person information regarding the size and purpose of a position and
exposure in a derivative under Article 45(1)(a) of MiFIR whereas an NCA can require or demand
such information but only in relation to a commodity derivative under Article 69(2)(j). However,
ESMA notes that in the transposition of the MiFID II Directive, Member States may decide to ex-
tend the power of NCAs to request information on an exposure to all derivatives, in which case
this difference in scope will not always apply.

ii. NCAs will be limited to exercising their powers to persons operating within their Member State
whereas ESMA will have the ability to use its powers across the whole of the EU.
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27. Given these differences, in practice, ESMA believes that an NCA may be unable to address fully a
threat where one or more of the factors listed pursuant to Article 45(1)(a) of MiFID II occur in one or
more other jurisdictions as well as in its own jurisdiction.

28. In such a case, ESMA intervention will be a more complimentary action whereas ESMA intervention
due to an NCA’s failure to act implies an overriding of an NCA.

Draft technical advice

5. Situations caused by an NCA’s failure to act as opposed to its inability to sufficiently address a threat
should be distinguished principally by analysis of the powers available to the NCAs. If the NCA has at
its disposal sufficient regulatory powers to address fully the threat at that time, without further refer-
ence to another NCA, but does not take such action this will be considered a strong indicator that the
NCA has failed to act. Where one or more of the factors listed pursuant to Article 45(1)(a) occur in one
or more other jurisdictions as well as in its own jurisdiction, it should be considered that an NCA may
be unable to address fully a threat rather than has failed to address the threat.

307




~ esma

8. Portfolio compression
Background/Mandate

1.  MiFIR defines portfolio compression, and rules that should apply to the investment firms when
providing compression.

2. The Commission is required to specify through delegated acts the elements of portfolio compression
and the information to be published.

3. In order to prepare for this delegated act, the Commission has requested ESMA to provide it with a
technical advice. ESMA has built on the work performed when developing the EMIR technical stand-
ards on portfolio compression in the scope of EMIR order for the purpose of preparing this consulta-
tion.

Extract from the Commission’s request for advice (mandate)

ESMA is invited to provide technical advice on the elements of portfolio compression and the information
to be published pursuant to paragraph 2 of Article 31 of this Regulation, in such a way as to make use as
far as possible of any existing record keeping, reporting or publication requirements (Article 31 par. 4 of
the Regulation).

For this purpose, ESMA is first invited to provide technical advice specifying further the criteria of the
definition of portfolio compression set out in Article 2(1)(47), including further specifications for the
process whereby derivatives are wholly or partially terminated and replaced by a new derivative in
particular the steps of the process, the legal documentation as well as the economic outcome of the
process.

ESMA is also invited to provide technical advice on the further the measurements for determining that,
following portfolio compression, the combined notional value is less than the combined notional value of
the terminated derivatives.

Finally, ESMA is invited to provide technical advice on the appropriate scope of the publication require-
ment pursuant to Article(2)as well as time limits within which publication shall be made by applying the
time limits specified in Article 10. In its advice, ESMA should consider the need to make use as far as
possible of any existing record keeping, reporting or publication requirements.

Article 31, MiFIR

1. When providing portfolio compression, investment firms shall not be subject to the best execution
obligation in article 27 of Directive.../.../EU, the transparency obligations in articles8, 10, 18 and 21
of this Regulation and the obligation in Article 1(6) of Directive .../.../EU. The termination or re-
placement of the component derivatives in the portfolio compression shall not be subject to Article
28 of this Regulation.

2. Investment firms and market operators providing portfolio compression shall make public through

an APA the volumes of transactions subject to portfolio compressions and the time they were con-
cluded within the time limits specified in Article 10.
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3. Investment firms and market operators providing portfolio compressions shall keep complete and
accurate records of all portfolio compressions which it organises or participates in. These records
shall be made available promptly to the relevant competent authority or ESMA upon request.

4. The Commission may adopt, by means of delegated acts in accordance with Article 51, measures
specifying the following:

(a) the elements of portfolio compression.
(b) the information to be published pursuant to paragraph 3,

In such a way as to make use as far as possible of any existing record keeping, reporting or publication
requirements.

Analysis

4. The delegated Act required from the Commission specifies 1) the elements of portfolio compression
and 2) the information to be published by the investment firms and market operators providing com-
pression regarding the volumes of transactions subject to portfolio compression and the time when
the transactions were concluded.

Elements of portfolio compression

5. Elements of portfolio compression to be developed will need to take into consideration the fact that
portfolio compression can be performed on a bilateral or on a multilateral basis. These elements
should include criteria for portfolio compression and the legal documentation of compression.

Legal documentation

6. Compression will result in some derivative transactions to be reduced or terminated and replaced by
other transactions with a reduced notional value. It means that the relationship between the counter-
parties to the transactions for bilateral compression and between the participant to compression and
its service provider for multilateral compression should provide for compression and its legal effects.

7. The relevant legal documentation shall therefore be in place between the parties for bilateral com-
pression and between the participant to compression services and the service provider for multilateral
compression in order to ensure, at the minimum, that the compression exercise will allow to amend
or terminate the compressed transaction and to replace them by the transactions resulting from the
compression exercise.

Criteria for compression

8. Compression allows counterparties to reduce the notional value of their derivative portfolio. In order
to achieve this reduction, the risk management framework of the counterparties should be respected.
It is therefore important that the service provider allows the participant to apply the criteria set in its
risk management framework when performing compression.

9. For this purpose, before the compression exercise is initiated, for each compression exercise, the

investment firm and market operator providing portfolio compression should allow the participant to
provide criteria including at least a limit to counterparty risk, a limit to market risk, a cash payment
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tolerance as well as updates to the mark-to market value of the transaction, unless a formulae allow-
ing the investment firm to update it has been agreed upon.

For bilateral compression, counterparties should exchange their respective criteria when they analyse
the interest of compression and at the latest before starting the compression exercise.

When the investment firm and market operator providing portfolio compression has established links
between transactions submitted for compression, it should provide to the participant a rehearsal un-
wind proposal that includes at the minimum the identification of the counterparties, the mark-to-
market value of the transaction proposed by the counterparties, the valuation of the counterparty
risk, the valuation of the market risk, the variation compared with the cash payment tolerance. This
rehearsal unwind proposal would allow the participant to have a view on the outcome of the compres-
sion exercise and to adapt some criteria in order to maximise the efficiency of the compression exer-
cise within the respect of its risk framework.

In case of bilateral compression, counterparties should exchange simulation of the compression
outcome so that each counterparty can ensure that its risk framework would be complied with.

It is proposed that the investment firm and market operator which provide portfolio compression
would give at least one business day to the participant to add transactions that would increase the
pool of trades eligible for termination, to adjust the limit to the counterparty risk, to market risk, the
cash payment tolerance, and update the mark-to-market value of the selected transactions, to obtain
an updated rehearsal unwind considering such adjustments. This framework would aim at maximis-
ing the efficiency of the compression exercise.

For bilateral transactions, counterparties should be able to also add transactions or perform adjust-
ments in order to maximise the volume of transactions for compression and comply with their risk
policy.

Finally, in order to finalise the compression exercise, the investment firm and market operator should
provide a final unwind proposal for the acceptance of each participant on the day following the dead-
line to close the updated rehearsal unwind proposal. Participants would then have a short given
timeframe in order to accept the final proposed unwind and finalise the compression exercise.

The Timeframe applicable to bilateral compression could be shorter as the exercise is expected to be
less complex than when multiple counterparties are involved.

Q244. What are your views on the proposed approach for legal documentation and portfo-

lio compression criteria?

Information to be published

17.

18.

Investment firms and market operators that are providing portfolio compression services are required
to publish the volumes of transactions subject to portfolio compression and the times they were con-
cluded within the time limit specified in MIFIR i.e. for the purpose of post-trade transparency “mar-
ket operators and investment firms operating a trading venue shall make details of all such transac-
tions public as close to real-time as is technically possible”.

Regarding the volume, it can be expressed in number of transactions and in value. Given that the
information is provided by the firm providing portfolio compression and that it aims at decreasing the
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notional amount of derivatives, it is proposed that value be expressed in notional amount. Indeed alt-
hough the marked-to-market value would be relevant, it differs with time and depending on counter-
parties and may therefore not be considered an appropriate measure of the volume for the purpose of
post-trade transparency.

In view of the above, it is proposed to consider the value and number of transactions submitted for
compression, of replacement transaction and of transactions reduced. Each time, the value and num-
ber would be provided per compression exercise, per product type, per type of participants and per
currency.

The TA should also specify the time when transactions subject to portfolio compression were con-
cluded within the time limits specified in Article 10 of MIFIR i.e. as close to real time as is technically
possible. In this respect, several options are open to specify that time. Among open options, only
those where the information related to timing is known by the firm providing portfolio compression
should be retained as it is in charge of making that information public.

One option is to refer to the time when the compression proposal is accepted by all participants to the
compression exercise. Another could be to refer to the time when the firm is confirming to all partici-
pants that the compression is finalised. That information is known by the firm providing portfolio
compression as it is the one respectively receiving the acceptance and informing participants. It could
be provided by reference to a compression exercise, per product type, per type of participants, per
currency.

The time when transactions are reflected in the books of the participants cannot be used as a refer-
ence as it is not known by the firm providing the portfolio compression services and may depend on
each participant.

What are your views on the approach proposed by ESMA with regard to information
to be published by the compression service provider related to the volume of trans-
actions and the timing when they were concluded?
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