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Executive Summary

Reasons for publication

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 Markets in Financial Instruments Directive (MiFID Il) and the Markets in Financial
Instruments Regulation (MiFIR). The mandate focuses on technical issues which follow from
MIFID Il and MiFIR and is available on the European Commission website (here). ESMA was
required to provide technical advice by no later than six months after the entry into force of
MIFID Il and MIFIR (2 July 2014).

Contents

This final report follows the same structure as the Consultation Paper' (CP) published by ESMA
on 22 May 2014 which is: (1) Introduction, (2) Investor protection, (3) Transparency, (4) Data
publication, (5) Micro-structural issues, (6) Requirements applying on and to trading venues, (7)
Commodity derivatives and (8) Portfolio compression.

This paper also contains summaries of responses to the CP received by ESMA. The rationale of
those items covered already in the CP for which no relevant changes have been introduced, is
not developed again in this Final Report. ESMA recommends, therefore, to read this report
together with the CP published on 22 May 2014 to have a complete vision of the rationale for
ESMA’s technical advice.

Next steps

Delegated acts should be adopted by the Commission so that they enter into application by 30
months following the entry into force of the Directive and Regulation, taking into account the right
of the European Parliament and Council to object to a delegated act within 3 months (which can
be extended by a further 3 months).

! http://lwww.esma.europa.eu/system/files/2014-549 - consultation_paper mifid i - mifir.pdf



http://ec.europa.eu/internal_market/securities/docs/isd/mifid/140423-esma-request_en.pdf
http://www.esma.europa.eu/system/files/2014-549_-_consultation_paper_mifid_ii_-_mifir.pdf
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1. Introduction

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 re-
forms 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 MiFID Il and MiFIR were approved by the
European Parliament on 15 April 2014 and by the European Council on 13 May 2014. The
two texts were published on the Official Journal on 12 June 2014 and entered into force on
the twentieth day following this publication — i.e. 2 July 2014.

On 23 April 2014, ESMA received a formal request from the Commission to provide tech-
nical advice to assist the Commission on the possible content of the delegated acts required
by several provisions of MiFID Il and MiFIR.

On 22 May 2014, ESMA published a CP in order to present its views and consult interested
parties for the purpose of producing its technical advice to the Commission. The consulta-
tion period closed on 1 August 2014 and ESMA received 330 responses. On 7 and 8 July,
ESMA also hosted public hearings on this CP which were well attended with around 350
participants.

In the preliminary phase of development of the technical advice, and in addition to the CP
and open hearing mentioned above, ESMA has requested the views of the Consultative
Working Groups of the concerned standing committees and working groups (the majority of
the topics falling under the Secondary Markets, Commaodity Derivatives and Investor Protec-
tion and Intermediaries Standing Committees/Task Forces) and the Securities and Markets
Stakeholder Group.

In the context of the preparation of MIFID Il and MIFIR technical standards and technical
advice to the Commission, ESMA launched a public tender?, in July 2013, and subsequently
awarded a contract to an external contractor that is supporting 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 delivered to the Commission for future legal
acts.

2 |nvitation to tender n° 0J/16/07/2013 — PROC/2013/005.
3 SEC(2009) 92.

10



7. ESMA, in developing the work for the MiFID Il and MiFIR technical standards and tech-
nical advice, is also taking into consideration the impact assessment accompanying the
Commission’s proposal of MiFID Il and MiFIR.*

4 SEC(2011) 1226 final.
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2.

Investor protection

2.1. Exemption from the applicability of MiFID for persons providing an invest-

ment service in an incidental manner

Background/Mandate

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

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

1.

Article 2 of MIFID Il provides for several exemptions regarding its applicability. Article 2(1)(c)
provides 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 regulated by legal or regulatory provisions or a code of ethics governing the pro-
fession which do not exclude the provision of that service”. The wording of this provision is
identical to MiFID | Article 2(1)(c) —i.e. MiFID remains unchanged in this regard.

According to Article 2(3) of MiFID Il, 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 following feedback from stakeholders

3.

The vast majority of respondents agreed with the proposed cumulative conditions to be
fulfilled in order for an investment service to be deemed to be provided in an incidental
manner. A few comments were made, suggesting:

i. to limit the exemption to the provision of ‘generic advice’ and not to the provision of full
investment services by professionals. ESMA notes that its mandate only encompasses
clarification of the “incidental manner” part of the exemption and not the definition or lim-
itation of the general scope of the exemption. Additionally MiFID Il (Recital 30 and Arti-
cle 2(1)(c)) clearly refers to “investment services” without any indications for the pro-
posed limitations.

ii. to exclude the activities performed by help desk and service desk personnel, unless
their goals or activities include commercial goals or profit incentives. ESMA considers
that the element mentioned above relates to the definition of investment firms (Article
4(1)(1) of MIiFID 1), which includes the reference to the “professional basis” for the pro-
vision of investment services and not to the exemption in accordance with Article 2
(2)(c) of MIiFID II.

12
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4. On the other hand, a limited number of associations of professionals opposed ESMA’s
proposed requirements stating they are too restrictive and formalistic and do not consider
the quality of the service provided to the client. ESMA considers that the ‘quality of service’
is not a suitable criterion to govern if a service is provided in an incidental manner.

5. Furthermore, one specific comment made related to paragraph 1(iii) of the draft technical
advice where respondents noted that entities are required by principles of transparency to
disclose the activities they undertake, even if this is done in certain limited circumstances.
ESMA understands the issue and notes that merely informing existing clients of the entity’s
availability to provide investment services in an accessory way to the main professional ac-
tivity should not be considered in violation of paragraph 1(iii) of the advice. ESMA has
amended the advice to take this issue into consideration.

Technical advice

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

i. aclose and factual connection exists, including in temporal terms, between the profes-
sional activity and the provision of the investment service to the same client, such that
the investment service is regarded as accessory to the main professional activity; and

ii. the provision of investment services to the clients of the main professional activity does
not 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, except where these are disclosed to
their clients as being accessory to the main professional activity.

13
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2.2.

Investment advice and the use of distribution channels

Background/Mandate

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

ESMA is invited to provide technical advice on necessary adjustments to the definition of in-
vestment 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 Il investor protection rules.

1.

MIFID | 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 transac-
tions relating to financial instruments (Article 4(1)(4)).

The MIFID Implementing Directive implements Article 4(1)(4) of MIiFID | by specifying the
definition of a personal recommendation. In this context, it sets out, inter alia, that “a rec-
ommendation is not a personal recommendation if it is issued exclusively through distribu-
tion channels or to the public” (the MiFID Implementing Directive Article 52, last subpara-

graph).

In its Questions & Answers on “Understanding the definition of advice under MiFID”, CESR
addressed the issue of the meaning of the last subparagraph of Article 52 of the MiFID Im-
plementing 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.°

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

Analysis following feedback from stakeholders

5.

A large majority of respondents agreed with ESMA’s draft technical advice. These respond-
ents noted that the suggested modification of Article 52 of the MiFID Implementing Directive
would clarify that investment advice can be performed through distribution channels in cer-
tain circumstances.

A minority of respondents did not support ESMA’s draft technical advice. These respond-
ents noted that the type of communication channel used to communicate information to cli-
ents should not be the only criterion to determine if that information is a personal recom-
mendation or not.

°® CESR/10-293.
® CESR/10-859.
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Several respondents suggested that the final technical advice clarifies that issuing a rec-
ommendation exclusively through a distribution channel to a wide group is an indication that
the recommendation is not a personal recommendation. Some respondents also suggested
that the final technical advice gives guidance with respect to the circumstances under which
an investment recommendation provided through internet based channels should or should
not be regarded as investment advice.

ESMA does not consider that issuing a recommendation exclusively through a distribution
channel to a wide group is necessarily an indication that the recommendation is not a per-
sonal recommendation. The circumstances of such a case should be assessed before
reaching this conclusion. ESMA confirms its draft technical advice and takes note of the
suggestion made and considers that the area of advice through internet based channels
may certainly deserve attention in the next future (guidelines or other “Level 3” work).

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 or”, which should be removed.

15
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2.3. Compliance function

Background/Mandate

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

ESMA is invited to consider and provide technical advice on any necessary updates or im-
provements to provisions set out in sections | and Il of Chapter Il of the MiFID | Commission
Directive 2006/73/EC in light of the new framework and of the objective to set out an improved
framework for effective organisational requirements. In particular, ESMA is invited to provide
technical advice on further requirements with respect to the compliance function and to com-
plaints handling aiming at better safeguarding clients’ rights and more effective complaints man-
agement policies.

1.

The relevant provisions in MiFID Il are:
Article 16(2):

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

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 pol-
icies and procedures 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 (including having the necessary authority, resources, expertise, ac-
cess 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 com-
pliance function 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 that business.

In September 2012, ESMA published “Guidelines on certain aspects of the MiFID compli-
ance function requirements” (compliance guidelines). These guidelines focus on the re-
sponsibilities 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;

" ESMA/2012/388.
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ii. the organisational requirements of the compliance function for the standards of effec-
tiveness, permanence and independence;

ii. 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 re-
quirements.

Analysis following feedback from stakeholders

4.

A majority of respondents agreed with ESMA’s proposals. Many of these respondents noted
that including in the MIFID Il implementing measures some of the principles set out in the
compliance guidelines will give firms more legal certainty as to what is expected from them.
Others, while supporting the proposals, wondered about the right level of details of the im-
plementing legislation on this topic. A few of them also suggested that ESMA clarifies, in
due time, the interaction between reinforced MiFID Il implementing measures and the com-
pliance guidelines. Once MIFID Il implementing measures are adopted ESMA will consider
the interaction with existing guidelines.

A few respondents expressed concerns with respect to ESMA’s proposals arguing that ‘up-
grading’ guidelines into the MIFID Il Implementing measures was not appropriate and no-
ticed that guidelines, as opposed to delegated acts which are statutory, allow the possibility
for NCAs not to comply with them. ESMA notes that all NCAs have declared compliance
with the compliance guidelines and therefore considers that the suggested amendments to
the current text of the MiFID Implementing Directive does not add an additional burden to
the approach already adopted across the EU.

A minority of respondents did not support ESMA’s proposals and noted that the current
regime is satisfactory and should not be modified considering that Article 16(2) of MiFID Il is
an exact recast of Article 13(2) of MiFID I. ESMA considers that strengthening the current
requirements with some of the key principles contained in the compliance guidelines is fully
consistent with the objective to harmonise the EU regulatory framework and give further cer-
tainty to the market as to the requirements applicable.

Several respondents noted that requirement for firms to maintain a “permanent” compliance
function was not proportionate. ESMA notes that this requirement has been extracted from
the compliance guidelines (general guidelines 6) and considers that the feedback statement
of those compliance guidelines (paragraphs 50 and 51) as well as the supporting guidelines
of general guideline 6 clarifies the practical implications of maintaining a compliance func-
tion on a ‘permanent” basis. More specifically, this implies that investment firms should es-
tablish adequate arrangements to ensure that the responsibilities of the compliance officer
are fulfiled when the compliance officer is absent, and adequate arrangements to ensure
that the responsibilities of the compliance function are performed on an ongoing basis.

17
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10.

A number of respondents suggested that the final technical advice clarifies that the monitor-
ing of complaints handling should be taken in consideration when establishing the monitor-
ing program referred to in paragraph 4 of the draft technical advice. The technical advice
has been amended accordingly.

Several respondents also suggested few changes in the draft technical advice such as
substituting “effectiveness” with “efficiency” (paragraph 3(i) of the draft technical advice) and
“comprehensively” with “adequately” (paragraph 4). ESMA notes that the language pro-
posed is already in use in the context of the ESMA compliance guidelines and has not
raised any specific issue.

A majority of respondents did not suggest any additional MiFID Il Implementing measures
other than the proposals developed in the draft technical advice. Several respondents sug-
gested however that the advisory aspects of the compliance function be given a more prom-
inent role in the final technical advice. ESMA has not made amendments in this regard as it
feels that the advice is already sufficiently clear and balanced on the topic of the overall role
and responsibilities of the compliance function.

Technical advice

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

Investment firms shall establish, implement and maintain adequate policies and procedures
designed 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 de-
signed to minimise such risks and to enable NCAs to exercise their powers effectively under
that Directive. For those purposes, 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 that business.

Investment firms shall establish and maintain a permanent and effective compliance func-
tion 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 subpar-
agraph 1 of Article 6(1) of the MiFID 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 ser-
vices and activities to comply with the firm's obligations under MiFID II;

iii. to report to the management body, at least annually, on the implementation and effec-
tiveness of the overall control environment for investment services and activities, on the

18
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risks that have been identified and on the complaints-handling reporting as well as
remedies undertaken or to be undertaken; and

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

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 func-
tion must establish a risk-based monitoring programme that takes into consideration all are-
as of the investment firm’s investment services, activities and any relevant ancillary ser-
vices, including relevant information gathered in relation to the monitoring of complaints
handling. The monitoring programme should establish priorities determined by the compli-
ance risk assessment ensuring that compliance risk is comprehensively monitored.

In order to enable the compliance function to discharge its responsibilities properly and
independently, 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 and
must be responsible for the compliance function and for any reporting required by Mi-
FID II;

iii. the compliance function must be enabled to report on an ad-hoc basis directly to the
management body whenever it has detected a significant risk of failure by the firm to
comply with its obligations under MiFID II;

iv. the relevant persons involved in the compliance function must not be involved in the
performance 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
previous paragraph if it is able to demonstrate that in view of the nature, scale and complex-
ity of its business, and the nature and range of investment services and activities, the re-
guirement under that point is not proportionate and that its compliance function continues to
be effective. In such case, the investment 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.

19




« esma

2.4. Complaints-handling

Background/Mandate

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

ESMA is invited to consider and provide technical advice on any necessary updates or im-
provements to provisions set out in sections | and Il of Chapter Il of the MiFID | Commission
Directive 2006/73/EC in light of the new framework and of the objective to set out an improved
framework for effective organisational requirements. In particular, ESMA is invited to provide
technical advice on further requirements with respect to the compliance function and to com-
plaints handling aiming at better safeguarding clients’ rights and more effective complaints man-
agement policies.

1.

The relevant provisions in MiFID Il are:
Article 16:

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

Article 75:

1. Member States shall ensure the setting-up of efficient and effective complaints and re-
dress procedures for the out-of-court settlement of consumer disputes concerning the provi-
sion of investment and ancillary services provided by investment firms, using existing bodies
where appropriate. Member States shall further ensure that all investment firms adhere to
one or more such bodies implementing such complaint and redress procedures.

2. Member States shall ensure that those bodies actively cooperate with their counterparts
in other Member States in the resolution of cross-border disputes.

3. The competent authorities shall notify ESMA of the complaint and redress procedures re-
ferred to in paragraph 1 which are available under its jurisdictions.

ESMA shall publish and keep up-to-date a list of all extra-judicial mechanisms on its web-
site.

Following a review of existing organisational requirements already developed in the MiFID
Implementing Directive, ESMA noted that requirements in respect of complaints-handling

are of a high level nature.

Article 10 of the MiFID Implementing Directive text states:
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“Member States shall require investment firms to establish, implement and maintain effec-
tive and transparent procedures for the reasonable and prompt handling of complaints re-
ceived from retail clients or potential retail clients, and to keep a record of each complaint
and the measures taken for its resolution”.

On 13 June 2014, ESMA published a Joint Committee Report on guidelines for handling
consumer complaints in the securities and banking sectors (complaints guidelines).® The
guidelines aim to increase market confidence for the benefit of consumers and firms alike
and aim to ensure a harmonised approach to handling complaints for all 28 EU Member
States and across all financial services sectors.

The G20 high-level principles on financial consumer protection, published in October 2011,
specifically stated that:

‘Jurisdictions should ensure that consumers have access to adequate complaints handling
and redress mechanisms that are accessible, affordable, independent, fair, accountable,
timely and efficient. Such mechanisms should not impose unreasonable cost, delays or bur-
dens on consumers. In accordance with the above, financial services providers and author-
ised agents should have in place mechanisms for complaint handling and redress”.

Analysis following feedback from stakeholders

6.

ESMA received a relatively large number of responses on this topic. Most of the responses
focused on a number of common concerns. A majority of respondents stated that the com-
plaints-handling requirements should not apply to professional clients as respondents ar-
gued that such clients are not in nheed of such protection. Some of these respondents stated
the requirements should not apply to per se professional clients. A very small number of re-
spondents also raised concerns with applying the requirements on potential clients. They
stated that firms should focus on dealing with complaints from their actual clients and not
potential clients. A small number of respondents requested that a definition of a complaint
be provided.

ESMA considers that in the interests of investor protection the complaints-handling require-
ments should apply to all clients and not only retail clients. ESMA notes that the complaints
guidelines considers a complaint should be defined as a statement of dissatisfaction ad-
dressed to a firm by a client or potential client relating to the provision of investment ser-
vices. This concept can prove useful in the application of proposed requirements.

A small number of respondents sought clarity on what was meant by requiring firms to pro-
vide “details” of the complaints-handling process. Many respondents sought clarity on the
requirement to inform the relevant NCA on complaints, they queried whether such infor-

8JC 2014 43.
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mation needed to be proactively submitted or on request. ESMA considers that firms should
send information on complaints on a regular basis to NCAs.

9. ESMA considers that the “details” of the complaints-handling process should include the
firm’s internal procedures for dealing with complaints, the contact details of the relevant per-
son/staff who will be dealing with the complaint. ESMA agrees that greater clarity can be
provided in the technical advice to capture such information and has amended the advice
accordingly.

10. A small number of respondents stated that they did not support the proposal that required
firms to advise complainants of their rights to take civil action. ESMA considers that in order
to assist investors to take necessary actions and to ensure that clients/potential clients are
aware of their options they should be notified of their right to take further action where the
complaint has not been resolved to their satisfaction. In the interests of clarity, ESMA when
referring to Alternative Dispute Resolution (ADR) entities, considers that such reference is
consistent with the obligation for Member States to establish the setting-up of efficient and
effective complaints and redress procedures for the out-of-court settlement of consumer
disputes in accordance with Article 75 of MiFID II.

11. A number of respondents queried the role of the compliance function in managing the com-
plaints-handling process. They argued that it would interfere with the independence of the
compliance function to be responsible for complaints. Some respondents sought clarity on
whether the complaints-handling function needed to be separate from the compliance func-
tion. A small number of respondents also stated that they were concerned that requiring the
firm’s management body to endorse the policy was forcing the firm’s board to become in-
volved in something that was outside their usual legal mandate.

12. ESMA considers that in order to ensure that the complaints are handled in an independent
manner it is important that a complaints management function is established. Furthermore,
ESMA considers that, in order to ensure the effectiveness of the overall control environ-
ment, the compliance function should be able to perform this role. ESMA considers that the
compliance function is particularly suited to perform these tasks and also notes that allowing
the complaints management function to be carried out by the compliance function is, espe-
cially for small firms, in line with the general principle of proportionality. Furthermore, ESMA
considers that, as clarified in paragraph 3(iv) of its technical advice on the ‘compliance func-
tion’, the compliance function shall consider complaints as a source of relevant information
in the context of its general monitoring responsibilities. On the issue of endorsement by the
management body, ESMA considers that it is important that this body has clear oversight of
how the firm proposes to handle complaints. Furthermore, by requiring such endorsement at
this level ESMA aims to ensure that the complaints management policy will be of a high
guality and robust nature in order to effectively manage any complaints received.

Technical advice
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Investment firms shall establish and maintain a complaints management policy for clients or
potential clients. The complaints management policy shall provide clear, accurate and up-to-
date information about the complaints-handling process. This policy shall be endorsed by
the firm’s management body.

Investment firms shall publish the details of the process to be followed when handling a
complaint. Such details shall include information about the complaints management policy
and the contact details of the complaints management function. This information shall be
provided to clients or potential clients, on request, or when acknowledging a complaint. Cli-
ents and potential clients should be able to submit complaints free of charge.

Investment firms shall establish a complaints management function which enables com-
plaints to be investigated. This function may be carried out by the compliance function.

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

Investment firms shall explain to the client or potential client the firm’s position on the com-
plaint and set out the client’s or potential client’s options, where relevant, that they may be
able to refer the complaint to an Alternative Dispute Resolution (ADR) entity or that the cli-
ent may be able to take civil action.

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

Investment firms’ compliance functions shall analyse complaints and complaints-handling
data to ensure that they identify and address any risks or issues.
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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 re-
guirements or for a more harmonised approach with respect to the list of minimum records that

investment firms are required to keep under the Directive.

1. The relevant provision in MiFID Il is Article 16(6):

“An investment firm shall arrange for records to be kept of all services, activities and trans-
actions 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, Regula-
tion (EU) No 600/2014, Directive 2014/57/EU and Regulation (EU) No 596/2014, and in par-
ticular 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 following feedback from stakeholders

2. MIFID Il does not make any substantial changes to MIFID 1 in respect of general record-
keeping obligations, other than emphasising that records should enable NCAs to fulfill su-
pervisory tasks and perform enforcement actions under MiFID Il and MIFIR as well as under
the Market Abuse Directive (MAD)® and Regulation (MAR).'® MIFID Il also adds an explicit

reference to market integrity in this record-keeping context.

3. ESMA notes that some record-keeping requirements already exist both at Level 2 in the
MiFID Implementing Directive and the MiFID Implementing Regulation and at Level 3 which

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 rec-
ord-keeping of client orders and decisions to deal and the details that an investment
firm shall record, in relation to every order received from a client, and in relation to every

decision to deal taken in providing the service of portfolio management;

® Directive 2014/57/EU of the European Parliament and of the Council of 16 April 2014 on criminal sanctions for market abuse
(market abuse directive).

1% Regulation (EU) No 596/2014 of the European Parliament and of the Council of 16 April 2014 on market abuse (market abuse
regulation).
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ii. Article 8 of the MiFID Implementing Regulation sets out requirements in relation to rec-
ord-keeping of transactions and the details that an investment firm shall record in rela-
tion to the execution of a client order or the transmission of the order to another person
for execution;

ii. Article 51(1) of the MiFID Implementing Directive requires that investment firms retain
all the records required by MIFID | and its implementing measures for a period of five
years. Additionally, 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.

iv. Article 51(2) provides for requirements concerning the medium, the form and the man-
ner in which records should be retained are also provided for; and

v. Article 51(3) of the MiFID Implementing Directive requires that NCAs draw up and main-
tain a list of the minimum records investment firms are required to keep under MiFID
and its implementing measures. In 2007, CESR issued Level 3 recommendations
(CESR Recommendations) that list the minimum records that NCAs need to draw up
according to Article 51(3) of the MiFID Implementing Directive.

4. In light of the above, ESMA considers that the provisions of Article 51(1) of the MiFID Im-
plementing Directive should be confirmed in the implementing measures of MiFID II.

5. However, ESMA sees benefits in amending Article 7 and 8 of the Implementing Regulation
and Article 51(2) and (3) of the MiFID Implementing Directive. The changes to Article 7 and
8 are set out in the Technical Advice. Article 7 shall set the information and details invest-
ment firm shall keep and record in relation to any initial client order or decision to deal taken
in providing the service of portfolio management as well as orders originated from the activi-
ty of dealing for own account. Article 8 shall set the information and details investment firms
shall keep and record in relation to the processing of any transaction or client order and de-
cision to deal irrespective they lead to a transaction or not. In respect to Article 51(3), ESMA
is of the view that introducing a non-exhaustive list of records (Table) principally based on
the 2007 CESR Recommendations (MiFID Level 1 and Level 2) into the MiFID Il implement-
ing measures may benefit stakeholders and foster convergence across the EU.

6. Respondents raised a number of concerns relating to the draft proposals, mainly related to
the scope of the Table and the ability of NCAs and ESMA to introduce additional records.
Respondents argued that the Table should be exhaustive. They argued that by allowing
NCAs to set additional records, there would be legal uncertainty regarding which records
would be required in different Member States and therefore create potential for regulatory
arbitrage. Other respondents argued that there was no need for additional records and what
was proposed by ESMA was sufficient.

7. 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, in order to en-
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10.

11.

12.

sure flexibility and the ability to require the recording of activities and situations which may
not have emerged so far, ESMA considers that the list included in the table should remain
non-exhaustive and NCAs should continue to be able to add additional records to the list
above where there is a need under MIFID Il. Therefore, the table not a complete statement
of record keeping requirements and it should not be relied on as if it were. In addition, ES-
MA could be required to adopt and update guidelines in order to specify the exact content
and the timing for each record and to add new records in the future.

ESMA considers that the proposed Table should not include policies and procedures that
investment firms are required to keep under MiFID Il and its implementing measures (such
as, order execution policy, conflict of interest policy, client order handling policy, order plac-
ing and transmitting policy, compliance policy and procedures, conflicts of interest policy,
remuneration policy and procedures, complaints handling policy and procedures, outsourc-
ing policy and procedures and personal transactions policy and procedures. The Commis-
sion will be able to decide whether to include such policies and procedures in the Table.

Some respondents stated that the recording obligations of investment advice should be
consistent with the suitability guidelines and that the Table should also encompass suitabil-
ity reports. ESMA agrees that there should be consistency with related obligations and has
amended the Table to clarify this point.

Some respondents queried whether the requirement to maintain such records would only
apply to records created after the implementation of MIFID Il. ESMA confirms that the rele-
vant MiFID Il provisions will apply from 3 January 2017. However, ESMA notes that the Ta-
ble presented in the draft technical advice was principally based on the existing CESR list of
minimum records issued in February 2007 as a Level 3 Recommendation. Therefore sever-
al of the mentioned records would have originated from comparable provisions of MiFID |
which are already in place.

In this regard, ESMA acknowledges that the revised record-keeping requirement now wid-
ens the obligations to MIFIR and MAD; however the Table included in the Technical Advice
is only restricted to records required under MiFID Il. The records to be kept under MiFIR,
MAD and MAR have not been included in the Table.

ESMA notes that it is also developing RTS under MiFID Il which will include some record-
keeping obligations for firms. ESMA is of the view that in light of the difference in timing of
the publication of the RTS and the Technical Advice, it would be inappropriate to include the
exact content of these RTS in the Technical Advice. ESMA would like to highlight to the
Commission that it may wish to include the record-keeping requirements introduced by the
RTS in the Table and that the Table may need to be updated accordingly. The Commission
may need to ensure that the Level 2 wording aligns with the final RTS wording. To ensure
that a consistent taxonomy is achieved between the changes to Art 7 and 8 and the RTS,
ESMA has used the same wording as proposed in the RTS. ESMA would like to highlight to
the European Commission that it may wish to ensure that the final RTS and Article 7 and 8
align.
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13. Some respondents raised issues with the proposal to include the requirement that firms
must maintain records in electronic format and the difficulties that this proposal may pose.
ESMA notes that its technical advice clearly mentions the relevance of the nature of records
in considering the obligation to maintain them in electronic format when appropriate, in par-
ticular where the analysis of the data cannot be easily carried out without IT resources.

Technical Advice

1. Article 7 of the MIFID Implementing Regulation should be replaced by the following provi-
sion. The additions/amendments proposed are marked in bold; the elements in italics are
the ones already requested under the current MiFID Implementing Regulation 1287/2006.

Record keeping of client client orders and decision to deal

An investment firm shall keep in relation to every initial order received from a client and in re-

lation to every initial decision to deal taken inproviding-the-service-of portiolio-management,

to the extent they are applicable to the order or decision to deal in question, immediately rec-
ord and keep at the disposal of the competent authority at least the following details:

a. name and designation of the client;

b. name and designation of any relevant person acting on behalf of the client;

c. a designation to identify the Trader (Trader ID) responsible within the in-
vestment firm for the investment decision;

d. a designation to identify the Algo (Algo ID) responsible within the invest-
ment firm for the investment decision;

e. B/S indicator;

f. instrument identification

g. unit price and price notation;
h. price

i. price multiplier

j. Currency 1

k. Currency 2

[. initial_quantity and quantity notation;
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m. validity period
n. type of the order;
0. any other details, conditions and particular instructions from the client;

p. the date and exact time of the receipt of the order or the date and exact time of
when the decision to deal was made. The exact time must be measured ac-
cording to the methodology prescribed under the RTS on clock synchroni-
sation (Article 50(2) MiFID II).

Where the details specified in the points above are also prescribed under Article 25
and 26 MiFIR, these details should be maintained in a consistent way and according to
the same standards prescribed under Articles 25 and 26 MiFIR.”

2. Article 8 of the MIFID Implementing Regulation should be replaced by the following provi-
sion. The additions/amendments proposed are marked in bold; the elements in italics are
the ones already requested under the current MiFID Implementing Regulation.

Record keeping of transactions and order processing

An investment firm shall immediately after receiving a client order or making a decision to
deal to the extent they are applicable to the order or decision to deal in question, record and
keep at the disposal of the competent authority at least the following details:

a. name and designation of the client;
b.  name and designation of any relevant person acting on behalf of the client;

c. a designation to identify the Trader (Trader ID) responsible within the in-
vestment firm for the investment decision;

d. a designation to identify the Algo (Algo ID) responsible within the invest-
ment firm for the investment decision;

e. Transaction reference number
f. a designation to identify the order (Order ID);

g. the identification code of the order assigned by the trading venue upon
receipt of the order;

h. aunique identification for each group of aggregated clients’ orders (which
will be subsequently placed as one block order on a given trading venue).
This identification should indicated “aggregated_X” with X representing
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aa.

bb.

CC.

the number of clients whose orders have been aggregated.

the segment MIC code of the trading venue to which the order has been

submitted.

the name and other designation of the person to whom the order was transmit-

ted
Designation to identify the Seller & the buyer

the trading capacity

a designation to identify the Trader (Trader ID) responsible for the execu-

tion;

a designation to identify the Algo (Algo ID) responsible for the execution
B/S indicator;

instrument identification
Ultimate underlying
Put/Call identifier

Strike price

Up-front payment

Delivery type

Option style

Maturity date

unit price and price notation;
price

price multiplier

Currency 1

Currency 2

remaining quantity

29




- esma

dd.
ee.

ff.

gg.

hh.

i

Kk.

mm.

nn.

modified quantity
executed quantity

the date and exact time of submission of the order or decision to deal. The
exact time must be measured according to the methodology prescribed
under the RTS on clock synchronisation (Article 50.2 MiFID II).

the date and exact time of any message that is transmitted to and received
from the trading venue in relation to any events affecting an order. The ex-
act time must be measured according to the methodology prescribed un-
der the RTS on clock synchronisation.

the date and exact time any message that is transmitted to and received
from another investment firm in relation to any events affecting an order.
The exact time must be measured according to the methodology pre-
scribed under the RTS on clock synchronisation.

Any message that is transmitted to and received from the trading venue in
relation to orders placed by the investment firm

Any other details and conditions that was submitted to and received from
another investment firm in relation with the order

Each placed order’s sequences in order to reflect the chronology of every
event affecting it, including but not limited to modifications, cancellations
and execution;

Short selling flag
SSR exemption flag

Waiver flag

Where the details specified in the points above are also prescribed under Article 25 and
26 MiFIR, these details should be maintained in a consistent way and according to the
same standards prescribed under Articles 25 and 26 MiFIR.”

3. Article 51(1) of the MiFID Implementing Directive should be confirmed.

4. Article 51(2) of the MIFID Implementing Directive should be amended as follows. The addi-
tions/amendments proposed are marked in bold; the elements in italics are the ones al-
ready requested under the current MiFID Implementing Directive.

The records shall be retained in a medium that allows the storage of information in a way
accessible for future reference by the competent authority, and in such a form and man-
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ner that the following conditions-are met.

a) the competent authority must be able to access them readily and to reconstitute each
state of the processing of each transaction;

b) it must be possible for any corrections or other amendments and the contents of the
records prior to such correction or amendments, to be easily ascertained;

c) it must not be possible for the records otherwise to be manipulated or altered;

d) it must allow IT or any other efficient exploitation when the analysis of the data
cannot be easily carried out due to the volume and the nature of the data; and

e) investment firms must ensure that the arrangements comply with the record
keeping requirements irrespective of the technology used.

5. Article 51(3) of the MiFID Implementing Directive should be replaced by the following provi-
sions.

Investment firms should keep at least the records identified in the table below depending
upon the nature of their activities. 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 measures. The list should be
without prejudice to any other record-keeping obligations arising from other legislation. In-
vestment firms should keep any policies and procedures they are required to maintain
pursuant to MiFID I, MIFIR, MAD and MAR and the respective implementing measures in
writing. These policies and procedures are not included in the table below.

NCAs should be able to require investment firms to keep additional records to the list be-
low.

ESMA may publish and update guidelines specifying the detailed content and the timing
of the records specified in the table below and may provide for additional records. The fol-
lowing table sets out the types of records investment firms should be obliged to keep de-
pending upon the nature of their activities:

Nature of obligation | Type of record Summary of content | Legislative

reference

Client assessment
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Client categorisa-
tion

Contents as provided
for under Article 24 (4)
MIFID Ii

Article 24 (4)
MIFID II

Article 28 of
the MiFID
Implementing
Directive

Client agreements

Records as provided
for under Article 25(5)
of MiFID 1l

Article 25(5)
MIFID II

Article 39 of
the MiFID
Implementing
Directive

Assessment of
suitability and
appropriateness

Content as provided
for under Article 25(2)
and 25(3) of MiFID I
and Articles 35, 36
and 37 of the MiFID
Implementing Di-
rective

Article 25(2)
and 25(3)
MIFID II

Articles 35, 36
and 37 of the
MiFID Imple-
menting Di-
rective

Order handling

Client order-
handling -
Aggregated trans-
actions

Records as provided
for under Article 48 of
the MiFID Implement-
ing Directive

Articles 24(1)
and 28(1)
MIFID II

Article 48 of
the MiFID
Implementing
Directive

Aggregation and
allocation of trans-
actions for own
account

Records as provided
for under Art 48 and
49 of the MiFID Im-
plementing Directive

Article 24 and
Article 28
MiFID I

Article 48 and
49 of the Mi-
FID Imple-
menting Di-
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rective

Client Orders and
transactions

Record keeping of
client orders or
decision to deal

Records as provided
for under Article 7 of
the MiFID Implement-
ing Regulation.

Article 16(6)
MIFID II

Article 7 of the
MiFID Imple-
menting Regu-
lation

Record keeping of
transactions and
order processing

Records as provided
for under Article 8 of
the MiFID Implement-
ing Regulation.

Article 16(6)
MIFID II

Article 8(1)
and 8(2) of the
MiFID Imple-
menting Regu-
lation

Reporting to clients

Obligation in re-
spect of services
provided to clients

Contents as provided
for under Article 40 to
43 of the MiFID Im-
plementing Directive

Article 24(4)
MIFID II

Article 40 to 43
of the MiFID
Implementing
Directive

Safeguarding of client
assets

Client financial
instruments held by
an investment firm

Records as provided
for under Article 16(8)
of MiFID Il and under
Article 16 of the MiFID
Implementing Di-
rective

Article 16(8)
MiFID Il

Article 16 of
the MiFID
Implementing
Directive
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Client funds held
by an investment
firm

Records as provided
for under Article 16(9)
of MiFID Il and under
Article 16 of the MiFID
Implementing Di-
rective

Article 16(9)
MiFID Il

Article 16 of
the MiFID
Implementing
Directive

Use of client finan-
cial instruments

Records provided for
under Article 19 of the
MiFID Implementing
Directive

Article 16(8) to
(20) MIFID Il

Article 19 of
the MiFID
Implementing
Directive

Communication with
clients

Information about
Costs and associ-
ated charges

Contents as provided
for under Article 33 of
the MIFID Implement-

Article 24(4)(c)
MIFID II

ing Directive Article 33 of
the MiFID
Implementing
Directive
Information about Content as provided Art 24 (4)
the investment firm | for under Articles 30, MIFID 1l

and its services,
financial instru-
ments and safe-
guarding of client
assets

31 and 32 of the
MIFID Implementing
Directive

Articles 30, 31
and 32 of the
MiFID Imple-
menting Di-
rective

Information to
clients

Records of communi-
cation

Article 24(3)
MIFID Il

Article 27 of
the MiFID
Implementing
Directive
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Marketing commu-
nications (except in
oral form)

Each marketing com-
munication issued by
the investment firm
(except in oral form)
as provided under
Article 24(2) of the
MiFID Implementing
Directive

Article 24(3)
MIFID II

Article 24(2) of
the MiFID
Implementing
Directive

Investment advice
to retail clients

() The fact, time and
date that investment
advice was rendered
and (ii) the financial
instrument that was
recommended (iii) the
suitability report pro-
vided to the client

Article 25(6)
MiFID Il

Investment re-
search

Each item of invest-
ment research issued
by the investment firm
in a durable medium

Article 24(3)
MIFID II

Article 24(1) of
the MiFID
Implementing
Directive

Organisational re-
quirements

The firm’s business
and internal organ-
isation

Records as provided
for under Article
5(2)(f) of the MiFID
Implementing Di-
rective.

Article 16(2) to
(10) MIFID Il

Article 5(1)(f)
of the MiFID
Implementing
Directive

Compliance reports

Each compliance
report to management
body

Art 16 (2)
MIFID II

Articles 6(3)(b)
and 9(2) of the
MiFID Imple-
menting Di-
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rective

Conflict of Interest
record

Records as provided
for under Article 23 of
the MiFID Implement-
ing Directive.

Article 16 (3)
of MIFID II

Article 23 of
the MiFID
Implementing
Directive

Inducements

The information dis-
closed to clients under
Article 24(9) of MiFID
I1.

Article 24(9) of
MIFID Il

Article 26 of
the MiFID
Implementing
Directive

Risk management
reports

Each risk manage-
ment report to senior
management

Article 16(4)
MIFID II

Articles 7(2)(b)
and 9(2) of the
MiFID Imple-
menting Di-
rective.

Internal audit re-
ports

Each internal audit
report to senior man-
agement

Article 16(5)
MIFID 1l

Articles 8(d)
and 9(2) of the
MiFID Imple-
menting Di-
rective

Complaints-
handling records

Each complaint and
the complaint han-
dling measures taken
to address the com-
plaint

Article 16(2)
MIFID II

Article 10 of
the MiFID
Implementing
Directive.
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Records of per-
sonal transactions

Records as provided
for under Article
12(2)(c) of the MiFID
Implementing Di-
rective

Article 16(2) of
MIFID II

Article 12(2)(c)
of the MiFID
Implementing
Directive.
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2.6. Recording of telephone conversations and electronic communications

Background/Mandate

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

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 tele-
phone 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 relationships and to verify compliance by firms with their obligations
under MIFID Il as well as to detect and prove the existence of market abuse. Such organisation-
al 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 1l are:
Article 16(7):

“Records shall include the recording of telephone conversations or electronic communica-
tions relating to, at least, transactions concluded when dealing on own account and the pro-
vision of client order services that relate to the reception, transmission and execution of cli-
ent orders.

Such telephone conversations and electronic communications shall also include those that
are intended to result in transactions concluded when dealing on own account or in the pro-
vision of client order services that relate to the reception, transmission and execution of cli-
ent orders, even if those conversations or communications do not result in the conclusion of
such transactions or in the provision 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 provided 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
conversations between the investment firm and its clients that result or may result in trans-
actions will be recorded.

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

An investment firm shall not provide, by telephone, investment services and activities to cli-
ents who have not been notified in advance about the recording of their telephone commu-
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nications or conversations, where such investment services and activities relate to the re-
ception, transmission and execution 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 recorded by using written minutes or notes. Such orders shall be con-
sidered equivalent to orders received by telephone.

An investment firm shall take all reasonable steps to prevent an employee or contractor
from making, sending or receiving relevant telephone conversations and electronic commu-
nications on privately-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 com-
petent 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.'* The advice of most CESR
members was that the existing discretion in Article 51(4) of the MiFID Implementing Di-
rective 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 important step forward in terms of certainty, in-
vestor protection and deterrence of market abuse. The rationale for introducing the require-
ments was as follows:

i. to help deter and detect market abuse and to facilitate enforcement in this area. Rec-
ords 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 business 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 re-
lied on in the event of a dispute.

! CESR/10-975.
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Analysis following feedback from stakeholders

Controls and oversight

3.

In its draft technical advice, ESMA proposed internal control and oversight arrangements to
ensure compliance with MIFID Il requirements on recording of telephone conversations and
electronic communications. The majority of respondents did not oppose the control and
oversight measures proposed and considered that additional measures were not required to
reduce the risk of non-compliance with requirements in this area. However, some respond-
ents asked that ESMA include some provisions to address the MIFID Il notification require-
ment to clients that calls are being recorded. ESMA agrees, and has proposed an additional
requirement in the revised technical advice.

On the MIFID Il requirement to notify clients that the call is being recorded, the SMSG noted
that there “is no provision on the language requirement when the notification is made before
each call, which by the way is the best system in terms of informing clients and protecting
private life”. They went on to state that “for investments firms which have a large interna-
tional client base, or to make it simpler who describe themselves as being in the private
banking sector, the natification requirement is satisfied when the notification is made in the
language of the majority of the clients as well as in English. A natification in all languages
spoken by the clients of the investment firms would be burdensome and excessive. An indi-
cation that a notification in two languages is sufficient would create legal certainty for these
firms”. ESMA notes the SMSG comments on the language requirements of the notification
to clients and confirms that the natification provided to clients should be provided in line with
technical advice on the requirements for information to be fair, clear and not misleading.
This advice proposes that information to clients shall be consistently presented in the same
language throughout all forms of information and marketing materials that are provided to
each client.

A number of respondents expressed views on the explanations provided by ESMA in the
“Analysis” section of the CP on the types of telephone conversations and electronic com-
munications. In the “analysis” section of the CP, ESMA also noted that, taking into account
MIFID Il, some internal calls should be subject to the recording requirement, notably 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 Il which sets out that: “such records should ensure that there is evi-
dence to prove the terms of any orders given by clients and its correspondence with trans-
actions executed by the investment firms, as well as to detect any behaviour that may have
relevance in terms of market abuse, including when firms deal on own account”. A number
of respondents stated that the proposals would be too onerous. These respondents also
stated that the requirements went beyond MIFID Il as they considered that Article 16(7)
meant that only conversations relating to the “concrete” order should be recorded and that
there was no need to record internal calls. Other respondents stated that the ESMA advice
is not clear on this aspect. ESMA considers that in order to meet the obligations established
under MIFID Il and to ensure that there are no gaps in the continuity of the relevant conver-
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sations, internal calls that result or may result in the transactions must be recorded. ESMA
has amended the advice to clarify this.

6. ESMA also noted in the explanatory analysis of the CP that the recording rules do not apply
to the service of investment advice, but clarified that conversations and communications will
need to be recorded when they result or may result in the provision of the services of recep-
tion and transmission of orders, execution of orders on behalf of clients and dealing on own
account. A number of respondents commented on the coverage of investment advice under
the telephone and electronic recording obligations. Some (especially consumers’ represent-
atives) stated that by not explicitly requesting the recording of investment advice ESMA was
not considering the general duty to keep records of all services. Others (from industry) men-
tioned that ESMA’s view was vague and, considering that conversations with clients may
take place over a period of time and via various mediums, it would be potentially very broad.
ESMA confirms that the general record-keeping obligations apply, in accordance with Article
16(6) of MiFID II, to all services and activities provided. However the specific obligation reg-
ulated under Article 16(7) applies to telephone conversations or electronic communications
relating to transactions concluded (and conversations and communications that are intend-
ed to result in the conclusion of transactions) when dealing on own account and the provi-
sion of client order services that relate to the reception, transmission and execution of client
orders. However, ESMA wishes to clarify that, while the provision of investment advice is
not subject to these obligations, conversations and communications that result or may result
in the provision of the services mentioned above are, and by virtue of this, may include in-
vestment advice.

7. A large number of respondents (investment firms and trade associations) stated that ESMA
should clarify that firms should be allowed to prevent client orders from being received by
telephone conversation (in order to avoid costly recording and storage fees). ESMA consid-
ers that the choice whether to provide investment services via telephone that is a commer-
cial decision for each firm to make and should not be part of the technical advice. ESMA al-
so notes, that if a firm chooses to operate this business model, it must have in place ar-
rangements to ensure that any conversations and communications which are subject to the
recording requirement are appropriately recorded under these requirements.

8. A small number of respondents requested that clarity be provided that only the receiving
firm needed to record the call. ESMA notes this suggestion but it considers that MiFID 1l is
clear on which services are captured by the Article 16(7). ESMA considers that in order to
ensure the calls are consistently recorded and to prevent firms from inadvertently neglecting
to record calls, the most consistent approach would be to require all firms, even when part
of a transaction chain, to record all relevant calls.

9. Another respondent requested clarity on the meaning of the expression “technology neutral’
used in the CP. ESMA considers that the requirements should be complied with irrespective
of the technology used. In this respect, ESMA considers that it is not useful to provide more
details on the technology to be used to record electronic communications since any such
detail could quickly become outdated as technology evolves.
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10.

11.

12.

13.

14.

On the question of monitoring compliance with the recording requirements, the majority of
respondents agreed that there should be periodic monitoring of records to ensure compli-
ance with the recording requirements and wider regulatory requirements. However, a large
number of respondents sought clarity on what was meant in the technical advice where it
stated that firm should “periodically monitor the records of all transactions...”; others re-
guested deletion of this sentence. They stated that it was too onerous and costly to require
firms to monitor “all transactions”, and provided an alternative suggestion that firms monitor
transactions based on the firm’s risk based monitoring programme established by the com-
pliance officer or on an appropriate samples of records. One respondent (trade association)
suggested that periodic monitoring was not suitable and that non-exhaustive quality control
should be the aim. A number of respondents suggested that the monitoring could be con-
ducted by external compliance officers or professionals associations. A number of respond-
ents stated that these requirements would mean that the recording of the conversations and
the subsequent monitoring of those conversations would mean that employees would feel
“constantly monitored”. A number of respondents raised concerns with the term “wider regu-
latory requirements” — respondents argued that the use of this text in paragraph 7 of the ad-
vice created legal uncertainly and should be amended.

ESMA is of the opinion based on supervisory experience, that it is necessary to include an
explicit requirement on firms to monitor their telephone records and electronic communica-
tions to ensure compliance with the recording requirements and their wider regulatory re-
guirements. Monitoring of records can identify breaches either through intentional actions or
errors. It can be a strong deterrent and useful source of evidence when things go wrong.
However, ESMA agrees that firms should adopt a proportionate risk based approach to
monitoring such records.

A number of respondents also stated their concerns that the recording provisions were in
conflict with EU and national data protection frameworks. The European Court of Justice
cases on data retention (C-293/12 and C-594/12) were referred to on numerous occasions.

The SMSG in its advice to ESMA also raised concerns about ensuring privacy of personal
information about employee and referred to the E-Privacy Directive and the Data Protection
Directive. They stated that “these legislations do not prevent the recording of telephone
conversations and electronic communications, but do limit the circumstances in which re-
cordings can be made and place necessary safeguards around the handling of the record-
ings”.

The SMSG stated that it “would like to draw the attention of ESMA on the need for invest-
ment firms to ensure the privacy of the employee while at the same time being compliant
with the MiFID recording obligations”. The SMSG stated that “it is also aware that some-
times a recorded transaction takes more than one hour, but the real transaction takes only
1-2 minutes in this hour phase. This creates additional costs for investments firms and, alt-
hough, this is unavoidable since it is required by MiFID 1l, ESMA should keep in mind this
concern.”
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15.

ESMA acknowledges these concerns but notes that the recording obligation has been intro-
duced and regulated in MiFID II.

Face-to-face conversations

16.

17.

18.

Article 16(7) subparagraph 7 of MiFID Il provides for the provision of orders through other
channels. Communications made by “other channels” must be in a durable medium, and in-
clude the documentation of client orders made at meetings. The content of relevant face-to-
face conversations with a client may be recorded by using written minutes or notes. ESMA
proposed that where relevant face-to-face conversations taking place with clients in respect
of the client order services listed in Article 16(7) subparagraph 1 of MiFID II, firms are re-
quired to document the content of these conversations. ESMA proposed to set out the min-
imum required information.

A large number of respondents (investment firms and trade associations) did not propose
any additional information to the list proposed by ESMA. However, several respondents also
stated that the ESMA proposal went beyond MIFID Il as far as it requires “minutes of meet-
ings” which, in MIFID Il, are optional and can be replaced by other form of recording. A
number of respondents requested that ESMA provide guidance on what was mean by “other
relevant information about the transaction”. Others stated that this text should be replaced
with text stating: details of the order including “amount and type of instrument’. A number of
respondents also stated that the recording of such minutes only applies where according to
Article 16(7) orders are ‘placed” and not where conversations may result in transactions.
They requested that the text be amended to state that records only be recorded where the
conversation has resulted in in “reception, transmission and execution of an order”. A num-
ber of respondents stated that the recording of face-to-face conversations did not need to be
provided on a separate document. ESMA notes these comments and has clarified the ad-
vice to clearly set out the content and format of the information to be recorded from the face
to face meetings and the other relevant information. ESMA notes that such information
should not be confused with the requirement to record the content of the advice as set out in
the section on record keeping (other than recording of telephone conversations and elec-
tronic communications) and in the requirements to have a suitability report.

On the issue of whether clients should sign the minutes or notes there was very strong
opposition to this requirements. The respondents stated: that it was unprofessional to re-
guest clients to sign a copy of internal notes, that clients would have to wait to receive them,
that it would unnecessarily pressurise clients into thinking that they were bound to proceed
with an order, that it was over-burdensome on firms, and that it made face to face recording
unequal to telephone recording. Two respondents (consumer bodies) stated that client
should not be required to sign such notes/minutes as it would mean that the liability for mis-
takes or mis-information was being transferred from the firm to the client (but they suggest-
ed that investment firms should hand out minutes or notes to the client and clients should
sign only the receipt of that minutes or notes). A small number of respondents supported the
requirement. ESMA agrees with the arguments put forward by the consumer bodies and
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proposes that the minutes or notes should not be signed as it could undermine investor pro-
tection.

Storage and retention

19.

20.

21.

On the question on retention and storage a large number of respondents supported ESMA’s
proposals in this issue. A number of respondents (consumer bodies) stated that the pro-
posals should also require investment firms to inform clients: that services and conversa-
tions are being recorded; how the recording is being made; and that a copy of the recording
will be available on request for a period of at least five years. A number of respondents que-
ried whether the proposals meant that clients could access their records upon request and
proposed instead that there should only be a “reasonable effort” requirement on firms to
provide such records as they could be costly to locate. ESMA agrees that clients should be
notified about the existence of the records and has revised the technical advice to include
information regarding such notifications to clients.

A number of respondents raised concerns with the term “accessible” — respondents argued
that greater clarify needed to be provided on what was meant by this word in paragraph 11.
ESMA considers a reasonable interpretation of accessible means that the firm should be
able to retrieve the records without delay and has slightly amended the advice to reflect this.

A large number of respondents also raised concerns with the MiFID Il provision which al-
lows a retention period of up to seven years. These respondents stated that ESMA should
clarify under what circumstances NCAs can request that such records be held for an addi-
tional two years, and that the requirement does not allow NCAs to extend the retention peri-
od for all records. ESMA wishes to clarify that extended retention only relate to records re-
lating to telephone records and electronic communications. ESMA considers that it is up to
each NCA to determine whether records relating to telephone conversations and electronic
communications should be retained for a period of seven years on a case by case basis, in
specific circumstances. A number of respondents also stated that that the proposals to be
“‘retained in a format that does not allow the original record to be altered or deleted” goes
against the existing MiFID Implementing Directive which currently allows for “corrections” to
be easily “ascertained”. ESMA does not agree and intends to maintain the existing advice
as it believes this is important to ensure that the type of records covered under this part of
the advice are not tampered with.

Technical advice

Control and oversight

1.

Investment firms shall establish, implement and maintain effective organisational arrange-
ments to ensure compliance with the requirements to record telephone conversations and
electronic communications.
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2. Investment firms shall 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 shall 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 include the following content:

i. the identification of the telephone conversations, including relevant internal telephone
conversations and electronic communications that are subject to the recording require-
ments; and

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

4. Investment firms shall 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 pro-
cedures as are necessary and appropriate. At a minimum, this shall occur when a new me-
dium of communication is accepted or permitted for use by the firm.

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

7. Investment firms shall 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 Il
and their wider regulatory requirements. The firm shall periodically monitor the records of
transactions and orders subject to these requirements including relevant conversations, to
monitor compliance with the regulatory requirements. Such monitoring shall be risk based
and proportionate.

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

Notification to clients

9. Before investment firms provide investment services and activities relating to the reception,
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transmission and execution of orders to new and existing clients, firms must inform the cli-
ent:

i. that the conversations and communications are being recorded; and

ii. that a copy of the recording of these conversations with the client and communications
with the client will be available on request for a period of at least five years.

This information shall be consistently presented in the same language(s) as that used to
provide investment services to clients.

Face-to-face conversations

10. Investment firms shall record in a durable medium 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 and time of meetings;

ii. location of meetings;

iii. identity of the attendees;

iv. initiator of the meetings; and

v. relevant information about the client order including the price, volume, type of order and
when it shall be transmitted or executed.

Storage

11. Records shall 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 de-
leted.

12. In addition, records shall be stored in a medium so that they are readily accessible and
available to clients on request.

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

Retention

14. 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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2.7. Product governance

Background/Mandate

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

ESMA is invited to provide technical advice on detailed product governance arrangements for
investment 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 considered. The technical advice should also specify the obligation for manufac-
tures and distributors to regularly review their product governance policies as well as the prod-
ucts they manufacture, offer or recommend, 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 invest-
ment products manufactured by firms which are not captured under MIFID Il (non-MiFID enti-
ties/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 Il are:
Recital 71:

“Member States should ensure that investment firms act in accordance with the best inter-
ests of their clients and are able to comply with their obligations under this Directive. In-
vestment firms should accordingly understand the features of the financial instruments of-
fered 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 en-
sure 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 re-
view 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 understand 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

47



- esma

subsequently 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 interests of the client, investment firms offering or recommending the product manufac-
tured by firms which are not subject to the product governance requirements set out in this
Directive or manufactured by third-country firms should also have appropriate arrangements
to obtain sufficient information about the financial instruments”.

Article 16:

“(3) An investment firm shall maintain and operate effective organisational and administra-
tive arrangements 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.

An investment firm which manufactures financial instruments for sale to clients shall main-
tain, operate and review a process for the approval of each financial instrument and signifi-
cant adaptations of existing financial instruments before it is marketed or distributed to cli-
ents.

The product approval process shall specify an identified target market of end clients within
the relevant category of clients for each financial instrument and shall ensure that all rele-
vant 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, tak-
ing into account any event that could materially affect the potential risk to the identified tar-
get 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
distributor all appropriate information on the financial instrument and the product approval
process, including the identified target market of the financial instrument.

Where an investment firm offers or recommends financial instruments which it does not
manufacture, 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 mar-
ket 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*, in-
cluding those relating to disclosure, suitability or appropriateness, identification and man-
agement of conflicts of interests, and inducements”.
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Article 24:

‘(1) Member States shall require that, when providing investment services or, where appro-
priate, ancillary services to clients, an investment firm act honestly, fairly and professionally
in accordance with the best interests of its clients and comply, in particular, with the princi-
ples 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 mar-
ket of end clients within the relevant category of clients, the strategy for distribution of the fi-
nancial 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, as-
sess the compatibility of the financial instruments with the needs of the clients to whom it
provides investment services, also taking account of the identified target market of end cli-
ents as referred to in Article 16(3), and ensure that financial instruments are offered or rec-
ommended only when this is in the interest of the client”.

2. Article 9 of MIFID 1l is also relevant insofar it requires the management body to define,
approve and oversee a policy as to services, activities, products and operations offered or
provided, in accordance with the characteristics and needs of the clients of the firm to whom
they will be provided.

3. 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 56 Joint
Position on “Manufacturers’ Product Oversight and Governance Processes' setting
out high-level principles applicable to the oversight and governance processes of finan-
cial instruments. These principles cover in particular the responsibilities of manufactur-
ers and producers in setting up processes, functions and strategies for designing and
marketing financial instruments, as well as at reviewing the life cycle of products.

i. In December 2013, the International Organisation of Securities Commissions (I0SCO)
published a report entitled “Regulation of retail structured products”.** This report in-
cludes a toolkit setting out regulatory options for IOSCO members to use in their regula-
tion of retail structured products, with the goal of enhancing investor protection. The
toolkit has five sections that are organised ‘along the value chain’ of the retail structured

!2 Regulation (EU) No 1095/2010, available at: http://www.esma.europa.eu/sl/system/files/Req 716 2010 _ESMA.pdf
1% 3C-2013-77, available at: http://www.esma.europa.eu/system/files/jc-2013-77_pog_-_joint_position_0.pdf
* FR14/13, available at: http://www.iosco.org/library/pubdocs/pdf/IOSCOPD434.pdf
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product market, from issuance to distribution to investment. The tools cover the follow-
ing areas:

e a potential overall regulatory approach to retail structured products;
e potential regulation of the design and issuance of the products;

e potential regulation of the disclosure and marketing of the products;
e potential regulation of the distribution of the products; and

e potential regulation of post-sales practices.

i. Lastly, in March 2014, ESMA published an Article 29(1)* opinion on “Structured Retail
Products - Good practices for product governance arrangements”.’® 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 investment firms could put in place to improve their
ability to deliver on investor protection (taking into account the nature, scale and com-
plexity of their business). In particular the opinion sets good practice examples relating
to:

o the complexity of the Structured Retail Products (SRPs) investment firms manufac-
ture or distribute;

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

e the type of investors investment firms target.*’
Analysis following feedback from stakeholders

4. A large number of respondents suggested that the final technical advice clarifies the respec-
tive scope of the term ‘manufacturer’ (considering in particular, the absence of definition in
MIFID Il and the use of such term in PRIIPS) and ‘distributor’ (with a few respondents sug-
gesting that only firms providing advice be considered as ‘distributor’). ESMA is of the view
that Article 16(3) sub-paragraph 2 of MIFID Il takes an intentionally broad approach to

!* Regulation (EU) No 1095/2010, available at: http://www.esma.europa.eu/sl/system/files/Req 716 2010 _ESMA.pdf

' 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

It 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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‘manufacturers’*® which aims at ensuring that the requirements apply to a large scope of
firms and situations. The technical advice now clarifies that for the purpose of the product
governance requirements investment firms that ‘create, develop, issue and/or design in-
vestment products’ should be considered as “manufacturers” (paragraph 1 of the draft tech-
nical advice). This includes investment firms advising corporate issuers on the launch of
new securities. ‘Distributor’ refers to an investment firm that offers and/or recommends in-
vestment product and services to clients. In this context, ‘offers’ has a wide application and
is to be read in a broad sense. ESMA wishes to clarify that where investment firms ‘create,
develop, issue and/or design investment products’ to be launched on the primary market,
the product governance rules for manufacturers apply. Where this firm is also involved in the
distribution of such products, these product governance rules for manufacturers should ap-
ply in addition to the rules which would apply to them as distributors. Where such invest-
ment products are then distributed by other investment firms to clients, e.g. through place-
ments or on the secondary market, the product governance obligations for distributors ap-
ply. ESMA considers that additional definitions are not needed. Concerning the role of dis-
tributors, the suggestion to include only investment firms providing advice would not be in
line with MiFID Il which does not limit distributors’ obligations to firms only providing certain
investment services. In paragraph 6 of this section, ESMA sets out how the respective obli-
gations of the manufacturer and distributor can interact in the development of the target
market.

5. A number of respondents suggested that the final technical advice clarifies the respective
responsibilities of the manufacturer and the distributor in the definition of the ‘target market’
and clarifies the level of granularity expected from manufacturers when identifying the ‘tar-
get market’. Some respondents also suggested that further guidance be provided as to how
the determination of the ‘target market’ should be documented by investment firms. ESMA
considers that it would be inappropriate to specify in too much detail the level of granularity
that is required, since this will vary according to the specific circumstances. For simpler,
more mainstream investments, such as ordinary shares, it is likely that the target market will
be identified with less detail. In many cases, it is understood that such products can be con-
sidered to be compatible with the mass retail market. For more complicated, less main-
stream investments, such as contingent convertible securities or structured products with
complicated return profiles, the target market should be identified with more detail. In this
context, the criteria used to define the target market and determine the appropriate distribu-
tion strategy must be relevant for the product. These criteria must make it possible to as-
sess which clients fall within the target market, for example to assist in ongoing product re-
views after the product is launched. The analysis of the target market for the purposes of
product governance arrangements is distinct from and does not replace the suitabil-
ity/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.

18 Article 16(3) sub-paragraph 2 refers to “An investment firm which manufactures financial instruments for sale to clients”.
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6. Manufacturers designing products that are distributed through other investment firms should
identify the target market on a theoretical basis. This means they would determine the prod-
uct’'s compatibility with a target market without specific knowledge of individual clients but
with a more general view of how the specificities of the product would be compatible for cer-
tain types of investors, considering their knowledge of the financial markets and their past
experiences with similar products and investors. Distributors should use the manufacturer’s
more general target market assessment together with existing information on their clients to
identify their own target market for a product, that is the group of clients to whom they are
effectively going to offer the product through the provision of their services. They should al-
so determine how they should distribute the product to their target market taking into ac-
count the manufacturer’s target market assessment and intended distribution strategy. If the
investment firm acts as both the manufacturer and distributor, there is no need to duplicate
the target market assessment and distribution strategy exercise, although the firm should
ensure the single target market assessment and distribution strategy exercise is sufficiently
detailed to meet the relevant manufacturer and distributor obligations in this area. If the
manufacturer is not subject to MIFID and no target market was identified, the distributor
needs to identify the appropriate target market for the respective investment product.

7. A number of respondents also stated that information on the appropriate sales channel for
the product should be an obligation of the distributor and not the manufacturer. ESMA notes
that MIFID Il requires investment firms which manufacture financial instruments to assess
whether the distribution strategy is consistent with the target market. ESMA has also clari-
fied in the technical advice that distributors need to assess whether the distribution strategy
is consistent with the identified target market. Going forward ESMA considers that there
may be scope for future Level 3 work to assess target market criteria.

8. Several respondents suggested that the final technical advice clarifies if and when product
governance requirements should apply to management companies and investment under-
takings subject to UCITS and AIFMD (i.e. when these are not performing MiFID investment
services pursuant to Article 6(3) of UCITS and 6(4) of AIFMD respectively).

9. ESMA wishes to note that the product governance requirements set out in MiFID Il are
intended to apply to investment firms authorised under MiFID Il. However, it should also be
noted that they equally apply to other supervised entities subject to MiFID, such as UCITS
management companies and alternative investment fund managers, when such entities are
authorised to perform MiFID investment services (pursuant to Article 6(3) of UCITS and Ar-
ticle 6(4) of AIFMD respectively) and only in connection to the performance of such ser-
vices. Such UCITS management companies and alternative investment fund managers that
distribute; or manufacture and distribute UCITS or AlFs to investors will only be directly sub-
ject to the requirements applicable to the investment services they provide. ESMA has
amended the technical advice to clarify the information distributors should gather in such
cases. Going forward ESMA considers that the EC should consider the possibility to align
the relevant UCITS and AIFMD articles with the product governance obligations for manu-
facturers.
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Several respondents expressed the view that the term ‘investment services” when referring
to the obligations of the distributors (paragraphs 17 and 18 of in the draft technical advice)
should be deleted as it adds to the provisions of MiFID Il. Respondents also suggested that
the final technical advice clarifies the scope of the term ‘investment product’ compared to
the term financial instrument’ as defined in MiFID Il. ESMA notes that the term ‘investment
product’ is used in MiFID Il and considers that reference to investment products is appropri-
ate (in particular, it emphasizes the inclusion of structured deposits since the manufacturing
phase). Concerning the reference to investment services in the context of the manufacturers
and distributors’ obligations, ESMA considers that such terms should be maintained in the
technical advice since it requires investment firms to assess whether certain products are
adequate for distribution via certain channels (for instance some distributors may consider
that certain products need to be distributed via advisory services). Similarly, when invest-
ment firms provide investment services such as electronic trading service platforms they
should assess whether the distribution strategy is appropriate for the intended target market.

Several respondents suggested that the final technical advice clarifies that ‘execution-only’
trading on the secondary market should not be considered as ‘distribution’ and should there-
fore be out of scope of the product governance rules. These respondents, together with oth-
ers considering that the primary market and secondary market operate in very different
ways, disagreed with the possibility to apply distributor requirements to the distribution of
products available on both the primary market and the secondary market. However, a mi-
nority of respondents, including consumers and investors associations, did not support any
limitation to the application of product governance obligations noting that the exclusion of
secondary markets from the scope of the product governance rules would not provide inves-
tors with the required level of protection. The SMSG also supported the application of the
requirements to both the primary market and the secondary market. ESMA is of the view
that in keeping with MiFID Il and in the interest of investor protection, that product govern-
ance rules should apply irrespective of the type of service provided and of the requirements
applicable at point of sale. This means that where investment firms provide execution-only
brokerage platforms they will be subject to the distributor product governance obligations. In
such cases when having to identify a target market, they will, having considered the infor-
mation provided by the manufacturer, and, as explained above, identify the target market
taking into account the product and the investment service through which the client can in-
vest in the product. For more ‘“plain vanilla” products this process will be relatively simple
given that many of these products can be compatible with the needs and characteristics of
the mass retail market. The product can be distributed to this market without need to further
refine the target market. For complex products, the distributor would be expected to consid-
er the existing appropriateness information they possess about their clients in identifying the
target market.

A significant number of respondents suggested that shares and bonds be excluded from the
scope of the product governance rules. They expressed the view that these are not ‘manu-
factured’ by the issuer and are not issued for designated target market. Nevertheless, a few
respondents, including consumers and investors associations, noted that including products
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15.

such as shares and bonds was crucial from an investor protection standpoint considering
that such products are out of the scope of PRIIPS. ESMA agrees with the views expressed
by consumer associations and considers that both the manufacturer (when applicable) and
the distributor requirements should apply with respect to shares and bonds.

A majority of respondents agreed with ESMA’s proposal to require distributors to put in
place a written agreement with non-MiFID manufacturers (or third country firms) when dis-
tributing a product for which no reliable information is publicly available.

A majority of respondents disagreed with ESMA’s proposal to require distributors to periodi-
cally inform the manufacturer about their experience with the product. These respondents
noted that imposing such an information requirement would trigger extra-costs for distribu-
tors which would be disproportionate compared to the expected benefit and may lead small
distributors to limit the number of manufacturers they work with in order to limit their report-
ing burden which would restrict the range of investment products offered to investors. A mi-
nority of respondents, including most consumer associations, agreed with ESMA’s proposal
noting that such reporting would be even more efficient if it includes feedback on clients’
viewpoint and experience. ESMA is of the view that such reporting can be beneficial for the
functioning of product governance obligations. This does not mean that distributors need to
report every sale to manufacturers, or that manufacturers must confirm that each transac-
tion was distributed to the correct target market. Relevant information could include, for ex-
ample, information about the amount of sales made outside the target market, summary in-
formation of the types of client, a summary of any complaints received or by posing ques-
tions suggested by the manufacturer to a sample of clients for feedback. The obligation is
for distributors to provide the data that is necessary for the manufacturer to be able to re-
view the product and check that it remains consistent with the needs, characteristics and ob-
jectives of the target market as defined by the manufacturer itself. ESMA also considers
that, it should be possible for distributor to use the scenario analysis of products conducted
by manufacturers in order to comply with their obligation to provide fair clear and not mis-
leading information to clients.

A majority of respondents noted that distributors should not be legally required to take a pre-
determined type of action in cases where they became aware of an event that could poten-
tially affect the risk of the identified target market. These respondents noted that distributors
should remain enabled to take any action they deem appropriate on a case by case basis. A
minority of respondents, including all consumer associations, suggested however potential
actions to be taken by distributors in such circumstances. These actions include:

i.  informing investors;

ii. reconsidering distribution methods (including refraining from distributing a product or a
range of products, as applicable);

iii. offering investors the possibility to terminate the investment without any costs;
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iv. informing the manufacturer; and
v. informing the relevant NCA.

A majority of respondents noted that manufacturers should not be legally required to take a
pre-determined type of action in cases where they become aware that products are not sold
as envisaged. These respondents noted that manufacturers should remain enabled to take
any action they deem appropriate on a case by case basis. A minority of respondents, in-
cluding consumer associations, suggested additional actions to be taken by manufacturers.
These actions include:

i. contacting the distributor to discuss a modification of the distribution process;
ii. terminating the relationship with the distributor; and
ii. informing the relevant NCA.

ESMA is of the view that firms should take ‘appropriate action’ where they become aware of
an event that could potentially affect the risk of the identified target market but that there
should be no pre-determined action to be taken in all cases. The actions suggested by re-
spondents may be appropriate in some cases but there should be flexibility for firms to de-
cide what steps they need to take based on the circumstances of the case.

It is possible that some products may be distributed to clients outside the manufacturer’s
target market. Distributors remain responsible for meeting the required standards for distri-
bution and it may be that such sales remain suitable/ appropriate. However, if a manufac-
turer observes a trend (across the market or at specific distributors) for sales outside the
target market, they may wish to consider if it is necessary to take action. It may be that the
original target market is too narrow, for example, or this could be an indication of problems
with the product or the way in which it is being distributed, requiring additional action.

Technical advice

1.

The requirements set out below apply in a way that is appropriate and proportionate, taking
into account the nature of the investment product, the investment service and the target
market for the product.

Product governance obligations for manufacturers

2.

The proposals set out below shall apply to investment firms manufacturing investment prod-
ucts (financial instruments and structured deposits) — i.e. those firms that create, develop,
issue and/or design investment products.

The investment firm shall maintain procedures and measures to ensure the design of the
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10.

11.

product complies with the requirements relating to the proper management of conflicts of in-
terest (including remuneration). In particular, when an investment firm develops a new prod-
uct, it shall 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 underlying assets on own account.

An analysis of potential conflicts of interests shall be conducted each time a product is
generated. In particular, the analysis shall 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.

The firm shall also consider whether the product may represent a threat to the orderly func-
tioning or to the stability of financial markets before deciding to proceed with the launch of
the product.

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

A firm shall ensure that the management body has effective control over the firm’s product
governance process. In this regard, information about the products a firm manufactures and
its distribution strategy shall be systematically included in compliance reports to the man-
agement body and made available to NCAs on request.

Investment firms’ compliance function shall oversee the development and periodic review of
product governance arrangements in order to detect any risk of failure by manufacturers to
comply with their obligations.

Where investment firms collaborate, including with an investment firm based in a non-EEA
Member State or a non-MiFID firm, to create, develop, issue and/or design a product, they
shall outline their mutual responsibilities in a written agreement.

When manufacturing 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 ob-
jectives the product is compatible. As part of this process, the firm shall identify any groups
of investors for whose needs, characteristics and objectives the product is not compatible.
Where investment firms work together to manufacture a product, only one target market as-
sessment is required.

The target market must be identified at a sufficiently granular level to avoid the inclusion of
any groups of investors for whose needs, characteristics and objectives the product is not
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12.
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14.

15.

compatible. 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 based on their theoretical knowledge and past experience of the product, the fi-
nancial markets and the needs, characteristics and objectives of potential investors.

Investment firms shall undertake a scenario analysis of their products. These tests shall
assess the risks of poor investor outcomes posed by the product and what circumstances
might cause these outcomes to occur. They could, for example, assess the product under
negative conditions covering what would happen if, for example (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 or other counterparty risk materialises;

iii. the product fails to become commercially viable; or

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

Investment firms shall consider whether the product meets the identified needs, characteris-
tics and objectives of the target market, checking for example that (the following list is not
exhaustive):

i. the product’s risk/reward profile is consistent with the target market; and

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

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

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

ii. charges do not undermine the return expectations of the product. For example, it is un-
likely to be appropriate for a tax advantaged financial product to have costs or charges
that equal, or exceed, 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; and

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

Investment firms shall ensure that the provision of information and details about an invest-
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16.

17.

18.

19.

ment product to distributors is of an adequate standard to enable distributors to understand
and sell the product properly. This shall include information about the appropriate sales
channel for the product, the product approval process and the target market assessment.
Firms that distribute remain subject to the overarching disclosure requirements in Article 24
of MiFID II.

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

Firms shall determine how regularly to review their products based on relevant factors (for
example, innovative investment strategies that rely on complicated investment structures
shall be reviewed more frequently than simpler and longer-established strategies). Invest-
ment firms shall review 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 shall consider if the product remains consistent
with the needs, characteristics and objectives of the target market and consider if the prod-
uct is being distributed to the target market, or is reaching clients for whose needs, charac-
teristics 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 ex-
pectations of the product. For example the firm could consider cases such as (the following
list is not exhaustive):

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

i. the solvency of certain issuers whose securities or guarantees may impact the perfor-
mance of the product.

The firm shall make its best effort to identify crucial events that would affect the potential risk
or return expectations of the product and, when such an event occurs, firms shall take ap-
propriate 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;

i. changing the product approval process;
ii. stopping further issuance of the product;

iv. changing the product to avoid unfair contract terms, or if they become aware the prod-
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uct is not being sold as envisaged (for example, if a product was designed for a niche
market of sophisticated investors but is being sold to a much larger group of clients), in-
vestment firms may need to consider whether the sales channels through which the
products are sold are appropriate;

v. contacting the distributor to discuss a modification of the distribution process;
vi. terminating the relationship with the distributor; or

vii. informing the relevant NCA.

Product governance obligations for distributors

20.

21.

22.

The obligations for distributors shall apply to investment firms when deciding the range of
products (financial instruments and structured deposits) issued by itself or other investment
firms and services they intend to offer to clients. These proposals also apply to distributors
selling investment products issued by entities that do not fall under MiFID scope (e.qg. if they
distribute bonds issued by a car company). In such circumstances the distributor shall de-
termine the target market for the respective investment product, even if the target market
was not defined by the manufacturer.

When deciding the range of investment products and services that will be offered, invest-
ment firms shall have in place adequate product governance arrangements to ensure that
products and services they intend to offer are compatible with the needs, characteristics,
and objectives of an identified target market and that the intended distribution strategy is
consistent with identified target market. In this regard, investment firms shall identify and as-
sess appropriately the circumstances 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 shall identify any groups of investors for
whose needs, characteristics and objectives the product or service is not compatible. Dis-
tributors shall use information on their own clients and the information obtained from manu-
facturers to identify the needs, characteristics and objectives of the group of clients to whom
they are going to offer the product or service, as well as define how they are going to dis-
tribute it. The distributor shall consider the information provided by the manufacturer in ac-
cordance with Article 16(3) subparagraph 4 of MiFID Il in determining the target market and
distribution strategy. When an investment firm acts both as a manufacturer and a distributor,
only one target market assessment shall be required. This obligation shall apply without
prejudice to any assessment of appropriateness or suitability to be subsequently carried out
by the investment firm in the provision of investment services to each client.

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 en-
sure compliance with all applicable MIFID requirements including those relating to disclo-
sure, suitability/appropriateness, inducements and proper management of conflicts of inter-
est. In this context, particular care shall be given when distributors intend to offer new prod-
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24,

25.

26.

27.

28.

29.

30.

ucts 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, tak-
ing appropriate actions where necessary.

Firms shall review the investment products they distribute and the services they provide on
a regular basis, taking into account any event that could materially affect the potential risk to
the identified target market, to assess at least whether the product or service remains con-
sistent 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 service or that a given product or service no longer
meets the circumstances of the identified target market (e.g. if the product becomes illiquid
or very volatile due to market trend changes), they shall reconsider the target market and/or
update the product governance arrangements already put in place as appropriate.

Distributors shall provide the manufacturer with sales information and, if necessary, infor-
mation on the above reviews to support product reviews carried out by manufacturers.

Investment firms’ compliance function shall oversee 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 relevant staff possess the necessary expertise or receive
the appropriate training to understand the characteristics and risk of the products that will be
distributed and the services provided as well as the needs, characteristics and objectives of
the identified target market.

Investment firms shall ensure that the management body has effective control over the
firm’s product governance process to determine the range of investment products that will
be distributed and the services provided to the respective target markets. In this regard, in-
formation about the products a firm distributes and the services provided shall be systemati-
cally included in compliance reports to the management body and made available to NCAs
on request

When investment products are manufactured 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 accordance with the needs, characteristics and objectives of the identified tar-
get market. When the manufacturer is an investment firm under MiFID, this obligation shall
be considered as complementary to the duty of manufacturers of making information on
products available to distributors.

When investment products are manufactured by third-country firms or non-MiFID firms
including UCITS management companies and AIFMs, distributors shall take all reasonable
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31.

steps to ensure that the level of product information obtained from the manufacturer 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 mate-
rial information is not publicly or otherwise available, the reasonable steps required of the
distributor include an agreement with the manufacturer or its agent that the manufacturer 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 regulatory requirements. For example,
with regard to securities, disclosure requirements in the Prospectus Directive or in the
Transparency Directive may be acceptable. This obligation is relevant for products sold on
primary and secondary markets and shall apply in a proportionate manner, depending on
the degree to which publicly available information is obtainable and the complexity of the
product.

Where different firms work together in the distribution of a product or service, the final dis-
tributor 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:

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 ena-
ble them to obtain it; and

ii. apply the product governance obligations for manufacturers, as relevant, in relation to
the service they provide.
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2.8. Safeguarding of client assets

Background/Mandate

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

ESMA is invited to provide, taking into account the above considerations, technical advice on
governance and organisational arrangements concerning the safeguarding of client assets and
the prevention of unintended use of client financial instruments, on measures to ensure an ap-
propriate 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 re-
quirements, including diversification, for firms depositing client funds, on recording and disclo-
sure 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 requirements.

1. The following MIFID Il provisions are relevant:

Article 16:

“(8) An investment firm shall, when holding financial instruments belonging to clients, make
adequate 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 in-
struments on own account except with the client's express consent.

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

(20) An investment firm shall not conclude title transfer financial collateral arrangements
with retail clients for the purpose of securing or covering present or future, actual or contin-
gent or prospective obligations of clients.

(--)

(12) The Commission shall be empowered to adopt delegated acts in accordance with Arti-
cle 89 to specify the concrete organisational requirements laid down in paragraphs 2 to 10
of this Article to be imposed on IF’s and on branches of third-country firms authorised in ac-
cordance with Article 41 performing different investment services and/or activities and ancil-
lary services or combinations thereof”.
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2. In developing its proposals, ESMA has considered the Commission Consultation, the re-
cently published Recommendations Regarding the Protection of Client Assets'® by 10SCO,
and the consultation document of the Financial Stability Board (FSB) on the Application of
the Key Attributes of Effective Resolution Regimes to Non-Bank Financial Institutions.?

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 waiving or modifying client assets protections;

vii. regulators’ oversight of compliance; and

viii. regulators’ considerations 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, into the arrangements of safeguarding client assets.

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

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

9 Recommendations Regarding the Protection of Client Assets, I0SCO, January 2014, available at
http://www.iosco.org/library/pubdocs/pdf/IOSCOPD436.pdf

% 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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iv.

Vi.

Vii.

viii.

iX.

X.

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 jurisdictions are subject to appropriate oversight;

Article 19 places restrictions on the use of client financial instruments by investment
firms, including requirements for client consent and organisational arrangements; and

Article 20 requires external audits for investment firms.

Based on this, ESMA is advising the Commission on the following:

governance arrangements concerning the safeguarding of client assets;

inappropriate use of title transfer collateral arrangements (TTCAS) for non-retail clients;
securities financing transactions and TTCA

securities financing transactions and collateralisation;

considering diversification of an investment firm’s holding of client funds as part of due
diligence requirements;

intragroup deposits of client funds;

inappropriate security interests, liens or rights of set-of over client financial instruments
and funds and recording liens and other encumbrances;

segregation of client financial instruments in third-country jurisdictions;
preventing unauthorised use of client financial instruments; and

making information readily available to insolvency practitioners.

In order to strengthen investor protection in this area, ESMA is providing advice on the

introduction of additional requirements in respect of both client financial instruments and cli-
ent funds. ESMA is advising that firms should have proper and specific governance in place
to ensure the safeguarding of client assets. Further, ESMA advises addressing concerns
around inappropriate lending of, and liens over client assets; and restricting any inappropri-
ate activity in this area; increasing disclosure to clients; and addressing, through diversifica-
tion, the contagion risk to client funds that occurs when held in one institution or exclusively
in a group bank.
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Analysis following feedback from stakeholders

Governance arrangements concerning the safequarding of client assets

8.

10.

11.

12.

While many respondents had a mixed reaction, supporting the establishment of a distinct
function for safeguarding client assets but not supporting the instituting of a single officer
(and in one or two other instances, vice versa), on balance a majority of respondents disa-
greed with the draft technical advice to appoint a single officer. Of uppermost concern to
those who opposed ESMA'’s view is that the safeguarding of client assets is already carried
out by the firm’s compliance function and that this will impose an unnecessary additional
burden on firms.

Other respondents who supported the appointment of a single officer requested that ESMA
clarifies that it will be permissible for the safeguarding officer to hold other responsibilities;
that this requirement will be subject to the principle of proportionality so as not to disad-
vantage small firms; whether a single person could be appointed where several investment
firms are part of the same group.

ESMA disagrees that the appointment of a single officer will impose an unnecessary burden
on firms. The appointment of a single, dedicated officer in a larger-sized firm would be pro-
portionate in order to ensure effective oversight of client assets. In a smaller-sized firm how-
ever, the appointment of a single officer would not preclude that officer from carrying out ex-
isting roles.

This requirement does not oblige investment firms to establish a distinct function with sole
responsibility for oversight of the safeguarding of client assets, although some may find it ef-
fective to do so. To the extent that the safeguarding of client assets already takes place
within investment firms, there should be existing in-house expertise to discharge their safe-
guarding duties with minimal additional impact. In addition the principle of proportionality
continues to apply which allows all firms to comply with MiFID provisions in a manner which
is appropriate to the size of firm, which would also mitigate the impact on firms of complying
with this obligation. ESMA would also like to note that, in accordance with existing Article
6(3)(c) of the MiFID Implementing Directive and subject to the proportionality test, relevant
persons involved in the compliance function must not be involved in the performance of ser-
vices or activities they monitor. ESMA is not proposing any change to that requirement.

As stated in the CP, ESMA agrees that the single officer should be of a sufficient level of
skill and authority in order to discharge their duties effectively and without impediment.
Therefore ESMA has clarified this within the final technical advice itself.

Inappropriate use of title transfer collateral arrangements (TTCAS) (for non-retail clients)

13.

While, overall, firms were supportive of restricting TTCAs in relation to retail clients, the
majority of respondents were opposed to restricting the use of TTCAs for non-retail clients
arguing that these parties are able to comprehend the risks of collateral arrangements and
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14.

15.

16.

17.

18.

19.

that treating professional clients in an equivalent way to retail clients is not consistent with
MiFID’s tiered protection provisions. Some respondents argued that including these provi-
sions in the MIFID Il implementing measures has no legal basis in MiFID Il. Others support-
ed the objective of preventing the use of TTCAs to avoid client asset segregation but clari-
fied that it would be inappropriate to prohibit the use of TTCAs when it is widely used as part
of industry standards or to comply with market rules.

In relation to the ESMA proposal to consider the appropriateness of TTCAs used with clients
by means of the relationship between the client’s obligations to the firm and the client assets
subject to TTCA, the majority of respondents did not support it. Some argued that such a
requirement would impact the risk processes of firms without necessarily ensuring the effec-
tiveness of client assets segregation. Several respondents suggested relying on existing
high-level requirements to act honestly, fairly and in good faith and to provide information
that is fair, clear and not misleading. Others argued that demonstrating the appropriateness
in practice may prove problematic, especially because TTCAs are not always agreed be-
tween the client and the custodian but directly between counterparties and the custodian re-
ceives instructions without being necessarily involved in these agreements.

A few respondents mentioned that they already use TTCAs only when it is deemed suitable
but they opposed legislative intervention on this aspect or clarified that their assessment is
general and not client-specific.

Others emphasised that taking client assets provided as margin payments by TTCA may be
mandated by CCPs and to manage credit risk of clearing members’ clients.

A number of respondents opposed the specific situations identified by ESMA where taking
client assets by TTCA is not appropriate (paragraph 3 of the draft technical advice). Some
mentioned that in high volume volatile markets, margin calls are unpredictable and have to
be made daily, so to avoid this many non-retail clients transfer larger amounts of assets as
collateral in order to cover future or contingent liabilities. Others argued that any transfer of
collateral should also cover market or systemic shocks. Other respondents would welcome
clarification that repo transactions, securities lending and other transactions that take client
assets by TTCA under standard agreements do not constitute indiscriminate use of TTCAs.
A few respondents felt that paragraph 3(iii) of the draft technical advice would undermine
existing prime brokerage agreements between hedge funds and prime brokers where clients
typically provide a contractual right to use their assets.

A majority of respondents supported the use of risk disclosures. Respondents largely rec-
ognised that risk disclosures were necessary in order for clients to make informed decisions
on whether to proceed with a transaction. However, several respondents qualified their sup-
port by saying that such risk disclosures needed to be generic.

ESMA wishes to clarify that the reference to ‘appropriateness’ in the CP in discussing
TTCAs clearly has a distinct meaning and purpose from the use of the term ‘appropriate-
ness’ under Article 25 of MIFID Il which is aimed at establishing the knowledge and experi-
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20.

21.

22.

ence of clients in relation to non-advised services. The use of the term in the technical ad-
vice in the area of the safeguarding of client assets is seeking to ensure that firms can
demonstrate a robust link between the TTCA and the client’s liability.

ESMA further notes that the requirement for a robust link between collateral transferred
under a TTCA and a client’s liability does not preclude the taking of appropriate security
against a client’s obligation. The TA is not a prohibition on the use of TTCAs. Investment
firms would, for example, remain able to require sufficient margin, and where appropriate, to
do so by a TTCA. In doing so, an investment firm could take into account, among other
things, market volatility and the type of business undertaken as this would be regarded as a
reasonable precaution and may be convenient for the client.

ESMA also wishes to clarify that the technical advice does not prevent compliance with legal
requirements under EU legislation such as EMIR and does not prohibit the appropriate use
of TTCAs in the context of contingent liability transactions or repos for non-retail clients.

The ability of firms to enter into TTCAs with clients does not reduce the need to obtain cli-
ents’ prior express consent to use client assets, as under Article 19.

Securities financing transactions (SFTs) and TTCAs

23.

24,

25.

26.

A number of respondents, called on ESMA to explicitly state and clarify in its TA that any
form of securities lending transactions is not a TTCA in the meaning of Article 16 (10) and
should remain possible for all clients including retail clients. Some of these respondents
highlighted the widespread use of SFTs and their role in creating and maintaining liquid
markets and argued that securities lending transactions used to collateralise i.e. to cover a
present, future, actual or contingent or prospective obligation and are different from those
used to conclude SFTs under Article 19 of the MIFID Implementing Directive.

Some of these respondents suggest that ESMA make it clear that retail clients should still
be able to enter into transactions under Article 19 of the MIFID Implementing Directive
(stock lending and repo transactions) subject to an appropriateness test.

If ESMA is disinclined to permit retail clients to enter into these transactions under Article
19, then several respondents requested that ESMA specify what alternatives are acceptable
legal arrangements. Other respondents highlight, that the use of alternative legal mecha-
nisms to allow retail clients to enter into SFTs, such as pledging and security interest, would
introduce legal uncertainty and carried their own risks.

ESMA notes that arrangements which are prohibited under Article 16(10) of MIFID Il will
prevent the segregation of client assets and therefore runs a risk of client losses, which is
the risk that Article 16(10) intends to prevent. Further, preventing retail clients from transfer-
ring the title of their financial instruments will not prevent models such as pledging. There-
fore, TTCA should not be allowed for retail clients under the MIFID Il implementing
measures.
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27.

Although not expressly raised by respondents, ESMA notes that Article 19(2) of the MIFID
Implementing Directive could be amended to clarify that client consent is required for the
use of client financial instruments by any person at all.

Securities financing transactions (SFTs) and collateralisation

28.

29.

30.

31.

32.

33.

While a number respondents did agree with ESMA’s proposal or did say that it was ‘good
practice’ to collateralise SFTs for non-retail clients — indeed almost all respondents said that
they currently take collateral to cover SFTs — the majority of respondents were opposed to
mandating it in legislation beyond retail clients, emphasising that:

i. non-retail clients are by nature, sophisticated and experienced and will be well versed in
the potential risks of such transactions, as recognised by the MiFID tiered system of cli-
ent classification; and

ii. industry standard agreements for repos, securities lending and derivatives margining al-
ready provide for provisions with regard to collateralisation between non-retail counter-
parties and provide adequate legal certainty.

Several respondents stressed the need for consistency with other EU legislation i.e. EMIR
and future SFT Regulation (which will include measures on disclosure).

Some trade associations cautioned that monitoring of collateral is only possible in certain
circumstances: where the investment firm is party to a SFT, is agent for conclusion of a
SFT, where there is a tripartite agreement with the external borrower, the client (lender) and
the investment firm. Outside these instances, the investment firms cannot monitor the col-
lateral process that is otherwise agreed bi-laterally with client and third-party borrower be-
cause the investment firm’s role here is limited to executing the underlying settlement in-
structions.

Almost all firms support the proposal in relation to demonstrating prior express consent from
non-retail clients and believe that in the absence of such evidence, uncertainty is created
which impacts on the speed and accuracy of resolving legal ownership during insolvency
events. However, most of these respondents argued that consent should be given once at
the start of the commercial relationship, before the initial relevant transactions/series of
transactions takes place.

Although, as some respondents noted, more sophisticated clients may understand the risks
of entering into SFTs without receiving collateral, ESMA notes that almost all respondents
reported that they currently take collateral in relation to SFTs for non-retail clients, and that
this was good practice. Therefore it seems logical to cement good practice.

ESMA understands feedback that investment firms may be unable to monitor collateral if
they are not party to an SFT agreement. The technical advice covers investment firms who
are party to such an agreement. Where an investment firms is acting on a client instruction
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34.

35.

to lend securities should and where this constitutes consent to entering into the transaction,
the investment firms should still evidence this in line with Article 19 of the MiFID Implement-
ing Directive.

ESMA notes feedback urging consistency with other legislation, and does not see any con-
tradiction in the measures proposed. Currently, collateralisation of SFTs is not foreseen as a
requirement in other legislation and MiFID is the appropriate place for legislation governing
the investment firm-client relationship.

ESMA notes the support for recording client consent. ESMA believes this could be given by
a client at the outset of a relationship, as long as it is sufficiently clear that the client has
consented to use of their securities in accordance with Article 19 of the MiFID Implementing
Directive. The term recorded does not prescribe a legal requirement of form. A record is any
evidence permissible under national law.?* In the final technical advice, ESMA has clarified
the requirements around consent using a single wording for all client types.

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

requirements

36.

37.

38.

A majority of respondents were in favour of this proposal for the reasons cited in the CP, i.e.
that a client should not be exposed to concentration risk. However, a number of respond-
ents requested the following main aspects be considered further before the technical advice
is finalised:

i. that the provisions around diversification do not apply to credit institutions;

ii. thatin considering diversification investment firms should be guided largely by the prin-
ciple of proportionality and that no specific percentage/quantitative threshold should be
set; and

iii. whether the diversification requirements could be waived if a client requests their funds
to be placed within an intragroup entity.

ESMA notes the support of respondents for this proposal. However, there is no proposal to
change the current position for credit institutions. Under Article 18(1) of the MIFID Imple-
menting Directive, credit institutions are exempt from the requirements regarding depositing
of client funds in relation to deposits they hold.

The technical advice on considering diversification does not set a specific percentage for
diversifying funds. Each firm should make its own considerations, appropriate to its particu-
lar circumstances, so that implementing this measure will be proportionate for each firm.

L See Recommendations Regarding the Protection of Client Assets, IOSCO, January 2014, Principle 6, page 6.
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39.

Regarding waiving the requirement if a client requests to place client money within an in-
tragroup entity, ESMA notes that such an exemption might allow investment firms to circum-
vent the measure in this technical advice by requiring this in its standard terms and condi-
tions. ESMA considers the need for firms to consider diversification of client funds to remain.
However, the need to consider diversification does not prevent an investment firm from
holding client funds in a credit institution within its group (subject to the following require-
ment). Therefore ESMA has not changed the technical advice in this respect.

Intragroup deposits of client funds

40.

41.

42.

43.

Respondents were for the most part opposed to the 20% intragroup deposit limit and fa-
voured an approach which relies on improving compliance with the existing MiFID provi-
sions. While some respondents did offer support, this was done mainly on a qualified basis.

Those firms opposing the 20% limit cited a number of arguments against this limit but main-
ly:

i. that it should be the decision of the investment firm to safeguard its clients’ funds;

ii. thatthere is a strong case for holding cash with a bank group if it has a better credit rat-
ing than other banks and/or there are benefits in terms of coordination;

iii. that there are fundamental issues associated with the diversification of client funds into
multiple different credit institutions - including additional costs and the unnecessary
complexity; and

iv. that imposing such a limit would lead to concerns regarding liquidity and loss of deposit
balances by credit institutions and would compromise the ability of credit institutions to
offer financing solutions to the real economy.

A number of respondents raised the issue with the practicality of a 20 % limit when the level
of client funds can vary constantly intra-day. Other firms, already subject to similar require-
ment at national level, explained however that they keep a lower balance of funds with in-
tragroup depositaries in order to avoid breaching the legal threshold.

It was suggested that, should ESMA recommend an intragroup limit of 20%, it should be
introduced on a “comply or explain” basis, where investment firms would have the option of
explaining to their national competent authorities what alternative measures they have put in
place to safeguard client funds. The following situations were commonly cited as justified
exemptions from the intragroup limit:

i. small firms dealing with small balances of client funds. Under these circumstances a de
minims threshold should apply, because it would not be proportionate to require a firm
to diversify small amounts of funds across multiple banks; this would only generate ad-
ditional costs for the client without added benefit
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44,

45,

ii. a period of market upheaval or market stress. It should then be appropriate for a firm to
make a judgment call on where they place client funds in order to offer better protection
for its clients. Respondents also made the related point that if the affiliated credit institu-
tion was significantly sounder in the event of serious market turbulence, it would be
sensible for a firm to be able to place client money at that institution in excess of 20%

iii. where a client explicitly demands for his funds to be deposited in such an institution.

ESMA acknowledges the concerns around the 20% limit on intragroup deposits of client
funds. However, ESMA’s view is that as part of normal, existing, due diligence firms should
be examining the credit worthiness of credit institutions considered for selection for placing
client funds.

ESMA notes the operation of a 20% limit on intragroup deposits in a Member State and
particularly the ability of firms to successfully operate a buffer to absorb intra-day move-
ments. For the reasons stated in the CP, ESMA maintains that a cap of 20% is proportion-
ate and practicable and notes that the technical advice includes possible exceptions to this
obligation (paragraph 13 of the technical advice).

Inappropriate security interests, liens or rights of set-off over client financial instruments and

funds and recording liens and other encumbrances

46.

47.

48.

Mainly qualified support was offered for the draft technical advice to protect client assets
from appropriation by third parties seeking to recover debts from the firm. While many firms
and trade associations accepted the proposal in principle they sought explicit reassurance
that whenever such liens are a requirement of the local law or, while not being a require-
ment under the local law, form part of the rulebook of the local market infrastructure (CCP,
CSD or SSS?) and therefore are not negotiable, they should not be prohibited.

Concerning risk warnings to clients, the majority of respondents offered qualified support for
a risk warning citing a number of contingencies, especially that any such warning should be
in a generic format. On the other hand, some consumer representatives argued that such a
warning should not be ‘general’ but should be related to the specific financial instrument.

On recording, the majority of respondents expressed the view that security interests should
be properly recorded in the client contracts and that any additional separate records of se-
curity interests would be duplicative, onerous and costly. Some trade bodies were con-
cerned about the extensive monitoring and review of existing procedures and agreements
with third parties, especially for investment firms being active in multiple jurisdictions which
would have to take place.

2 Security Settlement Systems.
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49.

50.

51.

52.

The technical advice does not prevent a firm’s compliance with requirements under applica-
ble local law. Therefore such custody liens required by applicable law would not be consid-
ered inappropriate in accordance with the ESMA’s technical advice. Responding to feed-
back on security interests, liens or rights of sett-off that are part of the requirements of third
parties in third country jurisdictions, ESMA believes that firms should be able to agree to
these only where the rules in question are subject to oversight and endorsement under ap-
plicable law. Firms should not agree to such requirements simply because a third party
wishes to impose them. In order to clarify this, the technical advice has been amended to re-
fer to ‘applicable law’ as the situation in which an investment firms can enter into an agree-
ment that would otherwise be prohibited.

ESMA considers that any risk disclosure should be sufficiently tailored to clients. Too gen-
eral a risk warning may not adequately alert customers to the specific risks they face when
liens are extended over client assets by third parties.

On recording such security interests, liens or rights of set-off, ESMA considers that in order
to be transparent to clients, these should be recorded in client contracts and that they
should also be recorded in the firm’s accounts in order to reflect these agreements and en-
sure that accounts are operated accordingly.

ESMA has amended the title of this section and the technical advice for clarification and to
reflect existing language in the MiFID Implementing Directive (Article 32).

Segregation of client financial instruments in third country jurisdictions

53.

54.

Opinions are divided over whether reliance on ‘other equivalent measures’ should only be
limited to financial instruments deposited with a third party in third-country jurisdictions due
to reasons of applicable law or market practice. While a number of respondents support the
proposal, others were concerned that the draft technical advice did not take proper account
of other legislative requirements particularly Article 38 of the Central Securities Depositories
Regulation (CSDR) (which allows omnibus accounts — accounts holding the assets of more
than one client) and Article 39 of EMIR (governing clearing segregation). Some mentioned
that there are problems with the legal enforceability of non-statutory equivalent measures
because contractually imposed segregation will not withstand the effect of local insolvency
laws where those laws do not recognize the effects of segregation. Others emphasized that
equivalent measures may deliver the same results as segregation of accounts also in the
EU.

On risk control measures and disclosure around the use of ‘other equivalent measures’, the
topic was not extensively discussed in the responses. Most respondents strongly opposed
additional risk controls although opinion was rather more split on the issue of risk disclosure
to clients. In terms of additional risk control measures, the most common counter argument
was that existing due diligence efforts supported by legal opinion was adequate and there-
fore any enhancement to these requirements would generate little added benefit but would
increase the cost to firms.
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55.

56.

57.

58.

On disclosure, respondents (including many large investment firms) emphasised that where
in certain non-EU jurisdictions the local insolvency laws would not recognise the effects of
such segregation, clients need to be informed of such risks, but largely stressed that the
disclosure needed to be generic and in a standardised format should be sufficient to this
end.

The segregation referred to in this section is segregation under MiFID, between the assets
of the client and of the firm and of the third party. Responding to comments about the use of
omnibus accounts, EMSA notes that these are not prevented under MiFID. As noted by
some respondents, under EMIR and CSDR, omnibus accounts are also possible. CSD par-
ticipants and clearing members (including MiFID investment firms) are required to offer cli-
ents a choice between omnibus client segregation and individual client segregation at the
CSD or CCP in question. When carrying out transactions foreseen under EMIR for clients, if
an investment firm is subject to Commission Delegated Regulation (EU) No 149/2013 and if
it complies with this regulatory framework, an investment firm may pass client assets to a
CCP. The requirements under MiFID and under EMIR and CSDR are not contradictory; the
latter two cover specific situations.

As stated above, ESMA considers that any risk disclosure should be sufficiently tailored to
clients. Too general a risk warning may not adequately alert customers to the specific risks
they face when liens are extended over client assets by third parties.

In line with the previous section on inappropriate security interests, liens or rights of set-off,
ESMA has deleted the reference to ‘market practice’ in the technical advice, as this term
could lead investment firms to agree to inappropriate conditions imposed by a third party.
Accordingly, firms should only be permitted to rely on ‘other equivalent measures’ where, in
a third-country jurisdiction, they are unable to comply with the usual segregation require-
ments because of applicable law in that jurisdiction.

Preventing unauthorised use of client financial instruments

59.

Most respondents offered qualified support although some large trade associations were not
in favour of this measure on the grounds that it would present significant operational chal-
lenges and would be costly to implement. Respondents highlighted the following qualifica-
tions:

i. a requirement to have systems in place to ‘prevent’ shortfalls is impractical and may
end up being breached daily given that shortfalls can occur for various reasons (often
as a result of third party action or error) in business with a high volume of transactions;

i. the emphasis should be on addressing and remediating shortfalls quickly rather than
‘preventing’ them. Preventing (rather than detecting) the use of one client’s financial in-
struments to settle the transactions of another client, will have far reaching implications
for the operation of the omnibus accounts which should continue to be allowed; and
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60.

iii. several Respondents mentioned the need to take into account the interaction of these
MiFID changes with CSD regulation (and future regulatory technical standards under
Article 6(2) of CSDR) to avoid inconsistent or overlapping regulation.

ESMA notes that trades can fail for reasons outside of the control of the firm. The technical
advice aims to ensure that firms appropriately address this risk, and to ensure that invest-
ment firm’s systems and controls adequately guard against the unauthorised use of client fi-
nancial instruments. The technical advice has been amended to clarify that this addresses
unauthorised use. ESMA notes that the technical advice does not prevent the use of omni-
bus accounts and, the technical advice does not contradict CSDR. This legislation applies to
market infrastructures, and while there is an interaction with investment firms, MiFID is the
logical place for legislation addressing the relationship between the client and the firm, as is
the case in the technical advice.

Making information readily available to insolvency practitioners and relevant authorities and

strengthening record-keeping requirements

61.

62.

63.

A majority of respondents agree with the proposal for firms to keep accessible records in
order to reduce uncertainty around asset ownership and reduce delays in returning financial
instruments in the event of insolvency and think that the information outlined in the draft
technical advice is suitable for these purposes. Indeed several respondents confirmed that
they currently maintain the information outlined in the draft technical advice and that this in-
formation is easily accessible by a competent person.

A minority of respondents did argue that existing record-keeping requirements are sufficient
or that insolvency administrators, national competent authorities and resolution authorities
already have full access to all the books and systems of an investment firm and therefore no
need for any additional requirements are needed in this area. A number of respondents also
urged that ESMA waits for the outcome of other working groups (including IOSCO, FSB
CPMI) which are also discussing similar issues, before finalising requirements in this area.

ESMA notes the majority of respondents agreed with the proposal, and that many already
hold the information in a way that is easily accessible. ESMA disagrees with respondents
who argued against the proposal on the grounds that existing record-keeping requirements
are sufficient. While the information included in the technical advice should be held by the
firm in any case, the proposal is to ensure that it is easily and quickly accessible in insolven-
cy. There is typically some delay in accessing books and records at this time, and the tech-
nical advice remains unchanged to reflect that such delay and the risks highlighted in the
CP should be countered by the measures outlined.

Technical advice

Governance arrangements concerning the safeguarding of client assets
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Investment firms shall appoint a single officer of sufficient skill and authority 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 the MiFID proportionality principle, investment firms shall decide where it
is appropriate for the officer appointed under (1) to be dedicated solely to this task, or to
have additional responsibilities.

Inappropriate use of title transfer collateral arrangements (TTCAS) for non-retail clients

3.

Article 16(10) of MIiFID Il prohibits firms from concluding TTCAs with retail clients for the
purpose of securing or covering present or future, actual or contingent or prospective obliga-
tions. For non-retail clients, investment firms shall not conclude TTCAs without proper con-
sideration.

TTCAs are not appropriate where:

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

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

iii. firms insist that all clients’ assets must be subject to TTCAs, without considering what
obligation each client has to the firm.

Investment firms shall consider and be able to demonstrate that they have properly consid-
ered the use of TTCA in the context of the relationship between the client’s obligation to the
firm and the client assets subjected to TTCA by the firm.

Where using TTCAs, Investment firms shall highlight to clients the risks involved and the
effect of any TTCA on the client’s assets.

Securities financing transactions and TTCAs

7.

While some transactions permitted under Article19 of the MiFID Implementing Directive may
require the transfer of title, it shall not be possible to make use of Article 19 to effect ar-
rangements that are prohibited under Article 16(10) of MiFID II.

Securities financing transactions and collateralisation

8.

Investment firms shall 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 moni-
tors the continued appropriateness of such collateral and takes the necessary steps to
maintain the balance with the value of client assets.
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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 the
client shall be clear, recorded in writing, and affirmatively executed by signature or equiva-
lent. In addition, Article 19 should clarify that prior client consent is required for use of client
assets by any person.

Considering diversification of an investment firm’s holding of client funds as part of due diligence

requirements

10.

11.

An investment firm that deposits client funds at a third party in accordance with Article 18(1)
of the MiFID Implementing Directive shall 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).

Where an investment firm has transferred client funds to a transaction account in order to
make a specific transaction, such funds shall not be subject to a requirement to diversify.

Intragroup deposits of client funds

12.

13.

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 intragroup de-
posit limit of 20% of such funds shall be imposed.

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 offered by the third parties considered in the previous paragraph, and includ-
ing in any case the small balance of client funds it holds, the requirement under the previous
paragraph is not proportionate. Investment firms shall periodically review the assessment
made in accordance with this paragraph and should notify their initial and reviewed assess-
ment(s) to NCAs.

Inappropriate security interests, liens or rights of set-off over client financial instruments and

funds and recording liens and other encumbrances

14.

15.

16.

Security interests, liens or rights of set-off over client assets that 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 shall not be permitted except in cases where this is required by ap-
plicable law in a third country jurisdiction.

Where a firm is obliged to enter into agreements that create such security interests, liens or
rights of set-off, the firm shall disclose this information to clients so that they are informed of
the risks associated with these arrangements.

Where security interests, liens or rights of set-off are granted by the firm over client assets,
or where the firm has been informed that they are granted, these shall be recorded in client
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contracts and the firm’s own accounts to make the ownership status of client assets clear,
e.g. in the event of an insolvency.

Segregation of client financial instruments in third country jurisdictions

17.

18.

Investment firms shall 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 segregation requirements in third country jurisdictions, due to reasons of applicable law.
In these cases, Member States shall be responsible for specifying the necessary ‘other
equivalent measures’ to be taken.

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

Preventing unauthorised use of client financial instruments

19.

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

i. the conclusion of agreements with clients on measures to be taken by the investment
firms 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 set-
tlement date and the putting in place remedial measures if this cannot be done; and

ii. the close monitoring and prompt requesting of undelivered securities outstanding on the
settlement day and beyond.

Making information readily available to insolvency practitioners and relevant authorities and

strengthening record-keeping requirements

20.

Investment firms shall make information readily available to NCAs, insolvency practitioners
and those responsible for the resolution of failed institutions, including the following infor-
mation:

i. related internal accounts and records (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
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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
oversight of the firm’s requirements in relation to the safeguarding of client assets; and

vi. relevant client agreements.

The record-keeping requirements in existing Article 16 of the MiFID Implementing Directive
should also state that records shall be maintained in such a way ‘that they may be used as
an audit trail’, in line with IOSCO Principle 1.
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2.9. Conflicts of interest
Background/Mandate
Extract from the Commission’s request for advice (mandate)

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 inter-
ests. However, for those situations where the organisational and administrative arrangements
established by firms proved insufficient 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 investment 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
management of conflicts of interests that might arise from the production and dissemination of
investment research continue to appropriately protect the objectivity and independence of finan-
cial analysts and of the investment research they produce.

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

“An investment firm shall maintain and operate effective organisational and administrative
arrangements with a view to taking all reasonable steps designed to prevent conflicts of in-
terest 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 manag-
ers, 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”.
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(2) Where organisational or administrative arrangements made by the investment firm in
accordance with Article 16(3) to prevent conflicts of interest from adversely affecting the in-
terest of its client are not sufficient to ensure, with reasonable confidence, that risks of dam-
age to client interests will be prevented, the investment firm shall clearly disclose to the cli-
ent the general nature and/or sources of conflicts of interest and the steps taken to mitigate
those risks before undertaking business on its behalf”.

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.”

Analysis following feedback from stakeholders

2.

The large majority of respondents supported ESMA’s proposal to require firms to periodical-
ly review their conflicts of interest policy. However, a large number of firms and trade asso-
ciations noted that the requirement to do so at least annually is too rigid and unpractical.
These respondents highlighted that the proportionality principal should apply and suggested
either to require the review to be done at least every two years, or to require firms to apply a
risk-based approach and to update their conflicts of interest policy when something relevant
occurs. ESMA considers that it is appropriate to retain the proposal to review the conflicts of
interest policy at least annually. ESMA considers that requiring an annual review of the con-
flicts of interest policy is the minimum frequency for which firms need to re-assess whether
there are conflicts that may adversely affect their clients. Requiring an annual review is en-
tirely consistent with the technical advice that the compliance function should report to the
management body, at least annually, on the implementation and effectiveness of the overall
control environment for investment services and activities and on the risks that have been
identified. The annual review is also consistent with the obligation provided by the current
MiFID Implementing Directive requiring investment firms to review on an annual basis their
execution policy and RTO/placing policy.

On the topic of disclosure some respondents noted that:

i. ESMA’s advice to disclose ‘the risks to the client that arise as a result of the conflict”
seems to go beyond Article 23(2) of MiFID, that instead requires firms to “clearly dis-
close to the client the general nature and/or sources of conflicts of interest and the
steps taken to mitigate those risks before undertaking business on its behalf”. ESMA
disagrees and notes that the disclosure of risks arising as a result of the conflict is es-
sential for clients to understand the nature of the conflict of interest itself. Furthermore,
Article 23(3) already requires disclosure to include sufficient detail of the relevant con-
flict.
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ii. There should be no obligation to provide information in a durable medium to profes-
sional clients and eligible counterparties. ESMA notes that the use of durable medium is
required by Article 23(3)(a); the same article also requires to take into account the na-
ture of the client but does not exclude the use of durable medium for non-retail clients.

4. Firms and trade associations responding to the consultation did not suggest additional
situations to be added to those identified in Article 21 of the MiFID Implementing Directive
and noted that the current text is comprehensive enough. On the other hand, consumer or-
ganisations noted that Article 21 of the MiFID Implementing Directive does not sufficiently
take account of the ban of commission for independent financial advice established by Mi-
FID Il and suggested stating in the technical advice that all kind of inducements lead to con-
flicts of interest and adjusting Article 21(e) to include all forms of commissions and not only
those that go beyond standard commissions. ESMA confirms that all inducements, including
standard commissions, are subject to inducements rules and refers to previous CESR doc-
uments on this topic (CESR 07-228b — p 4).

5. The majority of respondents agreed that the distinction between investment research and
marketing communications drawn in Article 24 of the MIFID Implementing Directive is suffi-
ciently clear. After further analysis, however, ESMA has found it useful to clarify that while
Article 25(2) of the MiFID Implementing Directive is specific to investment research, Article
25(1) should apply to any type of recommendations in accordance with Article 24 of the Mi-
FID Implementing Directive.

6. On the topic of whether the additional organisational requirements listed in Article 25 of the
MiFID Implementing Directive and addressed to firms producing and disseminating invest-
ment research are sufficient to properly regulate the specificities of these activities and to
protect the objectivity and independence of financial analysts and of the investment re-
search they produce, some respondents:

i. noted that the Article contains numerous terms that are subject to interpretation and
would strongly benefit from being more clearly defined. These include ‘closely affected’
used in relation to ‘related financial instrument’, and ‘with reasonable confidence’ used
in relation to disclosure requirements;

ii. highlighted that it would be useful to amend Article 25(2) of the MiFID Implementing Di-
rective in order to require ‘Chinese walls’ to be set up between financial analysts and
other staff, including firms’ relevant persons;

iii. suggested ESMA to consider:

a. organisational arrangements regarding potential positions held, previously to the re-
lease of a given piece of investment research, by financial analysts and other rele-
vant persons, on their own behalf or on behalf of the investment firm or a client; and

b. organisational arrangements regarding other potential business relationships of the
firm or analysts with the issuer to which the investment research relates (for in-
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10.

stance, where the firm provides investment banking services to the issuer or where
any person within the firm serves on the board of the issuer).

On the views expressed in point a) ESMA notes that as this terminology was already used
in existing implementing measures without major issues having been raised so far in their
application, there is no need to further define the terms. In any case, should any issue
emerge, ESMA will be able to tackle any application aspects through other instruments
available to ESMA, such as guidelines.

On the views expressed in b), ESMA proposes that Article 25 of current Implementing Di-
rective should be complemented with an explicit obligation that would require physical sepa-
ration between the financial analysts involved in the production of the investment research
and other relevant persons whose responsibilities or business interests may conflict with the
interests of the persons to whom the investment research is disseminated.

On the views expressed in ¢), ESMA acknowledges the value of the suggestion made but
wishes to state that, as they refer to very specific situations, any future work in this area
would be more appropriately dealt with through other instruments available to ESMA, such
as guidelines, and not in the MiFID Implementing measures.

The SMSG agreed with ESMA’s draft technical advice. In addition, the SMSG emphasised
that disclosure remains a limited tool and strong supervision and enforcement of the new
firm-facing requirements relating to, for example, inducements and product governance, is
essential. The SMSG further noted that ESMA, within the scope of its supervisory conver-
gence powers, should make sure that NCAs conduct checks in order to assess the situation
‘on the ground’, especially as this is a new requirement, and do not rely only on disclosure,
even if strengthened.

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 con-
flicts 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 shall 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 ad-
ministrative arrangements established by the investment firm to prevent or manage its con-
flicts of interest in accordance with Article 23 of MIiFID Il are not sufficient to ensure, with
reasonable confidence, that the risks of damage to the interests of the client will be prevent-
ed.

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
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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 cli-
ents must be made in a durable medium and it must also include a specific description of the
conflict of interest that arises in the provision 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 conflicts of interest, as well as the risks to
the client that arise as a result of the conflict and the steps undertaken to mitigate these
risks, in sufficient detail to enable that client to make an informed investment 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 considered a deficiency in an investment firm’s conflicts of inter-
est policy.

On the topic of investment research, ESMA considers that:

i. Article 25(1) of the MIFID Implementing Directive should also apply to recommenda-
tions covered under Article 24(2) of the MiFID Implementing Directive.

ii. Article 25(2) of the MiFID Implementing Directive should be amended by inserting new
provision to require a physical separation between the financial analysts involved in the
production of the investment research and other relevant persons whose responsibili-
ties or business interests may conflict with the interests of the persons to whom the in-
vestment research is disseminated. This provision should also require that when con-
sidered not appropriate to the size and organisation of the firm and the nature, scale
and complexity of its business, the investment firm shall be able to demonstrate it has
put in place appropriate alternative information barriers.
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2.10.Underwriting and placing — conflicts of interest and provision of information
to clients

Background/Mandate

Extract from the Commission’s request for technical 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 Il 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
arrangements with a view to taking all reasonable steps designed to prevent conflicts of in-
terest 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 manag-
ers, 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 ac-
cordance with Article 16(3) to prevent conflicts of interest from adversely affecting the inter-
est of its client 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 business on its behalf.

(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.
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(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 exist-
ence may damage the interests of the clients or potential clients of the investment firm”.

ESMA has identified previous work which is also relevant for this topic, notably, the Com-
mission Consultation on Review of MiFID in December 2010 and IOSCO’s “Market Interme-
diary 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 Information in Relation to the Review of MiFID.

Analysis following feedback from stakeholders

3.

ESMA received numerous comments on the topic of ‘Underwriting and placing — conflicts of
interest and provision of information to clients’. Respondents have given input on both the
background/analysis section and the draft technical advice included in the relevant chapter
of the CP. While ESMA has reviewed and considered all comments received, it has howev-
er chosen to summarise here only those that directly refer to the technical advice to the
Commission.

General

4.

Some respondents noted that ESMA’s draft advice does not make a distinction between
shares/equity securities and bonds/debt securities. These respondents highlighted that
there are great differences in these markets and that ESMA’s advice seems tailored only to
equity/IPO markets.

ESMA acknowledges that market practices may vary depending on the financial instrument
concerned. However ESMA does not consider that the advice is tailored only to equity/IPO
markets. The Commission’s mandate requested ESMA to consider requirements that would
address the conflicts of interest that arise due to the specificities of the underwriting and
placing process. The requirements attach to the service provided rather than the financial
instrument. ESMA clearly set out that the requirements apply where the firm provides the
following investment services and ancillary services under Annex | of MiFID Il: underwriting
and placing of financial instruments and/or placing of financial instruments on a firm com-
mitment basis; placing of financial instruments without a firm commitment basis; advice to
undertakings on capital structure, industrial strategy, and related matters and advice and
services relating to mergers and the purchase of undertaking; and services relating to un-
derwriting.
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The SMSG noted the inclusion of provisions in the CP relating to the issue of self-

placement. The SMSG strongly welcomed the inclusion of such proposals. It also provided
ESMA with some proposed changes to strengthen the technical advice. These proposals
are set out below (in some cases the SMSG refers to regulatory initiatives in this area taken
at national level):

6.
i
ii.
iii.
iv.
V.
Vi.

7.

Amend technical advice paragraph 11 from “Such procedures may include considera-
tion of refraining from engaging in the activity, where conflicts of interest cannot be ap-
propriately managed so as to prevent any adverse effects on clients” to “Such proce-
dures must include consideration of refraining from engaging in the activity, where con-
flicts of interest cannot be appropriately managed so as to prevent any adverse effects
on clients”.

State that in the case of financial instruments other than shares, issued by credit institu-
tions, the information provided to investors shall include additional information on the
differences between the financial product offered and bank deposits in terms of yield,
risk and liquidity.

Insert a stronger statement, with more precise requirements, in relation to self-
placement by financial institutions when this is the result of a regulatory requirement or
has been requested by the national banking regulator.

State that where the result of the assessment is that a product is not appropriate, the
contractual document should include, along with the client’s signature, a hand-written
representation that they have been warned that the product is inappropriate or that its
appropriateness cannot be assessed for the lack of data. Besides, investment firms
shall keep a specific register to record all of these clients warned.

State that investment firms should establish appropriate procedures and controls re-
garding product governance, remunerations and staff training.

The SMSG also proposed that ESMA set up a working group to consider the establish-
ment to Level 3 work in this area.

ESMA notes these suggestions and considers that:

In relation to the suggestion to strengthen the draft Technical Advice by requiring that
firms “must” — rather than “may” — consider refraining from the activity if they feel the
conflicts of interest cannot be appropriately managed, ESMA agrees and has amended
the advice to reflect this.
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Vi.

In relation to the additional information proposed, ESMA considers that it could be ap-
plied to all financial instruments issued by investment firms* or other group entities
where those instruments are included in the calculation of prudential requirements
specified in directives and regulations applicable to investment firms (such as CRD/R IV
or the pending BRRD). Information on the different treatment in terms of coverage un-
der the deposit guarantee scheme and yield, risk, liquidity should be provided to the cli-
ent.

Where self-placement has come about due to regulatory requirements or being re-
quested by a national banking regulator, ESMA wishes to remind stakeholders that re-
gardless of any prudential requirements on firms to raise capital, the MiFID obligations
in respect of conduct of business and conflicts of interests apply. ESMA also notes that
a statement was recently issued by the Joint Committee specifically in the area of self-
placement.®

Where a financial instrument is not appropriate, ESMA recalls that the investment firm
should warn the client accordingly and agrees that the record of this disclaimer should
be maintained by the firm. ESMA has made these amendments in the chapter on “Ap-
propriateness”.

In relation to suggested enhancements to firms’ processes around product governance,
remunerations, and staff training, ESMA considers that the advice in the section on
Product Governance, Remuneration and Compliance function addresses the concerns
raised by SMSG.

In relation to Level 3 work, ESMA agrees that further guidance, pertaining to the ar-
rangements and controls that firms would need to have in place before engaging in
“self-placement” could be developed as part of future ESMA guidelines, and could be
useful in clarifying expectation in this area.

Advising to undertake an offering

8. Respondents highlighted that the roles of underwriter and corporate finance adviser are
distinct and in numerous situations underwriters do not have any further role beyond plac-
ing/underwriting a portion of securities. Respondents therefore suggested redrafting this
section of the advice, and the following on pricing, in order to make this distinction clear.

23 |t is worth recalling that several MiFID Il requirements (as already under MiFID 1) apply to credit institutions provid-
ing investment services or activities by virtue of Article 1(3) of MiFID Il. Therefore, reference to investment firms also
encompasses credit institutions in relation to all the requirements mentioned in Article 1(3) (which includes MiFID
organisational requirements and conduct of business rules).

24 http://lwww.esma.europa.eu/content/Placement-financial-instruments-depositors-retail-investors-and-policy-holders-

Self-placemen
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9. ESMA agrees and notes that the focus of these requirements is to ensure that where the
services of underwriting and placing are provided, the process is managed in an appropriate
way which respects the interests of the different actors. The risk of conflicts of interest to
arise in the provision of these services is most acute where the firm offers a large number of
different products and services to the client, in particular where the firm provides advice in
addition to underwriting and placing. ESMA has therefore updated the Technical Advice to
reflect this.

10. Furthermore, the following specific comments were made:

Pricing

the requirement to provide information on the relevant individuals involved in the pro-
duction of corporate finance advice on the price and allotment appears to be a mere
formalism with little to no added value for issuer clients; ESMA notes the concerns
however, ESMA believes that it is important that the client is aware of the departments
within the firm which may be involved in the production of advice on the price and allo-
cation and is in a position to make an informed decision on whether to proceed. ESMA
has amended the advice accordingly.

information on how the firm intends to manages conflicts of interest should be provided
to clients only on request. Respondents noted that the topic of conflict of interest man-
agement and disclosure is already clearly regulated by MiFID | and that this further re-
quirement seems redundant ESMA considers that it is important that firms disclose to
issuer clients, particularly at the start of a relationship, information about how it intends
to address and manage the conflicts of interest that may arise. It is therefore beneficial
to add this specific requirement within this section of the implementing measures not-
withstanding the general conflicts of interest provisions that may address the point.

11. Respondents, while noting that pricing is not an exact science and that, with hindsight, many
legitimate factors can be considered to explain why an issue was under-priced or over-
priced, more specifically:

suggested clearly excluding ‘placing of blocks’ from the scope of the advice;

noted that paragraph 4(i) of the draft technical advice which states that 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 paragraph 4(ii) which states that invest-
ment firms should have in place internal arrangements that manage or prevent a situa-
tion where individuals ordinarily responsible for providing services to the firm’s invest-
ment clients are involved directly in decisions about corporate finance advice to the is-
suer client on pricing should be more precise as the current drafting does not explain
what is expected of firms;
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12.

13.

14.

15.

16.

iii. noted that the definition of the price of the offering is fruit of an iteration process and it is
therefore difficult, if not impossible, for the underwriter to provide the issuer client with
clear information on the “timings involved”;

iv. noted that the CP suggested that firms providing underwriting services will determine
the price of an issue and proposed amendments to the advice that would clarify the role
of the issuer client in the determination of the price at which it is willing to proceed with
an issue.

ESMA notes the responses around the specific arrangements in paragraphs 4(i) and 4(ii),
however ESMA is not inclined to draft prescriptive requirements in this area and considers
that it is each firm’s responsibility to determine what arrangements are necessary and pro-
portionate in relevant circumstances. ESMA also notes the concerns around providing clear
information relating to the timings involved in the pricing process, however, it seems rea-
sonable to keep the issuer client generally informed of timings, even if the precise timings
evolve over time in an iterative process. ESMA, however, has removed “ordinarily” from the
technical advice in paragraphs 4 and 7 in order to more precisely clarify firms’ obligations.
ESMA has also amended the advice by making reference to the “recommendation” (instead
of the “determination”) of the price of the offering by the investment firm.

ESMA considers that while block trading may involve a placement of shares, this Advice
pertains to the issuance of securities and is not intended to address the specific case of
block trades.

In relation to the requirement for underwriters to discuss with the issuer client any hedging
strategies, ESMA received mixed replies and while respondents noted that this is already
common practice on the market they also noted that this should not be required by regula-
tion.

In relation to stabilisation measures it was noted that these are already regulated by the
Market Abuse Regulation and that information to client issuers could not be precise as
measures are taken only after the offering and will depend on market conditions existing at
the time.

ESMA notes the responses that discussion of hedging strategies is already common prac-
tise, and that stabilisation is covered by MAR. However ESMA considers that this infor-
mation will be beneficial to issuer clients, and does not consider it burdensome to require
firms undertaking such strategies to provide such information to relevant clients.

Placing

17.

Respondents stated that underwriting fees are a fair remuneration of the market risk taken
by the underwriter and therefore should not be considered as an inducements pertaining to
Article 24(9) of MIFID Il. ESMA agrees that pure underwriting fees, that is fees received by
investment firms which are only performing all or part of the underwriting to the issuer client,
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18.

should not be subject to the requirements on inducements paid by third parties. However,
fees received in situations where the investment firm also places the financial instruments
issued to its investment clients must comply with requirements on inducements in Article
24(9) of MiFID II.

Respondents also commented on the topic of the ‘allocation policy’ and noted that while
lead-managers engage issuers on their allocation policies, the requirements included in
ESMA’s draft technical advice place an unnecessary additional burden on firms since an is-
suer’s decision to mandate a lead-manager to undertake a placing will not depend on the
lead manager’s allocation policy as these are quite standard across the industry. ESMA re-
jects this proposal. NCAs supervisory experience has shown that firms were unable to show
clear allocation policies and produce justification for their allocation recommendations in all
cases.

Lending and provision of credit

19.

20.

21.

22.

Some respondents commented that the current wording of the draft Technical Advice
strongly implies that where a firm has previously extended credit to an issuer, the firm
should consider refraining from providing the services of underwriting and placing. They ar-
gued that this was contradictory to the conflict of interest requirements to identify and man-
age conflicts, and disclose them as a last resort. They also argued that an implied require-
ment to refrain from the activity would inhibit lending, particularly to SMEs.

ESMA acknowledges that the regime allows firms the flexibility to make arrangements to
identify and manage conflicts of interest that may arise, and has updated the technical ad-
vice to remove the implication that refraining from acting was required of firms in all cases.
Refraining from acting in a situation may still be considered as a measure to manage a con-
flict of interest.

Some respondents also expressed concerns that a requirement for full sharing of client
information between areas of the firm responsible for different corporate finance activities
relating to the issuer client could require them to breach information barriers set up to man-
age the flow and use of confidential information.

ESMA acknowledges this potential risk and has updated the advice to specify that the shar-
ing of information requirement is intended to apply in cases where it would not breach such
barriers.

Record-keeping

23.

Respondents stated that the requirement to keep a “complete audit trail between the move-
ments registered in clients’ accounts and the instructions received by the investment firm”
would be extremely complex to implement as it seems to require a complete and continuous
audio, video and documentary recording of the interaction between the underwriter and the
issuer. Respondents therefore suggested clarifying that only the essential steps of the pro-

90



- esma

24.

cess need to be documented. Respondents also suggested clarifying that firms need to jus-
tify and record the final allocation for each ‘issuer client’ and not for each investor.

ESMA notes the concerns around the burdensome scope of providing a complete audit trail
for each transaction, and has updated the advice to emphasise the need to keep records of
the “material’ steps. However, ESMA believes it is important for firms to be able to evidence
and justify the steps they have taken throughout the process, including justifications of the
allocations for each investment client. NCA supervisory experience has shown that firms
have often been unable to articulate the reasoning behind allocation recommendations.

Oversight

25.

26.

Finally respondents noted that keeping record of all ‘potential’ conflicts of interest arising
from underwriting and placing activities seems highly impractical.

ESMA acknowledges the broad nature of conflicts that could occur in potential underwriting
and placing operations. ESMA has updated the advice to narrow the scope of the require-
ment so that it will apply only to actual services provided.

Technical advice

Proposed new Organisational requirements to be issued under Article 16(3) of MiFID Il and/or

Provision of Information requirements to be issued under Article 24 of MIFID I

1.

Article 16(3) of MIFID Il requires a firm to maintain and operate effective organisational or
administrative arrangements, with a view to taking all reasonable steps designed to prevent
conflicts of interest (as defined in Article 23 of MiFID Il) from adversely affecting the inter-
ests of its clients. The potential for conflicts of interest to arise in the underwriting and plac-
ing process is significant, particularly where an investment firm or related group entities offer
a large number of products and services to clients: therefore, the establishment of organisa-
tional arrangements specific to underwriting and placing is important.

ESMA therefore proposes that the following organisational arrangements and/or provision of
information requirements shall be placed on firms.

Advising to undertake an offering

3.

In cases where the firm is advising the corporate finance strategy and providing the service
of underwriting and placing, the investment firm, before it accepts a mandate to manage the
offering, shall have arrangements in place to ensure that it explains to the issuer client:

i.  the various financing alternatives available from the firm, and an indication of the level
of transaction fees associated with each;

ii. the timing and the process the investment firm will take in respect to how it will reach its
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Vi.

Pricing

corporate finance advice in respect to pricing the offer;

the timing and the process the investment firm will take in respect to how it will reach its
corporate finance advice in respect to placing of the offering;

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

the job titles and departments of the relevant individuals involved in the production of
corporate finance advice on the price and allotment; and

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

4. Investment firms shall have in place systems, controls and procedures to identify and man-
age 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:

investment firms shall 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 inter-
ests, in ways that conflict with the issuer client’s interests; and

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

5. In addition, investment firms shall provide clients with information about how the investment
firm determines its recommendation as to the price of the offering and the timings involved.
Specifically:

Placing

investment firms shall discuss with the issuer client any hedging or stabilisation strate-
gies it plans to undertake with respect to the offering, including how these strategies
may impact the issuer clients’ interests; and

investment firms shall take reasonable steps to keep the issuer client informed on de-
velopments relevant to the pricing during the offering process.

6. Investment firms shall have in place internal arrangements that prevent placing recommen-
dations from being inappropriately influenced by any existing or future relationships.

7. Investment firms shall have in place internal arrangements that manage or prevent a situa-
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10.

tion where individuals responsible for providing services to the firm’s investment clients are
involved 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 condi-
tions of the inducements regulations in Article 24(9) of MiFID II. In the context of underwrit-
ing 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 volumes of business at normal levels of commission as compensa-
tion 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 purchase 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 shall have in place an allocation policy that sets out the process for devel-
oping allocation recommendations. This allocation policy shall be provided to the issuer cli-
ent before agreeing to undertake a placing. The policy shall set out relevant information (to
the extent it is known at that stage) about the proposed allocation methodology for the is-
sue.

The investment firm shall invite the issuer client to participate in discussions about the plac-
ing process so that the investment firm can take the interests of the issuer client into ac-
count, for example by obtaining the issuer client’s agreement to its proposed allocation per
type of client for the transaction in accordance with the allocation policy.

Retail advice/Distribution

11.

12.

Investment firms shall have in place systems, controls and procedures to identify and man-
age the conflicts of interest that arise where investment firm provides investment services to
an investment client to participate in a new issue, where the investment firm is in receipt of
commissions/fees in relation to arranging the issuance. Commissions/fees received in such
circumstances must comply with Article 24(9) of MIFID Il. This shall be documented in the
investment firm’s conflicts of interest policies, and reflected in the firm’s inducement ar-
rangements.

Investment firms that engage in the placement of financial instruments issued by them-
selves (or other group entities) to their own clients, including their existing depositor clients
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13.

14.

(in the case of credit institutions) 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 must in-
clude consideration of refraining from engaging in the activity, 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 shall 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 in-
vestment decision.

Where investment firms engage in the offering of financial instruments issued by themselves
(or other group entities) to their clients, where those instruments are included in the calcula-
tion of prudential requirements specified in directives and regulations (such as CRD/R IV or
the pending BRRD), they shall provide such clients with additional information explaining the
differences between the financial instrument and bank deposits in terms of yield, risk, liquidi-
ty and any protections provided by the Deposit Guarantee Scheme Directive.

Lending/Provision of credit

15.

16.

17.

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 shall
have arrangements in place to identify and manage any conflicts of interest that may arise
as a result.

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 prevent-
ed, the investment firm shall disclose to the client the specific conflicts of interest that have
arisen in relation to the activities of the investment firm (or group entity) acting in their ca-
pacity as a credit provider, and the activity 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 ar-
ranger for a securities offering, the investment firm’s conflict of interest policy shall require
that full information shall be shared between the different entities, in relation to the issuer’s
financial situation, provided this would not breach existing information barriers set up by the
firm to protect the interests of a client.

Record-keeping

18.

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

Oversight

19. Investment firms shall have in place a centralised process to identify all 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.

20. The firm shall identify all potential conflicts of interests arising from other activities of the
investment 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.
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2.11. Remuneration

Background/Mandate

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

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 remuneration 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.

1.

The remuneration of staff involved in the provision of investment services to clients is a
crucial investor protection issue. ESMA has recently published Guidelines in this area on the
basis of MiFID | (Remuneration Guidelines).*®

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

Article 9(3)(c) of MiFID Il 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 treatment 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
organisational and administrative arrangements with a view to taking all reasonable steps
designed to prevent conflicts of interest [...] from adversely affecting the interests of its cli-
ents” will be maintained under Article 16(3) of MiFID II, Article 23(1) of MiFID Il highlights
the issues related to remuneration 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 structures”.

In addition to these broadly framed organisational requirements, Article 24(10) of MIFID I
will provide that an investment firm “which provides investment services to clients shall en-
sure 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 ar-

% Guidelines on remuneration policies and practices (MiFID) — Final report (ESMA/2013/606).
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rangement by way of remuneration, sales targets or otherwise that could provide an incen-
tive to its staff to recommend a particular financial instrument to a retail client when the in-
vestment firm could offer a different financial instrument which would better meet that cli-
ent’s needs”.

Analysis following feedback from stakeholders

6.

Respondents were generally supportive of ESMA approach regarding the scope of the
remuneration requirements. However, a large number of respondents suggested that the fi-
nal technical advice gives more guidance as to which individuals in an investment firms
should be subject to the remuneration requirements. Notably, a few respondents noted that
the expression “all relevant persons who can have a material impact” would lead to the ap-
plication of the remuneration requirements to an unduly large number of people. ESMA con-
siders that the broad definition of the scope proposed in the technical advice will allow suffi-
cient flexibility for investment firms to adapt the provisions to suit their individual organisa-
tions.

A significant number of respondents noted that the draft technical advice was, at least in
some respects, not aligned with the remuneration requirements set out by UCITS, AIFMD
and CRD. A few respondents suggested that ESMA, with EBA, considers issuing harmo-
nised guidance on remuneration requirements for the benefits of firms subject to UCITS,
AIFMD or CRD in addition to MiFID. ESMA would like to recall that the issue of the interac-
tion between MIFID and other regulatory frameworks has been dealt with in the context of
the Remuneration Guidelines. ESMA considers that these Directives aim at tackling different
policy concerns (MiFID requirements on remuneration are conduct-focused) and does not
believe that there are major consistency issues with the effect that the different require-
ments are complementary rather than conflicting.?® ESMA considers that the adoption of fu-
ture guidelines might certainly be possible should specific application issues arise.

Several respondents noted that the application of the requirements not only to the ‘remu-
neration’ but also to the ‘related incentives’ would make the implementation of the require-
ments in firms’ remuneration policies rather difficult. Several respondents strongly opposed
to the inclusion of ‘career progression’ as part of the ‘non-financial remuneration’ expressing
the view that such criteria is not easy to monitor adequately. ESMA notes that ‘career pro-
gression’ is already inserted in the definition of ‘remuneration’ provided in the Remuneration
Guidelines together with ‘non-financial’ incentives. ESMA is of the view that it is important
that these forms of incentives are covered in the MIFID Il implementing measures.

26 |n particular on the relationship with CRD IV and the ratio between the fixed and the variable components of the remuneration
introduced by CRD IV, ESMA clarified that MiFID applies in relation to the provision of investment and ancillary services while CRD
IV targets staff whose professional activities have a material impact on firms’ risk profile. Where certain individuals are captured by
MiFID rules (when providing investment services to clients) and CRD IV (due to their role in institutions), the former will apply without
prejudice to the latter.
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9. A majority of respondents supported ESMA’s approach regarding variable remuneration.

However, a large number of respondents expressed the view that maintaining an “appropri-
ate balance between fixed and variable components” of the remuneration would not guaran-
tee an enhanced level of protection for investors. Many of these respondents also disagreed
with the suggested balance between ‘commercial criteria’ and ‘criteria reflecting compliance
with applicable regulations’ in paragraph 6 of the draft technical advice. Some respondents
also noted that the expression “partly based on” was too vague and could lead to diverse in-
terpretations. ESMA has made a number of amendments to the technical advice, in particu-
lar with respect to variable remuneration, and considers that the advice is now sufficiently
clear. ESMA also notes that, as stated in the ESMA Remuneration Guidelines, when deter-
mining the remuneration for tied agents, firms may take the tied agents’ special status (usu-
ally as self-employed commercial agents) and the respective national specificities into con-
sideration. However, in such cases, firms’ remuneration policies and practices should still
define appropriate criteria to be used to assess the performance of relevant persons. Such
assessment should be based on qualitative criteria encouraging the relevant persons to act
in the best interests of the client.

Technical advice

1.

ESMA considers that the future delegated act should include the definition of remuneration
provided in the ESMA Remuneration guidelines.

Scope

2.

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

Design criteria

3.

Investment firms shall define their remuneration policies under appropriate internal proce-
dures taking into account the interests of all the clients of the firm, with a view to ensuring
that clients are treated fairly and their interests are not impaired by the remuneration prac-
tices adopted by the firm in the short, medium or long term. In particular, remuneration poli-
cies and practices shall 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 interests to the potential det-
riment of any client.

Governance

4,

The design of the investment firm’s remuneration policy shall be approved by the manage-
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ment body of the firm after taking advice from the compliance function.

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

6.

Remuneration and similar incentives shall not be solely or predominantly based on quantita-
tive commercial criteria, and shall take fully into account appropriate qualitative criteria re-
flecting compliance with the applicable regulations, the fair treatment of clients and the qual-
ity of services provided to clients.

An appropriate balance between fixed and variable components of remuneration shall be
maintained at all times, so that the remuneration structure does not favour the interests of
the investment firm or its relevant persons against the interests of any client.
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2.12.Fair, clear and not misleading information

Background/Mandate

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

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.

1.

Article 24(3) of MIFID Il states “All information, including marketing communications, ad-
dressed by the investment firm to clients or potential clients shall be fair, clear and not mis-
leading. Marketing communications shall be clearly identifiable as such’.

No changes have been introduced in this area since the MiFID I. Article 24(13) of MiFID Il
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 in-
vestment or ancillary services to their clients, including (a) the conditions with which the in-
formation 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 objec-
tives of the MiFID review was to improve, where appropriate, the treatment of non-retail cli-
ents. In its advice on fair, clear and not misleading information in accordance with Article
24(3) of MIFID II, ESMA has taken this evolution into account in order to propose targeted
improvements to the regime applicable to professional clients, where appropriate.

The existing Article 27 of the MIiFID Implementing Directive, “Conditions with which infor-
mation must comply in order to be fair clear and not misleading”, applies only to retail or po-
tential retail clients.

Analysis following feedback from stakeholders

5.

ESMA received the following comments on the draft technical advice on information ad-
dressed to or likely to be received by retail clients or potential retail clients:

i. On the proposed requirement to “always give a fair and prominent indication of any rel-
evant risks and not reference any potential benefits of an investment service or financial
instrument without also giving a fair and prominent indication of any relevant risks”
some firms and trade associations noted that the use of the term ‘always’ is too broad
and gives rise to uncertainty as this provision is intended only for ‘pre trade information’.
ESMA understands this concern and amended the technical advice to clarify that infor-
mation on the risks is not required where information is provided to clients and potential
clients but only in cases where benefits are referenced.

ii. On the other hand some respondents stated that the current drafting incorrectly oppos-
es ‘benefits’ to ‘risks’ and that investors should not only be informed of risks but also of

100



- esma

‘drawbacks’ and ‘weaknesses’ of the product. ESMA believes that the advice is suffi-
ciently clear on this point.

iii. On the proposed requirement to “use a font size in the indication of relevant risks that is
at least equal to the predominant font size used throughout the information provided, as
well as a layout ensuring such indication is prominent”, various respondents stated that
ESMA'’s advice is overly prescriptive and should only require ‘equal prominence’ of the
messages. These respondents noted also that the use of different fonts can enhance
readability of information and that some Member States have codified in national law
that specific information must be given in a typographically emphasised manner. ESMA
notes that the advice does not require the use of the same font size across the docu-
ment, but only that relevant risks are not presented in a font which is smaller than the
predominant size used in the text. This does not appear to be overly prescriptive or to
limit the use of typographical choices which can further enhance readability.

iv. On the proposed requirement to “consistently present [the information] in the same lan-
guage throughout all forms of information and marketing materials that are provided to
each client” respondents:

i. Asked ESMA to clarify if ‘same language’ should be interpreted as ‘language used
in a Member State’ (for example, French or English) or as ‘terminology’ (requiring
therefore consistent terminology across all informative documents). ESMA con-
firms that the advice does not refer to the use of terminology.

. Noted that this proposed requirement needs to take into account that the Pro-
spectus Directive allows the use of different languages in certain circumstances.
ESMA considers that information requirements under MiFID are different from the
obligations regulated under the Prospectus Directive and underlines that the pro-
posed technical advice does not imply that firms need to translate prospectuses
provided to clients.

iii.  Should allow clients to consent to the use of more than one language, as this
would be preferable for cross-border transactions and/or bilingual clients. ESMA
understands the comment and has clarified in the technical advice on this point.

v. On the proposed requirement for the information to be “up-to-date, relevant to the
method of communication used”, respondents noted that this requirement needs to take
into consideration the inevitable time-lag which occurs between a development which
requires an update to the documentation, and the necessary changes actually being
made. ESMA believes the advice on the topic is already sufficiently clear and does not
need to be amended.

6. On the use of performance scenarios, various firms and trade associations:
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i. asked ESMA to make a clear distinction, in its advice, between equity/non-equity in-
struments. On this issue, asset managers noted that they are already under the obliga-
tion to display three future scenarios under the UCITS IV Directive and that these are
helpful when dealing with products with a complex risk/return profile;

ii. suggested basing the proposed performance scenarios on a ‘what-if’ approach and not
requiring the use of probabilistic methods which would be much more costly and com-
plex to implement.

7. Consumer associations, on the other hand, noted that performance scenarios can be mis-
leading if not probability weighted and suggested that only the most probable scenarios are
displayed. In this regards, some of these consumer associations criticised the use of the
terminology “positive” and “negative” scenarios.

8. ESMA understands the different suggestions made, but notes that the proposal made is
additional to the requirement in Article 27(6)(b) which requires that information on future per-
formance is based on reasonable assumptions supported by objective data. This obligation
should be sufficient to deliver on the expected results suggested by some respondents.

9. The majority of respondents supported the principal that information to professional clients
should be fair, clear and not misleading, but noted that the same disclosure requirements
should not apply to professional and retail clients. More specific comments included the
suggestions:

i. to clarify that eligible counterparties are excluded from the scope of this advice. ESMA
confirms that its advice on the topic does not refer to eligible counterparties but also re-
calls that Article 30(1) of MIFID Il requires that communication with eligible counterpar-
ties is fair, clear and not misleading.

ii. to amend or delete the suggested requirement that information to professional clients
“shall not reference any potential benefits of an investment service or financial instru-
ment without also giving a fair and prominent indication of any relevant risks” as re-
spondents noted that, under MIFID, professional clients are assumed to possess the
necessary experience, knowledge and expertise to make their own investment deci-
sions and properly assess the risks that they incur. ESMA underlines that it is not pro-
posing to apply for professional clients the same requirements to be applied to infor-
mation addressed to or likely to be received by retail clients, but only the three items
listed in paragraph 4 of the advice. For this reason, ESMA believes the suggested ap-
proach is sufficiently balanced, and in line with the spirit of Recitals 86 and 104 of MiFID
[I, and does not need to be amended.

iii. to amend the suggested requirement on ‘up-to-date’ information by making a distinction
between ‘information sent to professional client and information made available to
them’. ESMA believes the advice on the topic is already sufficiently clear and does not
need to be amended.
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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 when referencing
any potential benefits of an investment service or financial instrument;

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

iii. shall be consistently presented in the same language throughout all forms of infor-
mation and marketing materials that are provided to each client, unless the client has
accepted to receive information in more than one language; 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 na-
ture 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 profes-
sional clients:

i. shall not reference any potential benefits of an investment service or financial instru-
ment 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.
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2.13.Information to clients about investment advice and financial instruments

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 improvements to the general information requirements set out in the Commis-
sion Directive 2006/73/EC. MIFID Il 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 Il 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 in-
vestment strategies, execution venues and all costs and related charges. That information
shall include the following:

(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;

(i) 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 instru-
ments 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;

(iif) whether the investment firm will provide the client with a periodic assessment of the
suitability of the financial instruments recommended to that client;

(b)the information on financial instruments and proposed investment strategies must include
appropriate guidance on and warnings of the risks associated with investments in those in-
struments or in respect of particular investment strategies and whether the financial instru-
ment is intended for retail or professional clients, taking account of the identified target mar-
ket in accordance with paragraph 2”.
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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 Implementing Directive). Different sections of this technical advice deal with sug-
gested measures arising from modifications in the MiFID Il text (compared to MIFID I) or
from the identified need to improve the existing implementing measures. In particular, spe-
cific sections of this paper address information about investment advice, financial instru-
ments, 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 sug-
gested in other specific areas, such as conflicts of interest and best execution.

Analysis following feedback from stakeholders

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

sessment of suitability)

Information provided about whether investment advice is independent or not

3.

While a large number of respondents agreed that it is appropriate for firms to inform the
client if the advice is provided on an independent or non-independent basis, the majority of
respondents noted that ESMA’s draft technical advice was over-prescriptive and gave po-
tential negative connotations to non-independent advice. ESMA has modified its advice tak-
ing this comment into account.

More specifically, the majority of respondents noted that the introduction of quasi-similar
requirements for independent and non-independent advice would blur the distinction be-
tween the two types of advice, therefore going against the spirit of the MiFID Il text. These
respondents therefore suggested applying the requirements set out in the draft ESMA tech-
nical advice only to the provision of independent advice. ESMA disagrees as it considers its
advice in line with the MiFID Il text.

Trade associations also noted that a distinction should be made with regard to categories of
clients and that the information set out in the draft ESMA technical advice should be manda-
torily provided only to retail clients. ESMA disagrees, as it believes that information set out
in the ESMA advice is relevant for professional clients too. ESMA also notes that the re-
guirements set out in Article 24(4) of MIFID Il apply to relationships with both retail and pro-
fessional clients.

Consumer organisations supported the draft technical advice, although not fully, as they
noted that the advice should explicitly require firms to inform clients that a ban of commis-
sions is the basis for independent advice. ESMA notes that the proposed advice to the
Commission referred to the “type and nature” of restrictions applicable to independent ad-
vice which includes the ban of inducements. ESMA has therefore clarified this aspect.

Information about the broad or restricted analysis of different types of financial instruments
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7. With regards to the provision of information on the different types of financial instruments on
which the advice is provided, the majority of respondents noted that at most, the information
regarding broad or restricted analysis should be of a general nature and be provided as a
generic description of the investment firm’s selection process. It was also suggested to ena-
ble firms to provide this information to clients on the firm’s website. This issue was specifi-
cally raised by asset management firms who noted that the provision of too detailed infor-
mation would not be effective, and would need to be updated very frequently, putting a high
burden especially on smaller firms.

8. Furthermore, some respondents opposed the notion that financial instruments not having
close links with the investment firm generally better meet the client’s profile or need and
noted that the provision of information to clients on this topic might be misleading. These re-
spondents asked ESMA to focus only on the provision of information that is relevant for the
client and suggested therefore deleting this requirement.

9. ESMA considers that the purpose behind the MiFID Il requirements is to ensure that the
basis of the advice is fully transparent to clients so that they can immediately discern the
scope of the advice. In ESMA’s view therefore, it is not sufficient for firms to express in gen-
eral terms the scope (restricted or broad) of products considered. For investors to have full
understanding and confidence in the advice received they must have appropriate detail on
proportion of the number of financial instruments analysed by the firm. On the other hand,
having considered the responses received, ESMA has amended the technical advice to fur-
ther distinguish the requirements applicable to the provision of independent and non-
independent advice. Furthermore ESMA notes that its advice does not imply that financial
instruments recommended by entities without close links to the firm are necessarily better
but that the client should be able to understand the links and therefore the possible conflicts
of interest that may be present when advice is provided to them.

Information about the periodic assessment of suitability

10. Various trade associations and firms responding to the consultation noted that the advice to
provide ‘the frequency and extent of the periodic suitability assessment” included in para-
graph 6(i) is misleading and should be redrafted as it MiFID Il does not impose on-going
suitability assessments by firms. ESMA agrees that no obligation of on-going monitoring of
suitability is imposed by MIFID Il but it considers that the proposed draft technical advice
was sufficiently clear in this respect.

Information about financial instruments

11. Approximately half of the respondents welcomed the ESMA proposals to expand the con-
tent of Article 31 of the MiFID Implementing Directive on information to be provided on fi-
nancial instruments. However various detailed comments were provided on the specific pro-
posals included in the CP and respondents noted that the technical advice should:
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12.

Vi.

clarify that firms may rely on disclosure already provided to clients through the UCITS
KID or the PRIPS KIID. In this regard asset managers noted that the provision of infor-
mation which is already contained in another regulatory document would be redundant
and could be a source of confusion for clients;

be modified in order to either clarify that the information to be provided should take into
account the client’s categorisation, and/or to explicitly give professional clients and eli-
gible counterparties the possibilities to opt-out from being provided this information;

specify that the provision of information on ‘general scenarios’ is acceptable to comply
with the obligation to provide information on the performance of the financial instru-
ments, with no need to adapt the scenarios to the specific circumstances of the client;

not require firms to try to estimate a time frame for the sale of financial instruments as
this might create some mislead expectations in clients;

clarify what is meant by ‘legal nature and status of the financial instruments’;

clarify that, in line with Recital 84 of MIFID I, firms may provide the information “as part
of or an annex to the contract”.

ESMA has noted the comments above and amended the advice where relevant and appro-
priate. In particular, ESMA notes that:

Article 34 of the MIiFID Implementing Directive already aimed at ensuring the coordina-
tion between the UCITS regulatory framework and MiFID by requiring that a simplified
prospectus complying with the UCITS directive should be regarded as appropriate in-
formation on the risk, cost and charges of the financial instrument. ESMA considers that
this provision could be confirmed in relation to PRIIPS KID (and UCITS KIID). In relation
to the costs of the financial instrument, it is however appropriate to consider Recital 78
of MIFID Il, commented in the section of this document dedicated to disclosure on costs
and charges.

Concerning clients’ categorisation, ESMA would like to recall that Article 24(4) of MiFID
Il applies to all categories of clients (including eligible counterparties by virtue of Article
30 (1) of MIFID II) and that the ESMA advice is only proposing modifications to the ex-
isting Article 31 of the MiFID Implementing Directive which already allows firms to take
into account the client’s categorisation (Article 31(1)) and the level of knowledge (Article
31(2)).

On information on functioning and performance of the instruments in different market

conditions, ESMA confirms that this information is referred to the financial instrument in
general.
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13.

14.

iv. On paragraph 8 of the draft technical advice, ESMA acknowledges that it is difficult for a
firm to know ex ante the specific timeframe for exit or re-sale of a financial instrument.
ESMA considers that a firm should not set out in advance the exact timeframe for exit
but should provide the client with at least an indication of whether the instrument could
be disposed of over a certain timeframe (for instance inside a year) in order for the cli-
ent to be able to return to a situation where initial costs have been recovered based on
the expected performance of the product. In view of the comments received ESMA will
amend the technical advice to make clearer the obligations on firms in this regard.

v. On the legal nature of the financial instruments ESMA intended to refer among other
possible things, whether the financial instrument takes the form of equity or debt;
whether it is callable by the issuer; whether it is perpetual; conversion terms; the party
liable for contingencies; the ownership of the instrument etc. ESMA deleted the refer-
ence to the “status” of the financial instruments.

vi. Concerning Recital 84 of MiFID II, the ESMA technical advice is not inconsistent with it.
At the same time, ESMA would like to recall Recital 45 of the MiFID Implementing Di-
rective which states that, in some cases information on the type of a financial instrument
is sufficient while in others the information needs to be product-specific.

In response to ESMA’s question on possible additional information requirements to be add-
ed to the MiFID Implementing Directive, the only suggestions received were in relation to in-
formation on safeguarding of client assets. ESMA notes that this topic has been dealt with in
section 2.8 of the advice.

Finally, ESMA has deleted paragraph 10 of the draft technical advice, as it was inconsistent
with Article 24(5) of MiFID Il which allows Member States to decide whether the information
referred to in paragraphs 4 and 9 of Article 24 may be provided by firms in a standardised
format.

Technical advice

Information about advice

Information provided about whether investment advice is independent or not

1.

Investment firms should inform clients about the nature and type of the advice provided to
them. Investment firms should explain in a clear and concise way whether and why invest-
ment advice could qualify as independent and the type and nature of the restrictions that
apply, including the prohibition to receive and retain inducements.

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 under-
stand the differences between them; and (ii) avoid presenting itself in general as an inde-
pendent investment advisor. To this end, firms should avoid in their communications with
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clients, giving undue prominence to its independent investment advice services over its hon-
independent investment services.

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
recommended, including its relationship with the issuers or providers of the instruments.

Investment firms should provide a description of the types of financial instruments consid-
ered, the number of financial instruments and providers analysed per each type of instru-
ment according to the scope of the service, and, when providing independent advice, how
the service provided satisfies the conditions for the provision of independent advice and the
basis of the selection process used by the investment firm to recommend financial instru-
ment(s).

When the range of financial instruments assessed by the investment firm providing inde-
pendent advice 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
recommendations provided, investment firms should disclose:

i. the frequency and extent of the periodic suitability assessment and where relevant, the
conditions that trigger that assessment;

i. 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 suitability of the recommendations given in order to enhance the service at least annual-
ly. The frequency of this assessment should be increased depending on the risk profile of
the client and the type of financial instruments recommended.

Information about financial instruments

The content of Article 31 of the MiFID Implementing Directive should be modified in the areas
below.
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10.

11.

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 (including both positive and negative conditions).

Article 31(2), relating to the description of risks, should specifically address the risk of finan-
cial 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 in-
vestment term). Information on impediments or restrictions should include an illustration of
the possible exit methods and consequences of any exit, possible constraints and issues
and the estimated time frame for the sale of the financial instrument before recovering the
initial costs of the transaction.

Article 31(4) should be modified to require that where a financial instrument is composed of
two or more different financial instruments or services, the investment firm shall provide an
adequate description of the legal nature of the financial instrument, the components of the
instrument and the way in which the interaction between the components affects the risks of
the investment. In the case of financial instruments that incorporate a guarantee or capital
protection, the information shall specify the scope and nature of such guarantee or capital
protection. When the guarantee is provided by a third party, the information about the guar-
antee shall include sufficient detail about the guarantor and the guarantee to enable the re-
tail client or potential retail client to make a fair assessment of the guarantee.

Article 34 should be modified by replacing the reference to the UCITS simplified prospectus
with the reference to the UCITS KIID and to the PRIIPs KID and by clarifying that where suf-
ficient information on costs and charges is included in the KID/KIID, it should be regarded
as appropriate for the purposes of providing information to clients under MiFID II.
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2.14.Information to clients on costs and charges
Background/Mandate
Extract from the Commission’s request for advice (mandate)

ESMA is invited to provide technical advice on measures specifying the requirement to provide
information on all costs and associated charges set out in Article 24(4)(c). In particular, ESMA
should provide 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,
including methodologies to calculate ex-ante costs;

- appropriate modalities to provide such information to professional clients and eligible counter-
parties;

- 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 situa-
tions 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 cumu-
lative 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 commu-
nications to eligible counterparties, taking into consideration that MiFID Il extends some of the
investor protection requirements to the relationship with eligible counterparties (Article 30). Re-
cital 104 of MIFID Il reminds 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 instru-
ments and funds.

1. Article 24(4) of MIiFID Il has clarified the MIFID | provisions relating to information to clients
on costs and charges. Article 33 of the MIFID Implementing Directive already requires in-
vestment firms to provide information on costs and charges to be paid by clients. Article
24(4) of MIFID Il sets additional requirements with regard to information about costs and al-
so clarifies some existing requirements. 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:
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[.]

c¢) 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 Il continues by requiring that information “shall be provided in a com-
prehensible form” and determines that “Member States may allow that information to be
provided “in a standardised format”.

3. Atrticle 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 cli-
ents including related fees: “the total price to be paid by the client in connection with the fi-
nancial instrument or the investment service or ancillary service, including all related fees,
commissions, charges and expenses, and all taxes payable via the investment firm...”. Not-
withstanding the detail of Article 33 of the MiFID 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. refersto 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 cli-
ents that are not imposed by the firm (i.e. this could imply that costs arising from third
parties may be excluded 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 pro-
vided to the client. Article 24(9) of MIFID Il 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 ascer-
tained, the method of calculating that amount, must be clearly disclosed to the client, in a
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manner that is comprehensive, accurate and understandable, prior to the provision of the
relevant investment or ancillary service”.

Analysis following feedback from stakeholders

Scope — retail clients, professional clients and eligible counterparties

6.

A large majority of respondents disagreed with ESMA’s proposal to apply the implementing
measures on cost disclosure, suggested in the draft technical advice, to all categories of cli-
ents with the possibility for professional clients and eligible counterparties, in certain cases,
to opt-out from the application of the detailed requirements. These respondents noted that
ESMA’s suggested approach:

i. conflicts with the recently approved PRIIPs Regulation that explicitly focuses only on
disclosure of costs to retail clients;

ii. is disproportionate and difficult to apply to the high-speed transactions that take place
with professional clients and eligible counterparties;

iii. should be tailored to the needs of professional clients and eligible counterparties and
not blur the lines between client categories by applying the same rules to all. On this
point, a few respondents highlighted that Recital 104 of MiFID Il, while stating that it is
appropriate to extend some information and reporting requirements to the relationship
with eligible counterparties, on the other hand limits this to information and reporting re-
quirements concerning more complex financial instruments and transactions.

The large majority of respondents suggested that an opt-in mechanism by professional
clients and eligible counterparties would be more proportionate. A few respondents high-
lighted that Article 30(2) of MIFID Il already allows eligible counterparties and professional
clients the possibility — either on a general form or on a trade-to-trade basis — to be treated
as retail clients if they so wish.

A minority of respondents, composed by consumer organisations and investment profes-
sionals, supported the ESMA proposal to apply the implementing measures on cost disclo-
sure to all categories of clients and noted that full cost disclosure is of the utmost relevance,
for example, to the operations of life insurers and pension funds since costs at any point of
the value chain impact performance for end beneficiaries and investors.

ESMA notes the arguments developed by respondents. On the reference to PRIIPs, ESMA
notes that, differently from MIFID, the PRIIPs regulation targets retail investors and their
needs while MiFID covers different categories of clients. ESMA shares the arguments de-
veloped by some respondents concerning the position of some financial institutions (for in-
stance, institutional investors) who, in turn, serve retail investors and who, therefore, should
be able to have access to all relevant information to act in their clients’ interest or to comply
with their regulatory obligations vis-a-vis their clients. Furthermore, the provision in Article
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10.

30 of MIiFID Il that allows investment firms authorised to execute orders on behalf of clients
and/or to deal on own account and/or to receive and transmit orders, to bring about or enter
into transactions with eligible counterparties without being obliged to comply with the obliga-
tions under Article 24, does not cover paragraphs 4 and 5 of Article 24 on disclosure of ap-
propriate information on the investment firm and its services, the financial instruments and
proposed investment strategies, execution venues and all costs and related charges.

Therefore ESMA considers that detailed information on costs and associated charges
should be made available also to professional clients and eligible counterparties. However
when providing investment services to professional clients and eligible counterparties, in-
vestment firms shall be able, with some exceptions, to agree a limited application of these
detailed requirements. In this respect, ESMA would like to underline that the exception of fi-
nancial instruments embedding a derivative, which was already included in the consultation
paper, aimed at addressing financial instruments which are most likely to be re-sold to retail
investors. This would leave broad margins of flexibility to investment firms to agree on a lim-
ited application of the detailed information requirements with professional clients and eligible
counterparties for a large number of financial instruments. ESMA has modified its technical
advice to the Commission to clarify that eligible counterparties which, in turn, intend to dis-
tribute these financial instruments to their clients should not be able to agree a limited appli-
cation of these detailed requirements with the investment firms providing services to them.

Scope — point of sale disclosure (ex-ante)

11.

12.

Respondents generally supported ESMA'’s proposals on the scope of ex-ante point of sale
disclosure, however ESMA received several specific comments on the draft technical advice
as respondents:

i. noted that firms should not be required to provide any additional information about the
financial instrument that is not already provided by the product manufacturer and/or dis-
closed in the UCITS KIID or will be required in the PRIIPs KID;

ii. noted that the final technical advice should be drafted in order not to overwhelm clients
with information they are not able to understand;

iii. noted that it is important to clarify — in line with Article 8(3)(f) of the PRIIPs Regulation —
that manufacturers will not be obliged to disclose any costs imposed by the distributor;
and

iv. asked ESMA to clarify what is meant by “full” point of sale disclosure.
The respondents that explicitly disagreed with ESMA’s proposals:

i. stated that the broad interpretation of the wording of Article 24(4)(c) seems to go be-
yond the MIFID Il requirements. Various of these respondents specifically noted that the
proposed treatment of portfolio management services is inappropriate as it is in the fi-
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13.

14.

15.

16.

duciary nature of the service that investments are not “recommended or marketed” to
clients but all decisions are taken by the portfolio manager;

ii. stated that third party payments (inducements) cannot be regarded as costs borne by
the client and should therefore not be aggregated in the cost disclosure provided to cli-
ents.

The SMSG welcomed the introduction of Article 24(4)(c), subparagraph 2 of MiFID II, that
requires that “all costs and charges” shall be aggregated in order to allow the client to un-
derstand the overall cost as well as the cumulative effect on return of the investment. The
SMSG supported the approach adopted by ESMA.

ESMA agrees with the need to have as much consistency as possible between the applica-
tion of MiFID Il and the PRIIPs regulation as far as disclosure on costs and charges is con-
cerned. On the other hand, ESMA notes that the timing and the legal nature of the two regu-
latory work-streams is different; for this reason, in its technical advice, ESMA defers to the
Commission in order to solve any issue of inconsistency between relevant information on
costs and charges regulated under MiFID Il and the PRIIPs regulation. ESMA also acknowl-
edges that information on the cost of the service provided is different from the information
on the product but it disagrees with the comment that third party payments (inducements)
should not be regarded as costs borne by the client.

Concerning the comment suggesting that ESMA is providing a too broad reading of MiFID I,
ESMA notes that MiFID | and its implementing directive already require disclosure of costs
and associated charges for all services provided by the investment firm (without excluding
any service) which include all fees, commissions, charges and expenses. It is clear, in ES-
MA’s view, that one of the core objectives of the review of MIFID is to strengthen investor
protection which, in this area, means to provide clients with a more detailed and granular
picture than the one resulting from the existing obligations in order to make clients fully
aware of costs and charges they incur in the provision of MiFID services. However, as also
noted by some respondents, good disclosure is not simply about provisions of more infor-
mation. Providing clear and accessible information is essential to delivering fair outcomes
for consumers. For this reason, ESMA agrees that insights on consumer behaviour, and on
the way consumers process information, should be taken into account in order to effectively
design disclosure for clients. On the application of these obligations to portfolio managers,
ESMA has already clarified that, irrespective of the service provided and both for ex-ante
and post-sale disclosure, firms may provide information on costs and charges at a “service”
level rather than at an “individual financial instrument” level. Under a different viewpoint, as
also clarified in the section of the draft technical advice covering the methodology of calcula-
tion of ex-ante figures, when actual costs are not available, investment firms may make rea-
sonable assumptions about these costs. The application of these principles provides suffi-
cient flexibility to adapt to different situations and services provided.

On the topic of third party payments, ESMA notes that MiFID Il sets the conditions for the
acceptance of third party payments by investment firms (inducements) under Article 24(9).
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In accordance with this article, an investment firm should provide its clients with information
on the existence, nature and amount of third party payments and benefits received, or,
where the amount cannot be ascertained, the method of calculating that amount. In addition,
Article 24(4)(c) of MIFID Il requires that information about third-party payments is provided
to clients in the context of information on costs and associated charges. Therefore ESMA
considers that third party payments received by investment firms shall be identified sepa-
rately in the disclosure. Consistent with this approach, ESMA also considers that rebates
born by financial instruments that are intended to remunerate the investment or ancillary
service provided by the investment firm should also be identified separately in the disclo-
sure”. As provided for in Example 4 of the CP, it should be clear to the client what part of the
costs he paid for the financial instruments are rebated to the broker providing the investment
service.

Scope of post-sale periodic disclosure

17.

18.

19.

The majority of respondents agreed with ESMA’s suggestion that post-sale information
should be provided where the investment firm has established a continuing relationship with
the client. A large number of these respondents, however, asked ESMA to clarify what is in-
tended by “continuing relationship”. Respondents noted that the current drafting would make
“one-off” services very difficult to identify in practice and suggested limiting the obligation of
post-sale periodic disclosure to situations where there is a specific contractual agreement
between the investment firm and its clients.

ESMA does not consider that a narrow interpretation of these obligations would be appro-
priate. ESMA considers that annual ex-post disclosure is crucial for investors in order to im-
prove transparency for clients on the associated costs of their investments and to assess
the performance of their investments against the relevant costs and charges over-time. ES-
MA has acknowledged already in the CP that there are situations in which the ex-post ag-
gregated information should not be required, such as execution of orders on one occasion
or advice on a particular transaction. ESMA has also indicated that, in order to alleviate the
burden arising from the new obligations, this ex-post periodic disclosure may be made by
building on existing reporting obligations. Nevertheless, ESMA has amended the technical
advice in order to use a terminology more in line with the MiFID Il text and has clarified that
the reporting obligation applies to firms when they have/ or have had an ongoing client rela-
tionship during the year.

The SMSG suggested that clients receive annually a report with the following summary on
the first page:
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Investment (€)

Yield before costs & Costs & expenses Net yield

expenses (after initial as well as
on-going commission)
At
beginning | At end of € % € % € %
of the the
period period

20. ESMA notes that Article 24(5) of MIFID Il 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 standardised format. For this reason, ESMA appreciates the
SMSG suggestion, but considers that in line with Article 24(5) of MIiFID Il Member States
have discretionary powers with regard to the format that can be used to disclose relevant in-
formation. For this reason, ESMA wishes also to emphasise that the examples provided for
in the CP and in the table as suggested by the SMSG are for illustrative purposes only and
do not represent a prescribed format. Moreover ESMA considers that it is important that be-
fore any illustration is formally introduced, it should be adequately consumer tested.

Costs and charges to be aggregated

21. With regards to the list of costs and charges to be disclosed to clients, that where presented
in Annex 2.14.1 of the CP, respondents raised the following comments:

with regards to consistency with other Directives and Regulations, respondents high-
lighted that it is essential that requirements on cost disclosure in the MiFID implement-
ing measures are consistent with and directly based on the requirements set out for the
UCITS KIID and PRIIPS KID,

on the topic of transaction costs, firms noted that it would be technically impossible for
them to ‘personalise’ transaction fees and that these transaction costs are caused, to a
high degree, by the underlying market risk (which determines for example, high bid ask
spreads) and should therefore not be included in the required compilation of costs and
charges disclosed to clients;

on the topic of on-going charges on financial instruments, respondents stated there
should be no obligation to disclose cash amounts of on-going charges at product level
as it is impossible to stipulate ex-ante the level of costs as these will depend on market
developments, on the decision of the client to hold the product or not, etc. and it would
be misleading to present these on-going costs in cash terms as disclosing specific
numbers exhibits only a spurious accuracy;
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22.

23.

24,

iv. on the disclosure of marks-up embedded in the transaction price, respondents noted
that these are to be considered profit margin and do not fall under costs and charges for
clients and therefore disclosure to clients should not be required;

v. on the specific voices of costs included in the table respondents asked ESMA to clarify
various of the terms used, as these are judged to be not precise enough. Amongst
these, respondents specifically questioned the exact meaning of ‘switching costs’, ‘bro-
ker commissions’, ‘structuring fees’ and ‘costs and charges that are performed by the
manager of the financial instrument’. Respondents also noted that these terms can be
particularly difficult to apply to OTC derivative transactions.

On the topic of consistency between MIFID Il and other Directives and Regulations in gen-
eral, ESMA would like to refer to paragraph 14 above. With regard to consistency between
MiFID Il and other Union law, in terms of costs and charges that should be disclosed, ESMA
notes that Article 24(4)(c), subparagraph 2 of MiFID Il requires that “all costs and charges”
shall be aggregated. ESMA also notes that the implementation of the requirement to provide
information about all costs and charges should take into account Recital 78 of MiFID II. This
recital states that where sufficient information in relation to the costs and associated charg-
es of the financial instrument itself is provided in accordance with other Union law that in-
formation should be regarded as appropriate for the purpose of providing information to cli-
ents under MiFID Il. However, investment firms or credit institutions distributing that financial
instrument should additionally inform their clients about all the other costs and associated
charges relating to their provision of investment services in relation to that financial instru-
ment.

That being said, currently there is an inconsistency between MiFID II (which requires all
costs and charges be disclosed) and the UCITS Directive which does not oblige UCITS pro-
viders to disclose precise quantitative information about transaction costs. ESMA notes that
it is likely that the PRIIPs KID will require the PRIIPs manufacturer to disclose information
about the transactions costs for all packaged retail investment products and that, therefore,
investment firms should be able to rely on the information provided by the PRIIPs manufac-
turer. ESMA is mindful of the fact that the PRIIPs Regulation will not apply to UCITS provid-
ers until at least three years after the date from which PRIIPs is to have effect — if at all. Dur-
ing this period UCITS providers will not be obliged to provide information on transaction
costs. Therefore, during this period and in line with Recital 78 of MiFID Il, ESMA is of view
that where such transaction costs have not been provided by a UCITS management com-
pany, the investment firms themselves should liaise with UCITS management companies to
obtain the relevant information. ESMA, however, believes that as transactions costs are
linked to the product itself, rather than to the service provided, the issue of their disclosure
could be better addressed, following the necessary consultations, in implementing
measures related to PRIIPs and UCITS, rather than MiFID II.

On the topic of transaction costs, ESMA notes that transactions costs should be understood
as costs incurred in order to acquire and dispose of investments. ESMA acknowledges that
in some markets (bond market, derivatives market, foreign exchange market) these transac-
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25.

26.

27.

28.

29.

tions costs are embedded in the bid-ask spread. ESMA agrees that transaction costs which
are embedded in the bid-ask spread of the financial instrument are difficult to quantify, how-
ever ESMA views that the clients have the right to full disclosure when it comes to costs and
charges. Moreover it should be clear that practices where there is ‘netting’ of costs are not
excluded from the obligation to provide information on costs and charges.

Moreover ESMA disagrees that the transaction costs are caused by the underlying market
risk and therefore should not be included in the required compilation of costs and charges
disclosed to clients in accordance with Article 24(4)(c) of MiFID Il. ESMA notes that the un-
derlying market risk should be understood narrowly and relates only to movements in the
value of capital invested caused directly by movements in the value of underlying assets.
For these reasons, ESMA considers that transaction costs may be estimated on a best ef-
fort basis and that the estimation should be based on reasonable underlying assumptions.

On the topic of on-going charges on financial instruments ESMA notes that many fund
managers apply an ad valorem calculation of on-going charges at product level, therefore
levying a fee based on a percentage of assets under management, which means that costs
increase as the value of assets under management grows. Although it is true that the on-
going charges at product level depend on the value of the assets, ESMA considers that it is
nevertheless possible for investment firms providing services to clients to make estimations,
based on reasonable assumption in order to provide their clients with ex-ante information on
for these costs, expressing them both as a cash amount and as a percentage.

ESMA disagrees that the disclosure of mark-ups and mark-downs should not be required.
ESMA is of the view that the costs and charges disclosure is underpinned by the fundamen-
tal principle that every difference between the price of a position for the firm and the respec-
tive price for the client should be disclosed including mark-ups and mark-downs. ESMA
considers this approach to be consistent with the principle established by a 2007 Commis-
sion “questions and answers” document, in which the Commission sets out its view that Ar-
ticle 33 of the MIFID | Implementing Directive obliges investment firms to inform their clients
on all costs and associated charges related to the provision of investment services, includ-
ing mark-ups charged by the firm for the execution of orders.*’

On the specific costs included in the table provided for in Annex 2.14.1, ESMA has clarified
various terms used through reference of footnotes.

In paragraph 56 of the CP, ESMA set out proposals for the costs and charges disclosure to
be provided on a generic basis as long as the investment firm ensures the costs and charg-
es are representative of the costs the client would actually occur. It is clear from the consul-
tation responses that this proposal has been interpreted in a number of different ways by
stakeholders. ESMA has therefore set out the position below.

27 http://ec.europa.eu/yqol/index.cfim?fuseaction=question.show&questionld=166.
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30.

31.

32.

Recital 78 of MiFID Il states that where sufficient information in relation to the costs and
associated charges in respect of a financial instrument is provided in accordance with Union
law that information should be regarded as appropriate for the purposes of providing infor-
mation to clients under this Directive. It is ESMA’s interpretation that this is primarily refer-
ring to the UCITS KIID and PRIIPS KID. While the UCITS KIID requires the costs to be dis-
closed in percentage terms, the PRIIPs regulation goes further and requires an investment
manufacturer to disclosure costs both as a percentage and as a monetary amount. To cal-
culate the monetary amount of costs associated with a financial investment, investment
manufacturers will need to calculate these costs based on an assumed investment amount.
As such, and in line with recital 78, ESMA considers that investment firms will also be able
to base the MiFID Il costs and charge disclosure on this assumed investment amount — ra-
ther than the actual amount which the client is investing.

However, both the PRIIPs and MIFID Il disclosure, even if based on an assumed investment
amount, should accurately reflect the true costs and charges the client will pay. For exam-
ple, if an investment firm offers a range of ongoing services with different charges associat-
ed with each service, the firm should disclose the costs associated with the service the cli-
ent subscribed to. It would be misleading for the firm to disclose the cost of the cheapest
service it provides, if the client had subscribed to the most expensive. Likewise, if the client
subscribed to the cheapest service, it would also be misleading to disclose the cost of the
most expensive service.

For the avoidance of doubt, ESMA would like to emphasise that the only information that
can be provided on a generic basis, is the assumed investment amount. All other infor-
mation should reflect the true costs and charges the client will pay. In the case of ex-ante in-
formation, where the disclosure provided to the client is based on reasonable assumptions,
the disclosure should be accompanied by an explanation stating that projection is based on
assumptions and may deviate from costs and charges that will actually be incurred. ESMA
would also like to recall that, as clarified in the CP, ex-post disclosure on all the relevant
costs and charges should instead be provided on a personalised basis.

Methodology for the calculation of ex-ante figures

33.

34.

35.

In relation to the methodology for the calculation of ex-ante figures, the majority of respond-
ents encouraged ESMA to ensure consistency between the methodologies to be used for
MIFID, accounting standards (GAAP/IFRS) and PRIIPS/UCITS regulatory frameworks.

Respondents also noted that although actually incurred costs are to be used as a proxy for
the expected costs and charges, more volatile costs such as transaction costs and/or per-
formance fees should not be taken into account.

ESMA disagrees that certain volatile costs should not be taken into account when providing
information about costs and charges. Article 24(4)(c), subparagraph 2 of MIiFID Il requires
that “all costs and charges” shall be aggregated and does not distinguish between volatile
costs and costs that are known in advance. ESMA agrees that volatile costs are difficult to
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guantify accurately, as these costs are contingent upon future events. Transaction costs for
example depend on the volume of trading and the rates applicable in the market where the
trading takes place. Nevertheless ESMA considers that investors should receive information
about all costs and charges (including volatile costs such as transaction costs and perfor-
mance fees). These volatile costs should be estimated on a best effort basis. As noted
above, the estimation should be based on reasonable assumptions, and should be accom-
panied by an explanation stating that these estimations are based on assumptions and may
deviate from costs and charges that will actually be incurred.

Cumulative effect of costs on the return

36.

37.

38.

39.

Commenting on ESMA’s suggested approach to the disclosure of the cumulative effect of
costs on return, some respondents appreciated the flexibility granted in the proposal regard-
ing the format of presentation. On the other hand, other respondents encouraged ESMA to
require information to be provided in a standardised format in order to support investors to
compare products.

Several comments were made on the technological complexity, and related costs, of aggre-
gating costs and charges on annual basis. The issue of complexity in calculations was
linked, for example, to the anticipation of “spikes or fluctuations in the costs”.

Numerous respondents also highlighted that the advice on the topic should consider that it
could be misleading to compare cumulative costs of (i) products with no fixed maturity, for
which a return cannot be anticipated, and that have on-going charges to (ii) products with a
fixed maturity and on-off costs for clients.

ESMA would like to mention that the draft technical advice on this point did not intend to
prescribe any specific model to illustrate the cumulative effect of costs on return.

Technical advice

Scope — retail clients, professional clients and eligible counterparties

1.

The following detailed information on costs and associated charges should be made availa-
ble to retail clients, professional clients and eligible counterparties.

When providing investment services to professional clients, investment firms shall be able to
agree a limited application of these detailed requirements, except in the following situations:

i. when the services of investment advice or portfolio management are provided, or

ii. when, irrespective of the investment service provided, the financial instruments con-
cerned embed a derivative.

When providing investment services to eligible counterparties, investment firms shall be
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able to agree a limited application of these detailed requirements, except when, irrespective
of the investment service provided, the financial instruments concerned embed a derivative
and the eligible counterparty intends to offer them to its clients.

Scope — point of sale disclosure (ex-ante)

4,

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 ancil-
lary service is provided, 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 cli-
ents 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 legisla-
tion, the investment 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 ancil-
lary services it provides. An investment firm that recommends or markets to its clients the
services provided by another firm, should aggregate the cost of its services together with
the cost of the services provided by the other firm. An investment firm should only take into
account the costs associated to the provision by other firms of other investment or ancillary
services (in addition to the costs associated to the services provided by itself) if it has di-
rected the client to these firms.

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 ser-
vice(s) if they have recommended or marketed the financial instrument(s) or they have pro-
vided the client with the KID/KIID in relation to the financial instrument(s) and they have/ or
have had an ongoing client relationship during the year.

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 provided to clients.

Costs and charges to be aggregated

9.

Costs and charges listed in the Annex to this chapter should be aggregated both for ex-ante
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10.

11.

12.

13.

14.

and ex- post disclosure to clients.
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.

Third party payments received by investment firms in connection with the investment ser-
vice provided to a client shall be regarded as part of the cost of the service provided to the
client and identified separately (i.e. it should be clear to the client what part of the costs paid
are rebated to the investment firm providing the investment service).

The aggregated costs and charges should be totaled and expressed both as a cash amount
and as a percentage.

Investment firms should be allowed to provide clients or prospective clients with separate
figures comprising:

i. aggregated initial costs and charges;
ii. aggregated on-going costs and charges; and
iii. aggregated exit costs,

In relation to UCITS, the Commission should consider the possibility to require the disclo-
sure of product costs and charges that are not included in the UCITS KIID. In line with Re-
cital 78 of MIFID Il, where transaction costs have not been provided by a UCITS manage-
ment company, the investment firms should calculate and disclose these costs (for exam-
ple, by liaising with UCITS management companies to obtain the relevant information).

Timing of disclosure and methodology

Point of sale disclosure of information (ex-ante disclosure)

15.

The (potential) clients should be allowed enough time to consider material information when
they make their investment decisions. Therefore the aggregated information about all costs
and charges should be provided to clients or potential clients in good time.?®

%8 Recital 83 of MiFID Il clarifies what constitutes the provision of information provided in good time.
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Methodology for the calculation of ex-ante figures

16.

17.

The methodology for calculating ex-ante cost figures should be based on the principle that
the investment firm should use actually incurred costs as a proxy for the expected costs and
charges. If actual costs are not available, the investment firm should make reasonable esti-
mations of these costs.

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)

18.

Information about costs provided on a regular basis during the life of the investment should
be based on costs incurred and should be provided on a personalised basis.

Cumulative effect of costs on the return

19.

An investment firm should be obliged to provide its clients with an illustration showing the
cumulative effect of costs on return when providing investment services. Such an illustration
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. the illustration shows the effect of the overall costs and charges on the return of the in-
vestment;

ii. the illustration shows any anticipated spikes or fluctuations in the costs; and

iii.  the illustration is accompanied by an explanation of what the illustration shows.
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Annex 2.14.1.: Identified costs that should form part of the costs to be disclosed

to the clients®

Table 1 - 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 dis-

closed

Cost items to be disclosed

Examples:

One-off charges
related to the
provision of an
investment ser-
vice

All costs and charges paid to the
investment firm at the beginning
or at the end of the provided
investment service(s).

Deposit fees, termination fees and
switching costs.*

On-going related
to the provision of
an investment
service charges

All on-going costs and charges
paid to investment firms for their
services provided to the client.

Management fees, advisory fees,
custodian fees.

All costs related
to transactions
initiated in the
course of the
provision of an
investment ser-
vice

All costs and charges that are
related to transactions per-
formed by the investment firm or
other patrties.

Broker commissions™, entry- and
exit charges paid to the fund man-
ager, platform fees, mark ups (em-
bedded in the transaction price),
stamp duty, transactions tax and
foreign exchange costs.

Any charges that
are related to
ancillary services

Any costs and charges that are
related to ancillary services that
are not included in the costs
mentioned above.

Research costs.
Custody costs.

Incidental costs

Performance fees

®)t should be noted that certain cost items appear in both tables but are not duplicative since they respectively refer to costs of the
product and costs of the service. Examples are the management fees (in table 1, this refers to management fees charged by an
investment firm providing the service of portfolio management to its clients while in Table 2 it refers to management fees charged by
an investment fund manager to its investor) and broker commissions (in Table 1, they refer to commissions incurred by the invest-
ment firm when trading on behalf of its clients while in Table 2 they refer to commissions paid by investment funds when trading on
behalf of the fund).

% switching costs should be understood as costs (if any) that are incurred by investors by switching from one investment firm to
another investment firm.

% Broker commissions should be understood as costs that are charged by investment firms for the execution of orders.
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Table 2 - 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 costs and charges (in-
cluded in the price or in addi-
tion to the price of the finan-
cial instrument) paid to prod-
uct suppliers at the beginning
or at the end of the invest-
ment in the financial instru-
ment.

Front-loaded management fee,
structuring fee®, distribution fee.

On-going charges

All on-going costs and charg-
es related to the manage-
ment of the financial product
that are deducted from the
value of the financial instru-
ment during the investment in
the financial instrument.

Management fees, service costs,
swap fees, securities lending costs
and taxes, financing costs.

All costs related to
the transactions

All costs and charges that
incurred as a result of the

acquisition and disposal of
investments.

Broker commissions, entry- and exit
charges paid by the fund, marks up
embedded in the transaction price,
stamp duty, transactions tax and
foreign exchange costs.

Incidental costs

Performance fees

%2 Structuring fees should be understood as fees charged by manufacturers of structured investment products for structuring the

products. They may cover a broader range of services provided by the manufacturer.
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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 condi-
tions for acceptable minor non-monetary benefits;

- the conditions under which payments and non-monetary benefits, paid to or provided by in-
vestment 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. MiIFID 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 inducements to be paid by/to a third person (other than payments by or on be-
half 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 investment 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
interest of the client.

2. CESR published recommendations on the topic of inducements in 2007% and 2010.*

3. MiFID II aims to strengthen the current MiFID requirements for third party payments and
benefits. To this end MIFID Il distinguishes between the rules that apply to the investment
services of portfolio management and investment advice on an independent basis and to all
investment services.

% CESR/07-228b ‘Recommendations on Inducements under MiFID’ May 2007.
% CESR/10-295: ‘Inducements: Report on good and poor practices’ April 2010.
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4. Recitals 74 and 75 of MiFID Il state that:

“(74) In order to strengthen the protection of investors and increase clarity to clients as to
the service they receive, it is also appropriate to further restrict the possibility for firms
providing the service of investment advice on an independent basis and the service of port-
folio management to accept 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 par-
ty 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, peri-
odically, informed about all fees, commissions and benefits the firm has received in connec-
tion with the investment service provided to the client and transferred to him. Firms provid-
ing 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
transferred 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 invest-
ment firms to act in the best interest of their clients.

(75) When providing the service of investment advice on an independent basis and the ser-
vice 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 in-
vestment firm regarding the investment service provided to the client and is acting only on
the instructions of the client and cases where the client negotiates a fee for a service pro-
vided by an investment firm and pays that fee. This would generally be the case for ac-
countants or lawyers acting under a clear payment instruction from the client or where the
person is acting as a mere conduit for the payment”.

5. Article 24(7)(b) and 24(8) of MIFID Il 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 behalf of a third party in relation to the provision of the service to cli-
ents. Minor non-monetary benefits that are capable of enhancing the quality of service pro-
vided 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.

6. Article 24(9) of MIiFID Il states that investment firms are not regarded as fulfilling their obli-
gations 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
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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 accordance with the best interest of its clients.

Article 24(9) of MiFID Il also states that:

“The existence, nature and amount of the payment or benefit referred to in the first subpara-
graph, 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 un-
derstandable, 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, monetary 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 ser-
vices, such as custody costs, settlement and exchange fees, regulatory levies or legal fees,
and which by its nature 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 following feedback from stakeholders

Minor non-monetary benefits

8.

In its May 2014 CP, ESMA proposed to introduce an exhaustive list of non-monetary bene-
fits that can be considered minor and are therefore acceptable in accordance with Articles
24 (7)(b) and (8) of MIFID II. In the analysis part of the CP, ESMA explained the conditions
under which research may be permissible as a minor non-monetary benefit, taking into ac-
count that research is often received by a portfolio manager from a broker with whom they
execute orders on behalf of clients.

Concerning the establishment of an exhaustive list of nhon-monetary benefits, most respond-
ents disagreed with the ESMA proposal. Among them, many consider that setting an ex-
haustive list of permitted benefits would be rigid and would risk omitting relevant items.
Some respondents mention that introducing an exhaustive list in delegated acts would not
be compliant with MiFID Il since delegated acts should only develop “criteria” for the as-
sessment of inducements. A few respondents proposed additional benefits to be included in
an indicative (non-exhaustive) list, notably: participation in promotional events to enhance
knowledge of funds; travel or accommodation expenses to participate in training events; da-
tabase or IT systems for the maintenance and management of information on financial in-
struments (ISINs, fund names, etc) or market; software to calculate and report portfolios’
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10.

11.

performance. The introduction of a simple monetary value set in legislation (e.g. less than
100 Eur) or proposed by ESMA, without any list, was also proposed.

Few respondents, including some representatives of investors, supported the exhaustive list
since those respondents favour a strict interpretation of the requirements or because such a
list would help increasing clarity and consistency in the application of the directive.

ESMA considers that the establishment of a list of hon-monetary benefits does not go be-
yond MiFID Il. First, the proposed advice clearly includes “criteria” (benefits should be rea-
sonable and proportionate and of a limited scale) and, on the basis of these criteria, it identi-
fies specific items and give certainty on the application of these criteria. Second, the em-
powerment for the adoption of delegated acts is broad and does not exclude the possibility
to propose an exhaustive list of benefits. Furthermore, ESMA notes that some of the items
mentioned by respondents are already included in the proposed list (such as the benefits
linked to the participation in training events). Nevertheless, in order to take into account the
concerns raised by respondents, ESMA has modified the technical advice by introducing an
element of flexibility in the advice for the Commission; therefore the exhaustive list proposed
in the technical advice could be supplemented through guidelines adopted by ESMA.

The treatment of research

12.

13.

Concerning the treatment of research (when received as a benefit, for instance by a portfolio
manager from a broker with whom they execute orders on behalf of clients), the large major-
ity of respondents did not agree with the ESMA proposal. Many argued that research cannot
be qualified as an inducement for a number of reasons:

i. the provision of research is a service and it is also classified as autonomous MiFID an-
cillary service;

ii. reception of research by portfolio managers is in the interest of clients since it helps
portfolio managers to carry out their fiduciary obligations to clients by making their in-
vestment decisions more effective and allocating efficiently investors’ money;

ii. only research (or other services) provided for free or at an undervalue could qualify as a
benefit (and so an inducement) but this is not normally the case for research

iv. inducements under MiFID essentially target problems arising from the distribution of fi-
nancial instruments and research is never mentioned in MIiFID Il as an inducement.

In line with this reasoning, some added that, by classifying research as an inducement,
ESMA advice would not be in line with MiFID Il. They also argued that research should ra-
ther be dealt with in the context of conflict of interest requirements which would provide a
sufficient basis to tackle the issues raised by the reception of research out of dealing com-
missions. Few respondents also mentioned best execution requirements.
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14.

15.

16.

17.

18.

19.

20.

Other respondents mentioned that any intervention in this area would be unbalanced since it
would be limited to the MiFID context without tackling similar issues arising in the context of
the management of UCITS and AlFs.

The SMSG shared the concerns expressed by other respondents that labelling investment
research as an inducement may lead to sever unintended consequences, especially on re-
search on SMEs which MiFID Il rightfully aims at the same time to support. Consequently,
the SMSG advises ESMA to delete the part of the ESMA advice relating to investment re-
search.

Several respondents argued that the ESMA proposal could lead to a number of unintended
consequences: massive increase of costs for active managers in the EU and competitive
disadvantage of smaller asset managers and raising barriers to entry for new asset manag-
ers; reduction in the quality and diversity of investment research with negative impact on
small and specialised research providers and on the coverage of SMEs; international un-
level playing field among EEA and non-EEA players (especially in US and Asia-Pacific), the
latter being allowed to continue receiving research; uncertain consequences in terms of VAT
application.

Some respondents also disputed the distinction (paragraphs 13 and 14 of the ESMA CP)
between publicly available and tailor made/bespoke research. Some argued that tailor
made/bespoke research is the one enhancing the quality of the service provided and is
needed to serve clients’ interest. Others argued that the distinction could favour low-value
research and that, consequently, if research is an inducement, no research should qualify
as (permitted) minor non-monetary benefit. A few suggested the need clarify the ESMA pro-
posed advice between these paragraphs of the CP and the advice part (paragraph 5) where
reference to personalised information is included.

In this respect, ESMA notes that tailor made/bespoke research is the one which may have
high value and may unduly influence the behaviour of the recipient. The circumstance that it
may be used in the interest of clients and may improve the quality of the service provided to
them does not reduce its potential, when provided by brokers to portfolio managers, to pos-
sibly affect compliance with portfolio managers’ obligations to act in the best interest of their
clients when selecting and using the services of the brokers to whom orders on behalf of cli-
ents are directed.

Notwithstanding the criticism, many respondents recognised that the reception of research
by portfolio managers from a broker may raise concerns of compliance with the overarching
requirements to ensure fair treatment of clients. However, these respondents suggested that
there are arrangements already in place that may effectively tackle these concerns.

One of the frequently mentioned mechanisms is the use of commission sharing agreements
(CSA) between portfolio managers and brokers which was proposed as an effective way
forward. CSA would ensure that cost of research and cost of execution are unbundled, with
the executing broker retaining a set proportion of dealing commissions in a separate ac-
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21.

22.

23.

24,

count and directing payments to providers of investment research on the basis of indications
received from asset managers. Ex-ante contracts between managers and research provid-
ers could be in place to cover the provision of research services. The use of CSA would fos-
ter competition on the quality of research and on its pricing. Furthermore, CSA could be as-
sociated with additional measures and controls such as use of research budget not influ-
enced by trading volumes, separate internal governance process for research spend, sepa-
ration of trading and investment functions; some of the suggested measures could be in-
cluded in Level 3 measures (e.g. guidelines). Some stakeholders also emphasized that CSA
would be consistent with ESMA'’s view, expressed in the CP (paragraph 15), that portfolio
managers and independent advisors could separately acquire third party research to fulfil
their needs.

Specific features could additionally identify quality research which would be admissible
(including research being original and not merely repeating or repackaging previous infor-
mation or stating what is commonplace or self-evident and comprehending an analy-
sis/elaboration of data aimed at reaching significant conclusions). Meaningful and complete
disclosure should complement the proposed measures above.

Again in terms of way forward, few respondents mentioned that, in order to qualify as “mi-
nor’” non-monetary benefits, research could be assessed against quantitative criteria (pro-
portion of total costs or of assets under management).

ESMA disagrees with the comments made by respondents on the legal qualification of
research, in the circumstances indicated above, as an inducement. The definition of in-
ducements is broad (monetary and non-monetary benefits) and is not limited to distribution
issues. The current dominant model in the market to pay for research makes use of indirect
payment structures by simply bundling payments for research into transaction costs of the
broker. The qualification of this method of paying for research as an inducement is in line
with a long standing classification in the regulatory arena, for instance, CESR and the
Commission clearly mentioned research in the context of inducements. While MiFID Il does
not include any elements to change the definition of inducements, it changes the conditions
under which inducements are allowed by prohibiting portfolio managers and firms providing
independent advice to accept and retain inducements other than minor non-monetary bene-
fits. The classification of research as an ancillary service is not relevant in this context be-
cause the issue to be addressed is which payment structures for research may fulfil the
conditions to be admissible in accordance with MiFID II.

However, in order to address concerns expressed by respondents, ESMA has clarified in
which circumstances the receipt of research does not qualify as an inducement in accord-
ance with Article 24(7)(a) and (8) of MIiFID Il and is therefore permissible. In doing so, ES-
MA has elaborated on the suggestions to allow for commission sharing agreements. ESMA
also notes that, in several regulatory areas, the UCITS and AIFM regulatory framework have
been built on the basis of MIiFID requirements. For this reason, while this advice is clearly
adopted in the context of MIFID Il, the Commission will be able to assess any extension of
the proposed regulatory approach from MiFID Il to the UCITS and AIFMD context. ESMA
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25.

26.

27.

28.

considers that such an extension would be appropriate, in order to ensure a level playing
field between different categories of asset managers.

ESMA advises the Commission to clarify the conditions under which the receipt of research
does not qualify as an inducement under Article 24(7)(a) and (8) of MiFID Il and is therefore
permissible to be received by investment firms, including portfolio managers and firms
providing independent investment advice, in relation to the services they provide to their cli-
ents. ESMA considers that the commission sharing arrangements (CSA’s) have elements
that address the conflict of interests between brokers and portfolio managers in respect of
research. However, the conditions under which such arrangements are currently operated
often do not entirely address the conflicts of interests at stake. The current use of CSA’s by
industry still enables amounts charged for research by the investment firm to be determined
by the volume of transactions of the investment firm with the executing broker, although
some investment firms apply budgets to control the total amounts accrued in CSAs. Also,
CSAs do not guarantee a fair allocation of research costs to the client’s portfolio.

ESMA has therefore formulated additional requirements which are aimed at further limiting
these conflicts of interest. The key purpose of this proposal is to make clear how the receipt
of third party research by portfolio managers and independent investment advisors interacts
with the prohibition to accept and retain inducements, except for minor non-monetary bene-
fits. ESMA proposes that the MIFID Il Implementing measures should permit investment
firms to accept third party research only where they pay for it directly or from a ring-fenced
research account that is funded by a specific charge to their clients (subject to certain condi-
tions, as detailed below). The proposal makes clear that there should be no payment for
third party research linked to the payments made for execution of orders. This will address
the potential inducements and conflict of interest issues that currently exist for portfolio
managers when they receive third party research linked to execution arrangements with the
broker. The proposed approach will also create more transparency over spending on re-
search to improve outcomes for consumers.

If the portfolio manager (or independent investment advisor) chooses to pay directly for
research out of its own resources either by absorbing the costs of research themselves or
by increasing their headline fee (annual management charge or advice fee), then they may
do so subject to requirements on general disclosure and managing conflicts of interest. In-
vestment firms that spend small amounts on research may prefer this method of paying for it
in order to limit their administrative burden.

However, the proposal also allows flexibility for the portfolio manager (or independent in-
vestment advisor) to use a research payment account to buy research, which can be funded
by a specific charge to the client’s portfolio. In order for an investment firm to make use of
this optional process to fund research, a number of more detailed requirements on the gov-
ernance of this account and spending are prescribed below. These requirements are aimed
at ensuring that investment firms remain accountable to their clients.
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29. Finally, ESMA also suggests high-level provisions to indicate that brokers® will need to price
and supply execution and research services separately to enable portfolio managers (and
independent investment advisors) to meet the new restricted approach to inducements.
Brokers will also need to consider any potential conflicts where they offer a number of dif-
ferent services under MiFID.

30. ESMA notes these proposals are made for the purpose of MiFID Il and are therefore mainly
aimed at investment firms managing individual portfolios of clients (portfolio management).
Similar investment management services are provided in relation to collective investment
schemes that fall under the UCITS directive and AIFMD. These activities are however not in
the scope of MIFID Il. ESMA therefore advises the Commission to consider the possibility of
aligning the relevant provisions that fall under UCITS and AIFMD with the MIFID Il imple-
menting provisions on this topic. ESMA notes that the proposed regime sets out the condi-
tions under which third party research does not qualify as an inducement. Therefore the ar-
rangements can also be used by investment firms providing other investment services than
portfolio management and independent advice to adequately manage conflicts of interests
arising out of inducements. For the sake of simplicity, reference to investment firms in the
technical advice normally indicates those firms providing the service of portfolio manage-
ment to clients (which, in most cases, is the situation in which the issue of the treatment of
research arises).

31. ESMA considers that a useful additional requirement could be placed on those investment
firms who offer execution of orders and research services to price and supply these services
separately. This would ensure transparency in the market, allowing investment firms to bet-
ter demonstrate their compliance with the inducements requirements and wider conflicts of
interest provisions, and allow competent authorities to more easily detect any poor practic-
es.

Inducements - Quality enhancement

32. A specific section of the ESMA draft technical advice dealt with the conditions to meet the
requirements concerning the admissibility of inducements and in particular the requirement
that permissible inducements are designed to enhance the quality of the relevant service to
the client. In line with the Commission’s request for advice, ESMA listed some circumstanc-
es and situations to consider in determining whether the quality enhancement test is not met
(paragraph 10 of the draft technical advice). It also indicated situations in which induce-
ments could be considered acceptable, notably when wider access to suitable financial in-
struments is ensured or non-independent advice on an on-going basis is provided (para-
graph 11 of the draft technical advice).

% The term “broker” indicates investment firms providing the service of execution of orders on behalf of clients.
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33.

34.

35.

36.

37.

The majority of respondents do not agree with one or more of the circumstances and situa-
tions identified in paragraph 10 of the draft technical advice. Most of them consider that
these circumstances would introduce a de facto ban of inducements going beyond MiFID II.
Most respondents focused on investment advice and emphasized that the ban of induce-
ments is only foreseen, in MIFID Il, when independent advice is provided while non-
independent advisors are not precluded from receiving them. Most of these respondents
expressed the concern that the ESMA proposals would decrease investor protection by re-
ducing broad investors’ access to advice; it was argued that investors are not ready to pay
for advice and that the ESMA approach, by de facto banning commissions, would encour-
age a situation in which only wealthier investors would or could receive advice. Some added
that the interpretation of the conditions to accept inducements should not change in MiFID I
compared to MIiFID | since the legislative text has not changed. Others emphasized the
need not to favour ‘closed architecture’ models. Several respondents also expressed the
view that the relationship between paragraph 10 and 11 of the draft technical advice was not
clear.

Most of the respondents opposing the ESMA’s approach focused on paragraphs 10(i) and
(if). Concerning paragraph 10(i) (use of fees and commissions to pay or provide goods or
services that are essential for the recipient firm in its ordinary course of business), many re-
spondents claimed that it is unclear and difficult to apply and it should be deleted or limited
to non-monetary benefits. Concerning paragraph 10(ii) (additional or higher quality service
above the regulatory requirements), many respondents claimed that MiFID Il regulatory re-
guirements will be so high that it would be difficult to go beyond them; a proposed solution
would be to classify some of them as indices of quality enhancement rather than legal obli-
gations.

Concerning paragraph 11, most of these respondents would welcome and be satisfied with
the clarification that it should be interpreted as an exception to paragraph 10. A few of them,
however, disagreed with the reference to the “wider range of suitable financial instruments”.
Some propose to modify paragraph 11 by deleting the reference to “suitable” financial in-
struments or by criticising the reference to a “wider range” of financial instruments since this
would not be in line with MiFID Il which requires a broad and diversified basis of financial in-
struments only for independent advice.

Few respondents, including some consumers’ and investors’ representatives, support ES-
MA’s proposals or suggest stricter solutions (this includes situations in paragraph 11 not
overriding paragraph 10 or being cumulative - wider choice of suitable financial instruments
and on-going provision of advice). The importance of proper supervision is also mentioned.

As possible way forward, several respondents suggested alternative positive situations
complying with the quality enhancement test such as: providing for an additional or higher
guality service above the regulatory requirements; giving an annual aggregate or a person-
alised report on costs and charges; alerting the client on specific gain/loss thresholds; build-
ing-up of an efficient and high quality infrastructure for services, including the qualification of
firms’ employees; provision of generic advice about a type of financial instrument (asset al-
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38.

39.

40.

41.

location, financial planning); post-sale assistance; contacting clients at least once a year on
a personalised basis to ensure services/products still matches the client’s profile (periodic
suitability); client information (maintenance of internet portals with market data, charts,
events calendar, currency converter, yield calculator, etc.). Some proposed that payments
to remunerate distribution networks should not qualify as inducements.

The SMSG shares some of the concerns mentioned above. In particular, the SMSG advice
requests that ESMA adopts an approach of the regime of inducements for non-independent
advisers aimed at minimising the risk of negative impact on the “open architecture” model.
The SMSG also underlines that the political compromise in MiFID Il did not imply a ban of
inducements in the context of non-independent advice; while acknowledging that this is also
the view of ESMA, the SMSG suggest that this is made clearer by clarifying paragraphs 10
and 11 of the draft technical advice. Similarly to other respondents, the SMSG that access
to investment advice should remain widely available to retail investors.

ESMA considers that its draft technical advice is fully compliant with MiFID Il and does not
introduce any de facto ban of inducements. The only objective of the draft technical advice,
in line with the Commission’s request for advice, is to identify situations in which quality en-
hancement is not fulfilled. ESMA notes that the legislative framework covering inducements
has changed between MiFID | and MIFID II. First, MiFID Il has introduced a ban of induce-
ments in certain situations where no ban was foreseen in MiFID I; this indicates the stricter
approach taken to the regulation of inducements in MiFID Il because of their potential to af-
fect the ability of firms to comply with their overarching obligations vis-a-vis clients. Second,
by regulating in MiFID Il requirements which, in the current MiFID, are included in the MiFID
Implementing directive, the new directive has not replicated the content of recital 39 of the
MiFID Implementing directive which identified compliance with the quality enhancement cri-
terion in cases in which simple investment advice or general recommendations were provid-
ed. In this respect, ESMA notes that the Commission request for advice has clearly indicat-
ed that “the quality enhancement criterion” should be “strictly construed”.

On the other hand, ESMA understands the concern of many respondents that the future
implementing measures should not have the undesired and unintended effect of reducing
clients’ access to investment advice nor they should discourage the so-called “open archi-
tecture”. At the same time, the quality of the services provided to clients is important and, for
this reason, acceptance of inducements should be compliant with the relevant MiFID Il re-
quirements concerning inducements and provide an enhancement of the service provided to
the client.

For these reasons, ESMA has modified its technical advice by merging the content of para-
graphs 10 and 11 of the ESMA draft technical advice and deleting the situation identified in
paragraph 10(i). The advice makes clear that the inducements received should be propor-
tional to the additional or higher quality services provided and lists a wider number of posi-
tive situations justifying the receipt of inducements than the ones included in the ESMA con-
sultation paper. Taking into account the results of the consultation, these situations aim, in-
ter alia, at encouraging the provision of (and clients’ access to) high quality non-independent
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advice, the assessment of a wide range of financial instruments (in line with the concerns on
not discouraging open architecture) or the provision of post-sale services by firms to clients.
The full list of these situations and the various ways in which they can be combined are in-
cluded in the technical advice.

Disclosure requirements

42.

43.

44,

45,

46.

While ex-ante disclosure of inducements was normally accepted, some respondents sug-
gested that it should be made on a generic basis (for monetary benefits, maximum percent-
age of the amount invested as entry fees and, when relevant, an annual percentage of the
amount invested).

Concerning non-monetary benefits several respondents argued that it should not be con-
templated because it would be very difficult to allocate them to individual clients. Some of
these respondents specifically focused on minor non-monetary benefits. They argued that
disclosure of minor non-monetary benefits would be inconsistent with the logic behind re-
guirements on conflicts of interest (where disclosure is only a last resort possibility) or sug-
gest that these benefits should be disclosed in a summary manner.

ESMA considers that disclosure on a generic basis would not be compliant with the re-
guirement to be comprehensive, accurate and understandable. ESMA also notes that MiFID
Il has not restated the possibility, currently foreseen by the MiFID | implementing directive,
to provide clients with summary disclosure. On non-monetary benefits, disclosure is re-
quired by MiIFID II (both for minor and non-minor benefits). However ESMA considers that
minor non-monetary benefits should only be disclosed to the client in a generic way (sum-
mary description of the benefit without any assessment of their value).

The maijority of respondents also rejected ESMA’s proposal to require ex-post disclosure in
the following circumstances:

i. where an investment firm was unable to ascertain on an ex-ante basis the amount of
any payment or benefit it was to receive and instead disclosed the method of calculating
that amount (paragraph 7(ii) of the draft technical advice;

ii. atleast once a year, as long as on-going inducements are received by the firm in rela-
tion to the services provided to the relevant client (paragraph 7(iii) of the draft technical
advice).

These respondents considered that ex-post disclosure goes beyond MiFID II (which would
only require ex-ante disclosure). Furthermore, they suggested that a wrong link would be
made between Article 24(9) of MIFID II on inducements and Article 24 (4) on costs and
charges since costs and charges are different from commissions and other monetary bene-
fits received by the firm. Some could accept ex-post disclosure provided that it is generic, on
an aggregate (and not individual) basis and through general communication means such as
web-sites or emails.
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47.

48.

49.

A minority of respondents, including representatives of investors and consumers, supported
the overall ESMA approach to inducements’ disclosure.

Some respondents also recalled the importance to avoid information overload for investors.
Others suggested that firms should have discretion on internal procedures for disclosure of
monetary and non-monetary benefits.

ESMA considers that ex-post disclosure of inducements is needed in the circumstances
indicated in the draft technical advice (see paragraph 44 above) in order to provide infor-
mation to clients about inducement which is accurate and comprehensive. The ex-post dis-
closure is justified in light of both Article 24 (4) of MiFID Il (ex-post information on costs and
charges) and Article 25 (6) of MiFID Il (reporting to clients about the services provided).

Technical advice

Accept and not retain third party payments

1.

Independent investment advisers and portfolio managers must return to clients any mone-
tary 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 requirement to pass on such monies should not contain a
specific timeframe, since third party payments 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 rea-
sonably possible. In this context, investment firms should be required to set up a policy to
ensure that third party payments received are allocated and transferred to the each individ-
ual 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 in-
vestment firms can be kept to a minimum. By requiring independent investment advisers
and portfolio managers to inform a client about the total amount of third party payments re-
ceived and passed on to the client as part of the regular periodic reporting statements pro-
vided to the client, the client will have a comprehensive overview of the relevant information
in respect of the services provided to him.

Investment firms providing the service of independent investment advice and portfolio man-
agement 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
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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 inter-
ests of the relevant client.

This list should include the following benefits:

i. information or documentation relating to a financial instrument or an investment ser-
vice. This information could be generic in nature or personalised to reflect the circum-
stances 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 men-
tioned under ii

iv. other minor non-monetary benefits meeting the criteria indicated in paragraph 4 as
identified in ESMA guidelines.

Minor non-monetary benefits as defined above should be clearly disclosed by investment
firms before providing investment or ancillary services to clients.

Investment research

7.

The provision of research by third parties (such as firms executing orders or independent
research providers) to investment firms providing portfolio management (or other investment
or ancillary services) to clients should not be regarded as an inducement if it is received in
return for:

i. direct payments by the investment firm out of its own resources (which they may
choose to reflect in an increase to the firm’s portfolio management or advice fees), or

ii. payments from a separate research payment account controlled by the investment firm,
provided the following conditions relating to the operation of this account are met:

a) The research payment account shall only be funded by a specific research charge
to the client. The specific research charge shall:

e only be based on a research budget set by the investment firm for the purpose
of establishing the need for third party research in respect of investment ser-

vices rendered to its clients; and

e not be linked to the volume and/or value of transactions executed on behalf of

139




- esma

b)

d)

the clients.

The total amount of research charges received in the research payment account
may not exceed the research budget.

The investment firm must agree with each client the research charge as budgeted
by the firm and the frequency with which the specific research charge will be de-
ducted from the resources of the client over the year. The investment firm may only
increase the research budget with the client’s written agreement. If there is a sur-
plus in the research payment account at the end of a period, the firm should have a
process to rebate those funds to the client or to offset it against the research budg-
et and charge calculated for the following period.

As part of establishing a research payment account and agreeing a reasonable
charge with their client, the investment firm must set and regularly assess a re-
search budget as an internal administrative measure. The research budget is man-
aged solely by the investment firm and is based on a reasonable assessment of
the need for third party research. The allocation of the research budget to purchase
third party research should be subject to appropriate controls and senior manage-
ment oversight to ensure it is managed and used in the best interests of the firm’s
clients. Such controls include a clear audit trail of payments made to research pro-
viders and how the amounts paid were determined with reference to the quality cri-
teria referred to in paragraph 7(ii)(d). Investment firms may not use the research
budget and research payment account to fund internal research.

The investment firm is responsible for operating the research payment account.
The investment firm may delegate the administration of the research payment ac-
count to a third party, provided that the arrangement facilitates the purchase of
third party research and payments to research providers in the name of the invest-
ment firm without any undue delay in accordance with the investment firm’s instruc-
tion.

The investment firm should regularly assess the quality of the research purchased
based on robust quality criteria and its ability to contribute to better investment de-
cisions. Investment firms should be able to demonstrate these elements in a written
policy and provide it to their clients. It should also address the extent to which re-
search purchased through the research payment account may benefit clients’ port-
folios (including, where relevant, by taking into account investment strategies appli-
cable to various types of portfolios) and the approach the firm will take to allocate
such costs as fairly as practicable to the various clients’ portfolios.

Where an investment firm makes use of the research payment account, it should
provide the following disclosure to its clients:

e Ex-ante — In line with Article 24(4)(c) of MIFID I, clients should be informed
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about the budgeted amount for research and the amount of the expected re-
search charge for each of them. This information is further elaborated in the
ESMA technical advice on information on costs and charges.

e Expost — In line with Article 24(4)c of MIiFID Il clients should receive annual in-
formation on the total costs that each of them has incurred for third party re-
search. The investment firm should also be required, upon request by their cli-
ents or by competent authorities, to provide a summary of the providers who
were paid from this account, the total amount they were paid over a defined
period, the goods and services received by the investment firm, and how the
total amount spent from the account compares to the budget set by the firm for
that period — noting any rebate or carry-over if residual funds remain in the ac-
count.

Firms providing execution services should identify separate charge for these services that
only reflect the cost of executing the transaction (buying or selling a financial instrument).
Any other goods or services rendered should be subject to a separately identifiable charge;
the supply of these goods or services should not be influenced by (or be conditional on) lev-
els of payment for execution services. Future ESMA guidelines may also be useful in this
area.

The European Commission should also consider clarifying that an investment firm that
provides execution and research services, and also carries out underwriting and placing ac-
tivities, should ensure adequate controls are in place to manage any potential conflicts of in-
terest between these activities and between their different clients receiving those services.

Article 24(9) of MIFID |l - Quality enhancement

10.

11.

ESMA advises the Commission to make clear that the provisions included in Article 24(9) of
MIFID Il, which sets out conditions under which a fee, commission or non-monetary benefit
may be provided or accepted, should apply cumulatively and firms should take appropriate
measures to ensure that these provisions have been met on a case-by-case basis.

ESMA also 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. Where inducements are not fully passed on to clients, 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 any of the following conditions is applicable:

i. it is not justified by the provision of an additional or higher level service to the relevant
client, proportional to the level of inducements received, such as:

a) the provision of non-independent advice on and access to a wide range of suitable
financial instruments including an appropriate number of instruments from third par-
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12.

13.

14.

15.

ty product providers having no close links with the investment firm; or

b) the provision of non-independent advice combined with either: an offer to the client,
at least on an annual basis, to assess the continuing suitability of the financial in-
struments in which the client has invested; or with another on-going service that is
likely to be of value to the client such as advice about the suggested optimal asset
allocation of the client ; or

c) the provision of access, at a competitive price, to a wide range of financial instru-
ments that are likely to meet the needs of the target market, including an appropri-
ate number of instruments from third party product providers having no close links
with the investment firm, together with either the provision of added-value tools,
such as objective online information tools helping the relevant client to take invest-
ment decisions or enabling the relevant client to monitor, model and adjust the
range of financial instruments in which they have invested, or providing periodic re-
ports of the performance and costs and charges associated with the financial in-
struments;

ii. it directly benefits the recipient firm, its shareholders or employees without tangible
benefit to the relevant client; or

ii. in relation to an on-going inducement, it is not justified by the provision of an on-going
benefit to the relevant client.

In assessing whether or not the enhancement test can be met in accordance with these
conditions, a fee, commission or non-monetary benefit may be considered acceptable only if
all relevant services are provided to the clients without bias or distortion as a result of the
fee, commission or non-monetary benefit being received.

In order to specify the circumstances listed in the above criteria, it could also be considered
appropriate to develop further ESMA Guidelines and Recommendations at a later point of
time.

Once investment firms have fulfilled the quality enhancement criterion, they should maintain
the enhanced level of quality. It should be clarified however that this does not imply that
firms must provide for a continuously increasing quality of services over time.

As part of the applicable organisational requirements, investment firms should be able to
clearly demonstrate that any payments or non-monetary benefits paid or received by the
firm are designed to enhance the quality of the service to the client, such as:

i. keeping an internal list of any and all commissions, fees and non-monetary benefits ac-
cepted by the investment firm from a third party in relation to the provision of investment
or ancillary services;
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recording how the commissions, fees and non-monetary benefits used by the invest-
ment firm, or that it intends to use, enhance the quality of the services provided to the
relevant clients and the steps taken in order not to impair the firm’s duty to act honestly,
fairly and professionally in accordance with the best interest of the client.

Permitted inducements: disclosure requirements

16. 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:

17.

18.

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 existence, nature and amount of the payment or non-monetary benefit
concerned. Where the amount of payments cannot be ascertained, the method of cal-
culating that amount must be clearly disclosed to the client. Minor non-monetary bene-
fits should only be described in a generic way. Other non-monetary benefits received
by the investment firm in connection with the investment service provided to a client
shall be priced and disclosed separately;

where an investment 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 accordance with Article 24(9) of MiFID 1), it should also
provide its clients with information of the exact amount of the inducement received on
an ex-post basis;

at least once a yeatr, as long as (on-going) inducements are received by the investment
firm in relation to the investment services provided to the relevant clients, the invest-
ment firm should inform its clients on an individual basis about the actual amount of
payments or non-monetary benefits received. Minor non-monetary benefits should be
excluded from this obligation.

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.

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 dis-
closures to its clients.
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2.16.Investment advice on independent basis

Background/Mandate

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

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 finan-
cial 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 Il 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 es-
tablish the conditions for the provisions of this service when firms inform clients that the ser-
vice is provided on an independent basis. When advice is provided on an independent basis
a sufficient range of different product providers’ products should be assessed prior to mak-
ing 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 finan-
cial instruments should not be limited to financial instruments issued or provided by entities
with close links with the investment firm or with other 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”,

Article 24(4) of MIiFID Il 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”.

Article 24(7) of MIFID Il states that when the investment firm informs the client that invest-
ment 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 sufficiently 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 finan-
cial instruments issued or provided by:

(i) the investment firm itself or by entities having close links with the investment firm; or
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(if) other entities with which the investment firm has such close legal or economic relation-
ships, such as contractual relationships, as to pose a risk of impairing the independent ba-
sis 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
provision of the service to clients. Minor non-monetary benefits that are capable of enhanc-
ing 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 must be clearly disclosed and are excluded from this point”.

Article 4(1)(35) of MIFID Il 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 Il 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 following feedback from stakeholders

Sufficient range of sufficiently diverse financial instruments available on the market

6.

Respondents generally supported ESMA's draft technical advice in relation to the selection
process to assess a sufficient range of financial instruments. Many of these respondents
noted however that the requirement for firms to consider “a substantial part of financial in-
struments available on the market” (paragraph 1(iii) of the draft technical advice) could be
disproportionate and should be redefined. ESMA reminds that the number and variety of fi-
nancial instruments to be considered (other than the ones provided by the investment firm
or entities close to the firm) should be proportionate to the scope of the advice (paragraph
1(ii) of the technical advice). ESMA is of the view that, irrespective of the scope of services
offered, all assessments should be based on an adequate number of financial instruments
available on the market. ESMA considers that this requirement, and the fact that it should be
understood in light of the proportionality principle, can be better reflected through the use of
“adequately representative” instead of “substantial’.

A significant number of these respondents also suggested that the final technical advice
clarifies the intended meaning of the terms ‘class’ and ‘type’ of financial instruments in the
draft technical advice. ESMA notes that the term ‘types’ of financial instruments is used in
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MIFID Il and the term class will be used in one of the ESMA draft technical standards on
best execution. ESMA has therefore introduced, in paragraph 3 of the technical advice, the
term ‘category’ used in a broad sense to better describe the concept of independent advis-
ers specialising in certain financial instruments and to capture situations where a firm does
not focus on types of financial instruments (such as shares, funds or bonds) but on other cri-
teria that are not based on the technical structure of the instrument per se, such as ‘green’
or 'ethical’ investments.

Some respondents expressed the view that the final technical advice should be strength-
ened and should include a ban for firms to completely exclude certain types of financial in-
struments during their selection process (notably the ones with the lowest costs and the
lowest degree of complexity). ESMA notes that the need to consider cost and complexity is
explicitly mentioned in the draft technical advice on suitability and that the exclusion of cer-
tain instruments just because they are less costly or less complex would not be in line with
the overarching principle to act honestly, fairly and professionally in accordance with the
best interests of clients.

A majority of respondents disagreed with ESMA’s proposal whereby a firm should refer its
client to another firm when it is unable to confirm that its business model matches the cli-
ent's needs and objectives (paragraph 3 (iv) of the draft technical advice). Several respond-
ents also noted that this requirement was unclear as to what is actually expected from firms.
ESMA notes that in cases where the business model does not match the client’s needs and
objectives it is of the utmost importance that the firm declines providing such a service to the
client. However, ESMA acknowledges the practical and commercial difficulties associated
with the requirement to refer a client to another firm in such cases. ESMA has therefore
modified the technical advice on this point.

Investment firms providing both independent and non-independent advice

10.

11.

12.

Several respondents disagreed with ESMA's proposal that a same individual could not
perform both independent and non-independent advice. These respondents noted that such
a proposal would de facto prevent the smallest firms from providing independent advice to
their clients.

ESMA appreciates the potential difficulties triggered by this requirement but considers that
enabling the same individual to provide both independent and non-independent advice
would create confusion for the client.

Respondents which agreed with ESMA’s proposal suggested that firms wishing to provide
both independent and non-independent advice put in place organisational requirements
aiming at:

i.  mitigating potential conflicts of interest;
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separating the teams in charge of providing independent advice and non-independent
advice within the firm; and

distinguishing clearly the independent and non-independent advice offers.

13. ESMA considers that paragraph 4(iii) of the advice is in line with these suggestions.

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 elements:

a diversified selection of financial instruments by type, issuer, or product provider,
which is not limited to financial instruments issued or provided by the investment firm it-
self or by entities having close links or other relevant close legal or economic relation-
ship 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 is adequately representative
of financial instruments 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 finan-
cial 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 in-
vestment 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 bi-
ased.

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 “independent”.

An investment firm that provides investment advice on an independent basis and that fo-
cuses on certain categories or a specified range of financial instruments should comply with
the following requirements:
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the firm is able to market itself in a way that only attracts clients with a preference for
certain categories 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 accu-
racy;

clients indicate that they are only interested in investing in the specified category or
range of financial instruments; and

the firm is able to easily confirm whether its service is appropriate for each new client,
i.e. that its business model matches the client’'s needs and objectives, and the range of
financial instruments that are suitable for the client. If this is not the case the firm must
not provide such a service to the client.

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:

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 Il and the relevant implement-
ing measures (see the ‘Information to clients about investment advice and financial in-
struments’ chapter of this technical advice);

the investment firm should not hold itself out as “independent” for its business as a
whole. However a firm may hold itself out as acting independently in respect of the ser-
vices for which it provides independent advice; and

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 cli-
ents are not confused about the type of advice that they are receiving and are given the
type of advice that is appropriate for them.
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2.17. Suitability

Background/Mandate

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

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 agree-
ments for the provision of services to clients and of periodic reports to clients on the services
provided. In particular, the technical 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 Com-
mission 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 management. In accordance with this obligation, investment firms providing in-
vestment advice or portfolio management have to provide suitable personal recommenda-
tions 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. Atrticle 25(2) of MiFID Il 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 experi-
ence 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 par-
ticular, are in accordance with his risk tolerance and ability to bear losses.
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Member States shall ensure that where an investment firm provides investment advice rec-
ommending a package of services or products bundled pursuant to Article 24(11), the over-
all bundled package is suitable’.

Article 25(6), subparagraph 2 states:

“When providing investment advice, the investment firm shall, before the transaction is
made, provide 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 characteris-
tics of the retail client”.

In July 2012, ESMA published guidelines on certain aspects of the MIFID | suitability re-
quirements.*® This provided guidelines in relation to the suitability assessment provisions in-
cluded in MiFID | and the MiFID Implementing Directive.

Analysis following feedback from stakeholders

Suitability assessment

6.

In its CP, ESMA considered that provisions in Article 35 of the MiFID Implementing Directive
are a good basis, to be expanded in a number of areas, for the development of the MiFID Il
implementing measures. ESMA also proposed that Article 35(1) should be updated to reflect
that MiFID Il now explicitly requires investment firms, when undertaking a suitability as-
sessment, to assess both a client’s ability to bear losses and a client’s risk tolerance.

Generally, the majority of responses were not in favour of enhancing the existing suitability
assessment. Strong recurring objections were observed to the proposed expansion of the
suitability assessment especially to the proposals outlined under (iii) and (ix) and the pro-
posal under (v) of the draft technical advice. However, there was solid support from con-
sumer organisations for the proposals in the round although some called for further en-
hancements.

Those opposing any further assessment which requires examining whether an alternative
less complex and less costly instrument would be more suitable (paragraph 1.ix and iii of the
draft technical advice) argue that this requirement goes beyond the requirements in MiFID
I, which stipulate that the client is recommended a suitable product, not the most suitable
product. They further argue that they would then be obliged to survey the whole universe of
products available and this would not be consistent with the non-independent business
model. The majority of respondents also pointed to the ‘legal risk/uncertainty’ that would fol-
low from such a requirement from clients complaining that a cheaper or less complex prod-
uct was not advised/sold to them.

% http://ww.esma.europa.eu/system/files/2012-387.pdf
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10.

11.

12.

13.

The other main argument against this proposal is that it creates a false link between the
complexity of a product and its risk. Many respondents objected to what they saw as an as-
sumption that less complex and cheaper products would be deemed to be more suitable
and argue that the draft technical advice would mean that even for clients for whom complex
products are found to be suitable, non-complex products would always be preferable when
this may not be the case for an individual client. They stress that other factors are just as
relevant in the assessment of suitability. This kind of proposal could limit the access for cli-
ents to other products that better meets their profile and diversify/reduce the risks of their
assets. Some respondents argued that this requirement is duplicative because these con-
siderations are already implied when carrying out a suitability assessment.

The proposal (v) for firms to collect the necessary information to undertake an analysis of
the costs and benefits of switching from an existing to a new investment was also unpopular
amongst respondents. Key objections included that the requirement appears unclear and
overly burdensome. It would also undermine the duties and function of portfolio managers:
the portfolio manager has been given in writing by the client a full mandate to operate trans-
actions and switches any time the portfolio manager finds it appropriate to do so.

Consumer organisations were supportive of the proposal for firms to assess the ability for
clients to bear losses. Some also called for inter alia a suitability test to take account of not
just qualitative criteria but also on quantitative measures which capture a clients’ attitude to
risk (e.g. the amount of money a client is willing to lose at maximum over a fixed time peri-
od); that the suitability report should be in format that can be easily comprehended by cli-
ents; and that any cost-benefit analysis around switching instruments/portfolios should be
sufficiently tailored to the client’s profile.

ESMA notes the arguments made above, however in respect of those in response to (ix)
and (iii) of the TA ESMA’s wishes to clarify that this requirement is not intended to be carried
out consecutively or after an initial suitability assessment has been done as some respond-
ents seemed to assume. Neither is it ESMA’s intention to require detailed consideration of
individual instruments from across all types or classes of instruments for each individual cli-
ent. Indeed, this requirement merely gives more emphasis to some key factors that an advi-
sor/portfolio manager should take into account when conducting a suitability assessment
before making their final recommendation. Once a client’s personal circumstances have
been considered and the nature of the investments that they need have been assessed, this
will include making choices between particular instruments. So, in practice, it will involve
comparing individual instruments from within the firm’s range that are broadly equivalent to
each other (e.g. making a choice between two or more UCITS funds that invest in the same
sector). Many firms may already be making this same assessment as part of their normal
and existing suitability assessment and therefore there would be no additional burden on
them as a result of complying with this requirement.

In respect of those points raised under (v) of the draft technical advice, ESMA does not
consider that this would be an unduly burdensome requirement since firms should always
act in the client’s best interest and should be ensuring that every transaction benefits the
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14.

15.

16.

17.

client. ESMA does not consider that this requirement undermines the ability or autonomy of
the portfolio manager. The portfolio manager would continue to exercise their judgement
and expertise as to which investment(s) are suitable for their clients and an inherent part of
acting on their mandate would be to ensure that there is a benefit for the client.

The SMSG were generally supportive of the proposed clarifications to the suitability as-
sessment. They note however that the term ‘lower cost’ is too general and recommends that
clear guidance and definition of the term is given to ensure consistent application by Mem-
ber States.

The SMSG also offered clarifying text to paragraphs (iii) and (ix) of the draft technical advice
which together require firms to consider a less costly (and less complex) alternative. These
proposed amendments are in line with the proposed clarification offered by ESMA as a re-
sult of the feedback received that the draft technical advice in its current form is contradict-
ing the existing suitability assessment because (and as many respondents argued) the cost
and complexity of the product range form part of the a suitability assessment and therefore
are built-into their recommendations to the client. Specifically SMSG propose the following
change to the draft technical advice:

iii. investment firms should have, and be able to demonstrate, adequate policies and proce-
dures to ensure that they understand the nature, features, including costs and risks of in-
struments selected for their clients and that they assess, while taking into account
complexity and costs, whether alternative financial instruments;Hess-complex—erwith
lewer-costs; could meet their client’s profile.

ix. 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 profile”

The SMSG also called for greater clarity in the requirement in the draft technical advice viii
(b) which specifies that firms have robust processes in place to assess a clients’ risk
appetite. They recommend clearer rule- making and in particular suggest the following
drafting amendment to viii. (b) of the technical advice:

“b. Demonstrating valid and reliable assessments of having—robust processes—for
assessing the risk clients are willing and able to take, including their ability to bear the
investment

ESMA agrees that the SMSG’s draft suggestions usefully clarify these requirements and
address concerns expressed by other consultation respondents. These have therefore been
taken on board when finalising the technical advice.
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18.

ESMA has also added a further point (xiii) to its technical advice recommending a clarifica-
tion of the application of the suitability rules to automated and semi-automated advice and
portfolio management services. This advice is consistent with ESMA'’s previously published
Q&A on automatic execution of trade signals® (i.e. it is relevant to services normally re-
ferred to, by market participants, as ‘copy trading’,'mirror trading’, ‘auto trading’ or ‘social
trading’) as well as to web-based advice and portfolio management services more generally.

Suitability reports

19.

20.

21.

22.

Opinion on the content of suitability reports came mainly from trade associations and con-
sumer bodies. From the industry side, the common view is that already clients are over-
loaded with information mandated by regulation. There was a preference that anyway suita-
bility reports should only be provided to retail clients. A number of respondents also argued
that reference to ‘disadvantages’ (paragraph 2.iii of the draft technical advice) did not to be
included in the suitability report since it would result in the restating of the risks captured in
the overall suitability assessment.

Consumer bodies largely underscored their support for the ESMA’s draft technical advice.
Specific recommended included an explanation of the client’s ability to bear losses and the
client’s risk tolerance.

In terms of the content of periodic suitability reports, firms broadly confirmed the draft tech-
nical advice to only cover changes in instruments/circumstances of the client in periodic re-
ports. Some firms underlined that periodic reports should only be a requirement where an IF
provides a monitoring service (under Article 24.4 (iii) of MiFID Il) and that ordinary market
fluctuations should not be a sufficient trigger to warrant the issuing of a periodic report. In-
dustry respondents also noted that the ESMA approach is sensible to avoid consumers be-
ing over-loaded with information and unnecessary/frequent information provision would be
more of a hindrance than a help. Consumer bodies also supported the view that periodic re-
ports should not have to repeat all the details of the initial suitability report.

ESMA acknowledges the arguments made in relation to the proposal for firms to explain the
disadvantages of the recommended course of action, and agrees that this requirement
would be largely duplicative since this aspect is captured already in the overall suitability as-
sessment and in the information provided to clients on risk. ESMA has therefore deleted this
from the technical advice.

Technical advice

%" MIFID Questions and Answers, June 2012 — Q9: Article 4(1)(9) of MiFID — Automatic execution of trade signals.

153



g W
% %

+ @Sma

Suitability assessment

1.

ESMA recommends that Article 35 of the MIFID Implementing Directive is expanded to
clarify that:

Vi,

Vii.

the responsibility to undertake the suitability assessment lies with the investment firm.
When undertaking this, a firm shall inform clients, clearly and simply, that the reason for
assessing 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 responsibili-
ties in the process;

the suitability assessment is not limited to recommendations to buy a financial instru-
ment. Every personal recommendation given to the client, or decision whether to trade,
shall be suitable, which includes, for example, whether or not to buy, hold or sell an in-
vestment;

investment firms shall have, and be able to demonstrate, adequate policies and proce-
dures to ensure that they understand the nature, features, including costs and risks of
instruments selected for their clients and that they assess, while taking into account
cost and complexity, whether equivalent financial instruments could meet their client’s
profile;

where an investment firm offers or has access to a limited range of instruments, or in-
vestment 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 in-
volve 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 shall col-
lect the necessary information on the client’s existing investments and the recommend-
ed new investments to undertake 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 ongoing advice or portfolio management service, the firm shall 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 shall determine the extent of the information to be collected from cli-
ents in light of all the features of the investment advice or portfolio management ser-
vices to be provided to those clients;
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viii. investment firms shall take reasonable steps to ensure that the information collected

Xi.

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
information;

b. undertaking valid and reliable assessments of their client’s knowledge and experi-
ence and risk they are willing and able to take, including their ability to bear the in-
vestment 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 iden-
tified and actively mitigated through the suitability assessment process. This in-
cludes, for example, any risk assessment profiling tools that may be used or tools
to assess a client’s knowledge and experience;

d. ensuring questions used in the process are likely to be understood by clients, cap-
ture an accurate reflection of the client’'s views and needs, and the information
necessary to undertake 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 provided by clients.

as part of the process of identifying and recommending a financial instrument to a client,
investment firms shall assess, while taking into account cost and complexity, whether
an equivalent instrument would meet the client’s profile;

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 shall first rely on the
applicable legal framework;

if the legal framework does not provide sufficient indications in this regard, and in par-
ticular where no sole representative has been appointed (as may be the case for a mar-
ried couple), the investment firm, based on a policy it has defined beforehand and that
provides that the best interests of all the persons concerned and their need for protec-
tion are taken into consideration, should agree with the relevant persons (the repre-
sentatives of the legal entity, the persons belonging to the group or the natural persons
represented) as to who should be subject to the suitability assessment and how this as-
sessment will be done in practice, including from whom information 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 be-
half of the entity has the necessary level of knowledge and experience). The investment
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firm shall make a record of the agreement; and

xii. where a natural person is represented by another natural person and where a small en-
tity is to be considered for the suitability assessment, the financial situation and invest-
ment objectives should be those of the underlying client (natural person who is repre-
sented or small entity). The knowledge and experience should be that of the repre-
sentative of the natural person or the person authorised to carry out transactions on be-
half of the entity.

xiii. where investment advice or portfolio management are provided in whole or in part
through an automated or semi-automated system, the responsibility to undertake the
suitability assessment lies with the investment firm providing the service and is in no
way diminished owing to the use of an electronic system in making the personal rec-
ommendation or decision to trade. This includes services where an investment firm ex-
ecutes an order, or transmits it to another firm for execution, in response to pre-agreed
signals (e.g. a particular person’s decisions to buy or sell); either without further inter-
vention from the client (amounting to a form of portfolio management) or with the cli-
ent’'s agreement (amounting to a form of investment advice).

Suitability reports

2.

In relation to suitability reports, investment firm shall be required, when providing investment
advice, to provide a report to the retail client that must include:

i. an outline of the advice given; and

i. 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.

Where the recommended instruments are likely to require the retail client to seek a periodic
review of their arrangements, this shall 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 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 involves 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 periodic 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 suitabil-
ity of a previous recommendation or portfolio.
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2.18. Appropriateness

Background/Mandate

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

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 agree-
ments for the provision of services to clients and of periodic reports to clients on the services
provided. In particular, the technical 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 Com-
mission 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 manage-
ment, 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 de-
manded. 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 Il, which includes the definition of a non-complex instrument. This
specifically includes providing advice in relation to the criteria to assess non-complex finan-
cial instruments for the purpose 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 in-
tends to review this statement in light of the updated criteria included in MiFID Il and market
developments since 2009, to provide greater clarity around the distinction between the two
types of investments.

% CESR/09-559.
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MIFID Il 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
incorporates such a structure, it should be considered complex. ESMA is required under Ar-
ticle 25(10) of MIFID 1l to develop and periodically update guidelines for the assessment of
financial instruments that incorporate a structure that makes it difficult for the client to un-
derstand the risks involved. ESMA will take forward this work and publish the guidelines as
required by MiFID II.

Analysis following feedback from stakeholders

5.

Many industry respondents took issue with the expansion of Article 38 along the lines pro-
posed by ESMA under point 2 of its draft technical advice (to make clear that those instru-
ments explicitly excluded from the list of non-complex instruments under Article 25(4)(a) lit i)
to v), cannot be further assessed against criteria established in the MiFID Il implementing
measures), especially in relation to shares in non-UCITS/AIFs. Other industry respondents
offered mixed support for the amendments, typically agreeing to the additions to the criteria
currently included in Article 38 of the MiFID Implementing Directive.

Many of the industry responses questioned ESMA’s automatic exclusion of certain instru-
ments from examination under Article 38 criteria. They argued that the purpose of Article
25(4)(a) is to identify certain instruments as being automatically ‘non-complex’ and those not
named in Article 25 of MiFID Il should then be judged against the (to be expanded) criteria
in Article 38 of the MiFID Implementing Directive.

Those arguing particularly for AlFs to be subject to assessment against criteria in the MiFID
Il implementing measures highlighted that not doing so would run contrary to previous
CESR position (2010).* Respondents noted that, in many cases, AlFs only differ from
UCITS in terms of diversification limits and have high levels of transparency and incorporate
measures to control risks and so claim that they would easily qualify as non-complex in-
struments under Article 38 of the MiFID Implementing Directive. Furthermore a classification
as complex instruments would be inconsistent with AIFMD which allows individual Member
States to enable sale of AIF to retail clients. Some respondents suggested therefore that, at
least, ESMA does not include any explicit reference to AlF in its final advice to the Commis-
sion.

There was mixed support for the additional criteria listed in the draft technical advice. Whilst
some respondents believe it will bring additional clarity to the definition of a non-complex
product others took particular issue with the proposed criteria under paragraph 1(ii) of the

3 In the Technical Advice, CESR stated that ‘shares in a non-UCITS collective investment undertaking are first and foremost
investments in a collective investment undertaking and that (for the purposes of the appropriateness requirements) this should
prevail over the legal form they take (i.e. whether units or shares) in the interests of a consistent regulatory treatment of such
investments for the purposes of the appropriateness requirements. CESR believes that shares in a non-UCITS undertaking should
therefore be assessed against the Article 38 criteria [...].
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10.

11.

12.

13.

14.

draft technical advice. Many respondents contested the link between illiquidity - due to the
application of an exit charge - and a product’s complexity. The presence of an exit charge,
they noted, should not automatically render the investment illiquid and therefore ‘complex’.

Respondents also raised issues around the criterion under paragraph 1(i) arguing that the
term “fundamentally alters the nature or risk of the investment or pay out profile” is drafted
too vaguely and is open to wide interpretation by firms, and was therefore asked to be clari-
fied. Some respondents argued this point through examples, including reverse convertibles
or discount certificates, which feature some of the elements mentioned in the proposed cri-
teria (clause, condition, or trigger) and therefore would be considered complex under the
new regulations, even though they do not pose a significant risk for investors.

On the whole, firms did not think that additional changes to the ones proposed in the draft
technical advice are necessary.

Few consumer bodies offered views, however those that did supported the amendments
and particularly welcomed the narrowing of those instruments which could be considered
non-complex and the inclusion of exit charges under paragraph 1 (ii) which they agreed
could reduce liquidity.

In response to comments made about the exclusion of certain instruments from assessment
under Article 38, ESMA would reiterate that MiFID Il has clarified further which financial in-
struments it believes should be automatically considered as complex. In ESMA’s view these
instruments should not go on to be considered under Article 38. This approach is in line with
the position already taken by CESR under MIFID I: “If an instrument is explicitly excluded
from the list of non-complex instruments in Art. 19(6), it should not be brought back in via
Art. 38. Only those instruments not specifically mentioned in Art. 19(6) in the first place
should be assessed against the criteria in Art. 38 as potentially “other non-complex financial
instruments”. ESMA considers that, while MiFID Il has changed the list of financial instru-
ments mentioned in Article 25(4) (former Article 19(6) of MIFID 1), the principle already ac-
cepted by CESR should be confirmed.

ESMA does wish to make clear, however, that instruments should only be considered as
automatically complex under Article 25(4)(a) if they meet the criteria specified in the article.
This means that units in structured UCITS and shares that embed a derivative should auto-
matically be considered complex (as well as certain debt and money market instruments
and structured deposits). For the avoidance of doubt, ESMA also understands that invest-
ments in non-UCITS collective investment undertakings should be considered complex, re-
gardless of whether they take the legal form of shares or of units.

ESMA acknowledges the comments made to the additional criteria proposed under Article
38. In response to the point made about the link between illiquidity and complexity, ESMA’s
reiterates that where exit charges are unduly high (e.g. relatively to the purchase price) it is
reasonable to suppose that they will act as an exit barrier and therefore the relevant instru-
ment will be difficult to dispose of. ESMA further notes that the liquidity of an instrument as a
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criterion for assessing an instrument’s complexity is an existing and tested criterion under
MiFID.

15. In its response to the draft technical advice covering underwriting and placing, the SMSG
suggested that when investment firms undertake self-placement, they should, inter alia, be
required to maintain records where an appropriateness assessment has found that the
product is not appropriate or that appropriateness cannot be assessed due to a lack of data.
ESMA agrees with this proposal and considers that it should be extended to any assess-
ment of appropriateness. ESMA therefore considers that it would be appropriate for firms to
maintain such records including:

i. where an appropriateness assessment concluded an investment service or product was
appropriate for a client;

ii. where an appropriateness assessment concluded an investment service or product was
not appropriate for a client;

iii. where a client provided insufficient information to enable the investment firm to under-
take an appropriateness assessment; and

iv. whether the client proceeded with the investment service or product purchase irrespec-
tive of the result of the appropriateness assessment.

16. Reflecting that more instruments will be considered complex under MIFID Il, ESMA may
undertake future Level 3 work on this topic. In particular, ESMA may look at the warnings
clients receive when an appropriateness assessment concludes a product or service may
not be appropriate for that client.

Technical advice

1. ESMA recommends adding two additional criteria to Article 38 of the MIFID Implementing
Directive, that an instrument not included explicitly in Article 25(4)(a) of MiFID Il 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, in-
vestments that incorporate 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
investment illiquid even though technically frequent opportunities to dispose or redeem
it would be possible.

2. ESMA also recommends the clarification that the specific financial instruments that are
excluded from the list of non-complex financial instruments described in Article 25(4)(a) of
MIFID Il cannot then be assessed against the criteria for the assessment of other non-
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complex financial instruments in accordance with Article 25(4)(a)(vi) of MIFID Il and they
should be considered complex.

3. Investment firms shall maintain records of the appropriateness assessments they have
undertaken. These records should include:

i. the result of the appropriateness assessment;

ii. any warning given to the client where the investment service or product purchase was
assessed as potentially inappropriate for the client, whether the client asked to proceed
with purchase despite the warning and, if applicable, whether the firm accepted the cli-
ent’s request to proceed with the purchase; and

iii. any warning given to the client where the client did not provide sufficient information to
enable the firm to undertake an appropriateness assessment, whether the client asked
to proceed with purchase despite this warning and, if applicable, whether the firm ac-
cepted the client’s request to proceed with the purchase.
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2.19.Client agreement
Background/Mandate
Extract from the Commission’s request for advice (mandate)

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 agree-
ments for the provision of services to clients and of periodic reports to clients on the services
provided. In particular, the technical 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 Com-
mission 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 MIiFID Il is identical to Article 19(7) of MIiFID I:

“The investment firm shall establish a record that includes the document or documents
agreed between 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 du-
ties of the parties to the contract may be incorporated by reference to other documents or

legal texts”.*°

2. Article 25(8) of MIFID Il empowers the Commission to adopt delegated acts to ensure that
investment 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 investment 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.

“° For the sake of completeness, it should be mentioned that MiFID Il 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 Il), and where an investment
firm acts as a general clearing member (Article 17(6) of MIFID II).
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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, implement-
ing Articles 19(1) and 19(7) of MIFID I, on Retail client agreement).

Analysis following feedback from stakeholders

Scope in relation to clients and services provided

4.

In relation to ESMA’s suggestion to require a written (or equivalent) agreement between
firms and their professional clients, a large number of respondents highlighted that this is al-
ready a common practice on the market as it provides a higher level of legal certainty. Some
of these respondents however noted that imposing a requirement where there are no mar-
ket failures would be overly prescriptive (with few arguing that such a requirement would in-
terfere with national civil law). More specifically, respondents suggested that the require-
ment could be limited to:

i.  the provision of portfolio management services because in this case the portfolio man-
ager has discretion to take decisions on behalf of the client;

ii. the provision of safekeeping of financial instruments because of the associated risks
and the need for legal certainty in this matter; and

ii. relationships with “new” professional clients in order not to impose on firms the need to
review all existing relationships.

ESMA notes the comments received and confirms that the proposed requirement is limited
to “new” professional clients and believes that the proposed requirement of a written (or
equivalent) agreement is consistent with the content of Article 25(5) of MiFID II, the mandate
received from the Commission and the existing MiFID | Implementing directive (which al-
ready regulates client agreements).

ESMA’s proposal to require investment firms to enter into a written (or equivalent) agree-
ment for the provision of investment advice to clients on a continuous basis received sup-
port from respondents, although support was stronger in reference to relationships with re-
tail clients. Consumer associations noted that written agreements would strengthen legal
certainty and would enable clients to better understand the nature of the service provided.

Several respondents however asked ESMA to clarify what is to be understood by “continu-
ing relationship”. ESMA has clarified its technical advice by aligning the scope of the pro-
posed obligation with Article 24(4)(a)(iii) of MIiFID Il (investment firm providing a periodic as-
sessment of the suitability of the financial instruments recommended in the course of the
provision of financial advice).

Respondents almost unanimously agreed 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.
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Scope in relation to the content of the agreement

9. The vast majority of respondents also agreed that investment firms should be required to
describe in the client agreement any advice services, portfolio management services and
custody services to be provided.

Technical advice

1. The content of Article 39 of the MiFID Implementing Directive should be modified in the
areas below.

2. Investment firms providing any investment service or the ancillary service specified in Annex
|, Section B(1) of MiFID 1I** to a new professional client after the date of application of MiFID
Il 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. When investment
advice is provided, this obligation should only apply where a periodic assessment of the
suitability of the financial instruments recommended is provided to the professional client.

3. In addition to requirements established by Article 39 of the MiFID Implementing Directive,
investment firms should enter into a written agreement with retail clients when providing (i)
the service of investment advice (except when the investment firm does not provide a peri-
odic assessment of the suitability of the financial instruments recommended to the client),
and (ii) the ancillary service mentioned in Annex I, Section B(1) of MiFID II.

4. The written basic agreement should set out the “essential rights and obligations” of the
parties including the following:

i. the client agreement should describe the nature and extent of any investment advice
services to be provided;

ii. the client agreement should state the types of financial instruments that may be pur-
chased 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 portfo-
lio management services to be provided; and

ii. 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 ac-
tions relating to client securities and the terms on which securities financing transac-

“I MIFID Il Annex | Section B: “(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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tions 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 ar-

ea under MiFID II.
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2.20.Reporting to clients

Background/Mandate

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

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 agree-
ments for the provision of services to clients and of periodic reports to clients on the services
provided. In particular, the technical 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 Com-
mission 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 include periodic communications to clients, taking into account the type and the com-
plexity of financial 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 Il compared to MIFID 1 in relation to the
provision of reports on services provided, apart from Article 30(1), which states that transac-
tions with eligible counterparties are no longer exempt from applying Article 25(6). There is
also one other amendment to clarify the requirement that reports should include “periodic
communications to clients, taking into account the type and the complexity of financial in-
struments involved and the nature of the service 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 manage-
ment (Article 40);

ii. reporting obligations in respect of portfolio management (Article 41);

ii. additional reporting obligations for portfolio management or contingent liability transac-
tions (Article 42); and
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iv. statements of client financial instruments or client funds (Article 43).

Analysis following feedback from stakeholders

Reporting obligations — Application to different cateqories of clients

4.

The majority of respondents disagreed with ESMA’s proposal to extend the current reporting
requirements for retail clients, on execution of orders and portfolio management, also to pro-
fessional clients. These respondents stated that professional clients often require the re-
ports to be tailored to their needs, which are different to those of retail clients, and that the
requirement would increase costs for firms without providing professional clients with the in-
formation they need. Some of these respondents suggested amending the advice in order to
simply require firms to enter into agreements with both professional clients and eligible
counterparties on the content and timing of reporting.

More specifically on the topic of execution reports, some respondents asked ESMA to clarify
whether it would be possible for a firm not to send execution reports to a professional client
who explicitly asks not to receive them.

ESMA notes the comments made by respondents in relation to the information to be given
to professional clients. However, aligning the content of reports for professional clients with
those currently applicable to retail clients minimises the risk of mis-judged and sub-optimal
investment decisions being taken and therefore of detriment not just to professional clients
but to their clients also, when, in turn, they provide services to other clients. On the other
hand, ESMA notes that existing reporting obligations in respect of portfolio management al-
ready provide for flexible options on the reports that the client may choose to receive.

Furthermore, in order to be fully consistent with the extension of Article 25(6) of MiFID Il to
the relationship with eligible counterparties, ESMA is clarifying that requirements apply to all
categories of clients. At the same time, ESMA confirms the possibility for eligible counter-
parties to request different calibration of reporting requirements and to adapt content and
timing of the reports to their needs.

Reporting obligations in respect of portfolio management

8.

10.

The vast majority of respondents objected to ESMA’s proposed change to the frequency of
reporting, and noted that quarterly reporting would imply greater costs and create risks of in-
formation overload for clients.

ESMA recognises that a number of portfolio managers have developed online systems to
allow clients to access up-to-date valuations of their portfolios. For clients that access this
information on-line, requiring firms to additionally send quarterly statements could be seen
as duplicative.

ESMA continues to believe that it is essential for clients to have access to regular infor-
mation about their portfolios and should receive this information at least quarterly. There-
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11.

fore, based on the feedback received, ESMA has refined the technical advice. If a portfolio
manager offers clients access to up-to-date valuations using an online or equivalent system,
which qualifies as a durable medium and where the firm has evidence that the client has ac-
cessed this valuation at least once during the quarter and the client can also easily access
the information required by Article 43(2) of MiFID Implementing Directive through the same
system, they do not need to provide the client with a quarterly report for that period. Firms
can generally satisfy themselves that a client has accessed the valuation if they have a rec-
ord that the consumer has logged onto the online system and accessed the relevant section
of the system where this valuation is provided.

Where a firm offers an online valuation system, but does not have a record that the client
has accessed a valuation at least once during the quarter, it should provide the client with a
periodic statement at the end of the quarter.

Reporting obligations on losses in respect of portfolio management or contingent liability trans-

actions

12.

13.

14.

15.

A large number of respondents suggested that it should be left to mutual agreement be-
tween clients and firms to determine the threshold for the reporting on leveraged financial
instruments or other financial instruments. Furthermore, trade associations, investment firms
and asset managers stated that a higher threshold would be more apt (for example 20%).
On the other hand, the only consumer association responding on this topic suggested lower-
ing the threshold to 5% (and multiples thereof) as retail investors need to be informed of
losses which go beyond what they are prepared to incur.

ESMA was also asked to clarify whether the thresholds are to be determined by reference to
the overall portfolio value or by reference to individual holdings.

ESMA notes the comments made in relation to the reporting threshold for reporting to clients
on the losses of the initial investment value. It is ESMA’s view that retail clients should be
kept informed on the performance of their portfolio. It is not straightforward to set a quantita-
tive threshold to trigger such a reporting obligation but when a loss of 10% of the initial value
occurs this seems to ESMA to be an appropriate juncture to inform the client (and thereafter
at multiples of 10%).

ESMA therefore has updated its technical advice to recommend the observance of a 10%
loss of initial investment value (and thereafter at multiples of 10%) as an appropriate trigger
for reporting to retail clients. In the case of portfolio management, this trigger would be set at
the depreciation of 10% (and multiples of 10%) of the overall value of the overall portfolio at
a certain date and not individual holdings. This threshold would not be triggered because of
intentional revisions by the portfolio manager or client. Where investment firms hold a retail
client account that includes positions in leveraged financial instruments or other contingent
liability transactions, they shall report to the client (on an instrument-by-instrument basis, un-
less otherwise agreed with the client), where the initial value of each instrument depreciates
by 10% and thereafter at multiples of 10.
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Reporting obligations in respect of holding clients’ financial instruments and funds

16.

17.

18.

19.

20.

21.

The consumer association providing input on the topic of provision of information to clients
on the market or estimated value of the financial instruments stated that this information is
important to clients and should be included in periodic reporting from firms. The consumer
association noted that investment firms should be required to provide clients with the market
value of financial instruments, where available, or with an estimated value based on rea-
sonable underlying assumptions. In cases where the valuation is based on an estimated
value, the method used should be in line with standard market practice and the methods
used by the investment firm to evaluate its own assets. The client should also be in-
formed/warned that the absence of a market price is likely to be indicative of a lack of liquidi-

ty.

The majority of trade association and investment firms instead suggested not to include a
duty to state the estimated value of financial instruments in cases a market price is not
available. It was noted that it may be very difficult to gather information for a reasonable es-
timate and the valuation as such can be intricate and costly. Furthermore, depending on the
information quality and on the valuation assumptions, stating an estimated value may be
misleading for the client.

Asset managers also pointed out that the lack of an indicative price is not necessary linked
to a lack of liquidity and could be due to other factors such as suspensions from trading or
corporate actions.

ESMA acknowledges the comments made in relation to providing clients with a valuation of
their financial instruments. In view of the comments received however, ESMA has confirmed
in its technical advice a requirement for firms to provide, where available, the market value
of their financial instruments or an estimated value based on reasonable underlying as-
sumptions. For many liquid instruments there will be readily available data to make these
valuations. For more illiquid instruments, firms anyway would be limited to providing esti-
mated values where no more precise information is available. Furthermore, ESMA has clari-
fied in its advice that the evaluation shall be done by firms “on a best effort basis”. This
seems to ESMA a proportionate approach. As long as firms make it clear that certain valua-
tions are estimated values only and should be read accordingly, then this should fulfil a
firm’s obligations to take reasonable steps to inform clients.

ESMA also notes the issue raised by asset managers on the lack of an indicative price, but
underlines that the technical advice does not prevent firms from informing clients of specific
situations where the lack of a price is caused by events such as a suspension from trading
or a corporate action.

A consumer association stated that it would be beneficial to clients to receive details of
those financial instruments which are subject to TTCA (i.e. not subject to MiFID protections)
when the statement is issued, as well as details of those financial instruments that were
subject to TTCA during the reporting period.
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22.

23.

On the other hand, trade associations and investment firms noted that the costs of system
developments and productions costs related to this proposal would outweigh the benefits for
clients, especially considering that investment firms are already obliged to (i) get the prior
consent of the clients to use its financial instruments and in the case of retail clients, by get-
ting its signature (ii) inform every client about the existence and the terms of any security in-
terest or lien over the financial instruments held on their behalf and (iii) in the case of retail
clients, to provide them in a durable medium, with clear information on the obligations and
responsibilities of the investment firm with respect to the use of those financial instruments.

ESMA acknowledges the comments made by many respondents in relation to reporting to
clients on TTCA. Therefore, in its technical advice, ESMA is proposing to require reporting
to clients on financial instruments that are subject to TTCA at the date in which the state-
ment is issued but not on financial instruments that were subject to TTCA during the report-
ing period.

Technical advice

1.

The content of Articles 40 to 43 of the MiFID Implementing Directive should be modified in
the following areas.

Reporting obligations — Application to different cateqories of clients

2.

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 and eli-
gible counterparties as well as the exceptions in terms of timing of the reports and excep-
tions applicable to certain financial instruments should be aligned with the requirements ap-
plicable to reports for retail clients, both for portfolio management and the carrying out of or-
ders.

Investment firms should be allowed to enter into agreements with eligible counterparties to
determine content and timing of reporting which are different from the ones applicable to re-
tail and professional clients.

Reporting obligations in respect of portfolio management

4.

Reporting obligations for portfolio management should include a fair and balanced review of
the activities undertaken and of the performance of the portfolio during the relevant period,
for both retail and professional clients.

The basic frequency for reports for portfolio management services should be quarterly in-
stead of every six months. If a firm provides its clients with access to an online system,
which qualifies as a durable medium, where up-to-date valuations of the client’s portfolio
can be accessed, the firm does not need to provide a periodic report for the quarter where :

i. the client can easily access the information required by Article 43(2) of the current Mi-
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FID implementing directive through the same system, and.

ii. It has evidence that the client has accessed a valuation of their portfolio at least once
during the quarter.

Reporting obligations on losses in respect of portfolio management or contingent liability trans-
actions

6. Investment firms that provide the service of portfolio management shall report to the client
where the overall value of the portfolio at the beginning of each reporting period depreciates
by 10% and thereafter at multiples of 10%.

7. Investment firms that hold a retail client account that includes positions in leveraged finan-
cial instruments or contingent liability transactions shall report to the client, where the initial
value of each instrument depreciates by 10% and thereafter at multiples of 10%. Reporting
under this paragraph should be on an instrument-by-instrument basis unless otherwise
agreed with the client.

Reporting obligations in respect of statements to clients on their holdings of instruments and
funds

8. 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.

9. 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, such as those that are subject to TTCA,

ii. a clear indication of which assets are affected by some peculiarities in their ownership
status, for instance due to some security interest; and

iii. the market or estimated value, when the market value is not available, 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. The evaluation of the es-
timated value shall be done by the firm on a best effort basis.

10. Regarding reporting obligations in respect of cost and charges, ESMA refers to its technical
advice in relation to Article 24(4) of MIFID Il (considered in the ‘Disclosure of costs and
charges’ section of this Final Report).
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2.21.Best execution

Background/Mandate

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

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 payments or other fees being paid to the
firm where a firm charges for instance both participants in a transaction. The technical advice
should take account of requirements set out in Articles 44 - 46 of the Commission Directive
2006/73/EC.

1. The following MIFID Il 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 exe-
cuted and to verify firms' compliance with their obligation to execute orders on term most fa-
vourable to their clients. 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 execution venues where they executed client orders in the
preceding year and to take account of that information and information published by execu-
tion 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 executing orders, the best possible result for their clients taking into account price,
costs, speed, likelihood 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 re-
sult shall be determined in terms of the total consideration, representing the price of the fi-
nancial instrument and the costs relating to execution, which shall include all expenses in-
curred by the client which are directly relating to the execution of the order, including execu-
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tion venue fees, clearing and settlement fees and any other fees paid to third parties in-
volved 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 instru-
ment, 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 ex-
ecution policy that is capable of executing that order, the investment firm's own commis-
sions 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 in-
fringe the requirements 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 obliga-
tion 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 inform the client where the order was executed. Periodic
reports shall include details about price, costs, speed and likelihood of execution for individ-
ual financial instruments.

(4) Member States shall require investment firms to establish and implement effective ar-
rangements for complying with paragraph 1. In particular, Member States shall require in-
vestment 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,
information 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 investment 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 de-
tail 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 possibil-
ity that client orders may be executed outside a trading venue, the investment firm shall, in
particular, inform its clients about that possibility. Member States shall require that invest-
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ment 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 respect 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 ex-
ecution venues in terms of trading volumes where they executed client orders in the preced-
ing year and information on the quality of execution obtained.

(7) Member States shall require investment firms who execute client orders to monitor the
effectiveness of their order execution arrangements and execution policy in order to identify
and, where appropriate, correct any deficiencies. In particular, they shall assess, on a regu-
lar 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 execu-
tion arrangements, taking account of, inter alia, the information published under paragraphs
3 and 6. Member States shall require investment firms to notify clients with whom they have
an on-going client relationship of any material changes to their order execution arrange-
ments or execution policy.

[.]

(9)The Commission shall be empowered to adopt delegated acts in accordance with Article
89 concerning:

(a) the criteria for determining the relative importance of the different factors that, pursu-
ant to paragraph 1, may be taken into account for determining the best possible result
taking into account 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 exe-
cution arrangements and the circumstances under which changes to such arrangements
may be appropriate. In particular, the factors for determining which venues enable in-
vestment firms to obtain on a consistent basis the best possible result for executing the
client orders”.

Analysis following feedback from stakeholders

8.

Many respondents stated that they were in favour of the advice proposed by ESMA. How-
ever, many respondents made specific reference to the additional costs in creating such
granular policies. The comments below set out the specific issues raised in relation to vari-
ous aspects of the proposals.

Detail of execution and RTO/placing policies

9.

Some respondents argued that requiring the investment firm to establish the fairness of an
OTC price would be very difficult to gather. One respondent stated that the information on
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the fairness of an OTC price should be gathered under the product governance obligations.
ESMA has amended the technical advice to provide greater clarity on the detail required to
assess “fairness”.

10. Many respondents, mainly asset managers, stated that as they execute client orders with a
very large number of brokers it is disproportionate to require them to list every single execu-
tion venue or entity they use for each category of financial instrument. A number of re-
spondents specifically supported the proposal. A number of other respondents raised issues
with the difficulty of updating this list. Other respondents argued instead that it should be
sufficient to summarise on the investment firm’s website information on the execution or
RTO/placing policy of the execution venue or entity used.. A number of other respondents
argued that there needed to be greater clarity on when investment firms are executing
transactions and when they are transmitting and placing orders with other entities for execu-
tion.

11. ESMA agrees with some of the comments above and considers that in order to allow clients
to assess where their orders will be executed it is important that such information is up-to-
date and easily accessible. In this context, ESMA has clarified the advice to require invest-
ment firms to provide the list of execution venues and entities used for each class of finan-
cial instrument. Classes of financial instrument should be consistent with the ones set by Ar-
ticle 27(6) of MIFID Il and the subsequent RTS to be developed under Article 27(10)(b) of
MIFID Il. ESMA also considers that, as already provided for in Article 46 of the MiFID im-
plementing directive, such information could be provided by means of a website (where that
does not constitute a durable medium) provided that the conditions specified in Article 3(2)
of the implementing directive are satisfied. ESMA has also amended the advice to clarify
that the information to be provided to clients on the execution or RTO/placing policy should
state that entities other than trading venues can be used for execution and the consequenc-
es of counterparty risk. Those investment firms that transmit or place orders for execution
that may occur outside such a trading venue should provide information on the entities used
when requested by the client. Such information could be provided by means of a web link to
the executing entity.

12. ESMA also considers that the information to be provided to clients on the execution or
RTO/placing policy should include information on their best execution strategy, addressing
the execution factors of price, costs, speed, likelihood of execution and any other relevant
factors considered as part of all sufficient steps taken to obtain the best possible results for
their clients. In this context, ESMA considers that investment firms should describe in sum-
mary those sufficient steps undertaken to achieve best execution making reference to ele-
ments such as execution venues selection, specific execution strategies employed, pro-
cesses in place to analyse the execution quality obtained and to verify that the best possible
results were obtained for clients.

Content of disclosure
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13.

14.

Many respondents raised concerns about the new requirement to have, in certain instanc-
es, a summary of the execution or RTO/placing policy available for clients. Other respond-
ents stated that requirements to set out in the execution or RTO/placing policy or the sum-
mary of these policies information on total known costs would be very difficult to comply
with.

ESMA considers that the execution or RTO/placing policy summary which focusses on
costs should be maintained as it is important that clients are aware of what costs they po-
tentially face when submitting an order.

Third party payments

15.

16.

Many respondents sought clarity on what information should be included in the policy re-
garding third party payments. Some respondents sought clarity on whether fees paid by the
client for order routing were still acceptable. Some respondents stated that third party pay-
ments for execution should still be permitted as long as they were disclosed to the client.

ESMA considers that Article 27(2) of MiFID Il is clear that investment firms shall not receive
any remuneration, discount or non-monetary benefit for routing client orders to a particular
execution venue or entity which would infringe the relevant requirements on conflicts of in-
terest or inducements. In addition, ESMA has amended the advice to clarify that any third
party payment must comply with Article 24(9) of MiFID II.

Transparency of execution venue selection

17.

Many respondents strongly agreed with the content of this proposal. Many respondents
also stated that it was unclear whether ESMA expects investment firms to present execution
fees for different execution venues or entity in other documents without listing all the ad-
vantages/disadvantages for each execution venue or entity. ESMA considers that it is up to
the investment firm to determine how it should disclose this information to clients. ESMA
wishes to recall that investment firms should not induce a client to instruct it to execute an
order in a particular way, by expressly indicating or implicitly suggesting the content of the
instruction to the client, when the investment firm ought reasonably to know that an instruc-
tion to that effect is likely to prevent it from obtaining the best possible result for that client.
(This advice is now provided under the section Content of disclosure).

Other issues

18.

The mandate given by the Commission to ESMA clearly highlights the necessity to provide
clients with a similar level of protection and information, regardless of whether their orders
are executed by the investment firm with which they have a contractual relationship or by
another entity selected by their investment firm. ESMA considers that in order to act in ac-
cordance with the best interests of their client and to be able to provide client with appropri-
ate information on where placed or transmitted orders are executed, investment firms
should be required to publish relevant data on order flow and execution quality. For this rea-
son, ESMA has amended the technical advice to ensure that investment firms that transmit
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19.

or place client orders are required to report on the top five entities used for the transmis-
sion/placing of client orders for each class of financial instrument and provide information on
the quality of execution obtained by those entities who executed the orders.

ESMA also wishes to clarify that in complying with the best execution obligations, invest-
ment firms will have to execute client orders in shares in accordance with Article 23 of
MIFIR.

Technical advice

The requirements set out in Articles 44 - 46 of the Commission Directive 2006/73/EC shall
be maintained and the following amendments made in order to take into account the in-
creased levels of disclosure of matters relating to execution of client orders and considera-
tion of the new data publication requirements set out in Article 27(6) of MiFID II, for invest-
ments firms who transmit and place client orders. The definition of execution venue shall be
amended to take account of the addition of OTFs in the definition of a trading venue in Mi-
FID I1.

Detail of information on execution policies

Article 45(5) and 46(2) to be amended

2.

Both the information on the execution policies and the policies of investment firms transmit-
ting or placing orders with other entities for execution shall be customised depending on the
class of financial instrument and type of service provided. Investment firms shall set out in
the information to be provided to clients on their execution or RTO/placing policy the list of
factors used to select an execution venue or other entity for execution (including qualitative
factors like clearing schemes, circuit breakers, scheduled auctions, or any other relevant
consideration), and the relative importance of each factor. Investment firms shall also pro-
vide information addressing how the execution factors of price costs, speed, likelihood of
execution and any other relevant factors are considered as part of all sufficient steps to ob-
tain the best possible results for their clients. Such information shall also summarise: how
venue selection occurs, specific execution strategies employed, the procedures and pro-
cesses used to analyse the quality of execution obtained and, how the firm monitors and
verifies that the best possible results were obtained for their clients.

Article 45(5) and 46(2)(b) to be amended

3.

The list of execution venues or entities used by an investment firm for execu-
tion/transmission/placing of client orders must be listed in the information to be provided to
clients on the execution or RTO/placing policy. The list shall specify which execution venues
or entities are used for each class of financial instruments.

Article 44 and 45 be amended
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4. The information about the factors used to select an execution venue for execution and the
entities used by the investment firm for the transmission or placing of client orders shall be
consistent with the controls used by the investment firm to demonstrate to clients that best
execution has been achieved on a consistent basis and when reviewing the adequacy of its
policy and arrangements.

Article 44 and 45 to be amended

5. In the case of execution of orders and decision to deal in OTC products including bespoke
products, the investment firm shall be able to check the fairness of the price proposed to the
client, by gathering market data used in the estimation of the price of such product and
when possible by comparing with similar or comparable products.

Disclosure and consent

Article 45(5) and 46(2) to be amended

6. Investment firms shall answer clearly and within a reasonable time when their clients make
reasonable and proportionate requests for information about their policies or arrangements
and how they are reviewed.

Article 45(5) and 46(2) to be amended

7. When an investment firm executes orders or transmits or places orders with an entity that
may execute these orders outside a trading venue, this must be clearly indicated in the in-
formation to be provided to clients on the investment firm’s execution policy or RTO/placing
policy to allow the client to take this information into consideration and to request any addi-
tional information about the consequences of this means of execution. This information shall
also set out the consequences of counterparty risk to the client from this means of execu-
tion.

Article 45 to be amended

8. While prior express consent is not required for investment firms transmitting or placing
orders that may be executed outside a trading venue, investment firms shall provide their
clients with appropriate information about these entities where their orders are executed fol-
lowing a reasonable request from a client.

Content of disclosure

Article 45 and 46 to be amended

9. When the fees applied to a client by the investment firm are different depending on the
execution venue or entity retained, the information to be provided to clients on the execution
or RTO/placing policy shall provide sufficient information in order to allow the client to un-
derstand both the advantages and the disadvantages of the choice of one execution venue
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or entity over another made by the firm. Where the firm invites the client to choose the exe-
cution venue or entity this information shall be fair, clear, not misleading, and sufficient to
prevent the client choosing one execution venue or entity rather than another on the sole
basis of the price policy applied by the firm.

10. When the execution policy or RTO/placing policy concerns retail clients, these clients shall
be provided with a summary of the relevant policy, focused on the total costs they face in
order to give understandable information to the retail client. Although the summary cannot
include price data (which is not known in advance), it shall provide a link to the most recent
execution quality data published in accordance with Article 27(10)(a) of MiFID II.

Third party payments

Article 44(1) and 45 to be amended

11. Investment firms shall only receive third party payments that comply with Article 24(9) of
MIFID I, in receiving such payments the information to be provided to clients on the execu-
tion or RTO policy has to include clear information about the inducements that may be re-
ceived by the investment firm from the execution venues, or other entities to which the or-
ders may be transmitted. This information shall specify the fees charged by the investment
firm to all counterparties involved in the transaction, and if the fees vary depending on the
client, the policy must indicate the maximum fees or range of the fees that may be payable.

Article 44(1) to be amended

12. Where an investment firm is able, within the scope of Article 24(9) of MIFID II, to charge
more than one participant in a transaction, the client shall be aware of the value of any
monetary or non-monetary benefits received by the firm.

Factors that may constitute a ‘material change’

Article 45(6) and 46(2) to be amended

13. Investment firms are required to review their execution or RTO/placing policy and arrange-
ments at least annually and whenever there is a material change that affects their ability to
obtain the best possible results for the execution of their client orders.

14. A material change shall be understood as a significant event of internal or external nature
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). An investment firm shall assess whether a material change has occurred which re-
quires it to consider making changes to the relative importance of the best execution factors
or to the execution venues or entities on which it places significant reliance in meeting the
overarching best execution requirement.
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Use of a single execution venue or entity for execution

Article 44 and 45 to be amended

15. An investment firm that executes orders or transmits or places orders with other entities for
execution can include a single execution 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 shall reasonably expect that the execution 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 reason-
ably could expect from using alternative execution venues or entities. This reasonable ex-
pectation must be supported by relevant data or information published under Article 27 of
MIFID Il or by other internal analysis conducted by the investment firm.

Information to clients

Article 45 to be amended

17. In order to ensure that investment firms, that transmit or place client orders with other enti-
ties for execution, comply with Article 24(1) of MiFID Il to act in accordance with the best in-
terests of their clients and Article 24(4) of MIFID Il for appropriate information to be provided
to clients in relation to the investment firm and its services, investment firms shall provide
clients with appropriate information on the entities chosen. Specifically when investments
firms do not execute client orders but select other investment firms to provide the execution
service, they shall summarise and make public, on an annual basis, for each class of finan-
cial instruments, the top five investment firms in terms of trading volumes where they trans-
mitted or placed client orders in the preceding year and information on the quality of execu-
tion obtained. The specific content of such information shall be consistent with the infor-
mation to be published by investment firms as set out in the RTS required under Article
27(10)(b) of MiIFID 1.
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2.22.Client order-handling

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 rea-
sonably 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 Il 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 be-
half of clients implement procedures and arrangements which provide for the prompt, fair
and expeditious execution of client orders, relative to other client orders or the trading inter-
ests of the investment firm.

Those procedures or arrangements shall allow for the execution of otherwise comparable
client orders 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 imme-
diately 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 that 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 Regulation (EU) No .../2014*".

Analysis following feedback from stakeholders

2.

During the public consultation, ESMA received a very limited number of comments on the
topic. The majority of respondents stated that it agreed with ESMA that the existing provi-
sions the MiFID Implementing Directive on client order-handling should be confirmed. How-
ever, some respondents noted that:

i. ESMA should explicitly specify that aggregation of client orders should not be used for
the purpose of artificially creating a total order size that results in an order which falls
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above the large in scale (LIS) thresholds and therefore can be executed without full
transparency;

ii. under the current regime there still are issues of lack of transparency of order execution
that should be addressed, as it is not always clear to retail investors whether brokers
use smart routing systems.

3. ESMA considers that practices or issues that fall under i are captured under MAD require-
ments, where such practices are manipulative. In relation to point ii, ESMA considers that in-
formation to be provided in the best execution policy, such as information on the factors
used to select entities or venues for execution should identify whether a firm uses a smart
routing system. ESMA therefore does not propose any changes to the technical advice.

Technical advice

1. The existing provisions the MiFID Implementing Directive on client order-handling should be
confirmed.
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2.23.Transactions executed with eligible counterparties

Background/Mandate

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

ESMA is invited to provide technical advice on the procedures for eligible counterparties, re-
ferred 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 quanti-
tative 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 Il 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 in-
vestment firms, credit institutions, insurance companies, UCITS and their management
companies, pension funds and their management companies, other financial institutions au-
thorised or regulated under Union law or under the national law of a Member State, national
governments and their corresponding offices including public bodies that deal with public
debt at national level, central banks and supranational organisations.

Classification as an eligible counterparty under the first subparagraph shall be without prej-
udice 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 transaction 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 ac-
cordance 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 gen-
eral agreement or in respect of each individual transaction.”
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2. Article 30(2) subparagraph 1 of MiFID Il lists the entities that should be recognised as eligi-
ble counterparties 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 eligible 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).

3. 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 investment firm benefits from the application of investor protection re-
guirements.

4. Article 30(3) of MIFID Il enables Member States to recognise as eligible counterparties
undertakings, other than the entities mentioned in Article 30(2) subparagraph 1 of MiFID I,
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.

5. According to Article 30(5) of MiFID Il, the Commission shall be empowered to adopt dele-
gated acts to specify, inter alia,

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 Article 30(3) of MiFID II; and

iii. the pre-determined proportionate requirements, including quantitative thresholds that
would allow an undertaking to be considered to be an eligible counterparty under Article
30(3) of MiFID II.

6. The Commission empowerment is unchanged in comparison with Article 24(5) of MIFID I.
Article 24 (5) of MIFID | has been implemented with Article 50 of the MiFID Implementing Di-
rective.

7. Inits request for advice, the Commission recognises that Article 50 of the MiFID Implement-
ing Directive might still constitute an adequate and satisfactory framework but requires ES-
MA to consider the need for specific improvements of that provision.

Analysis following feedback from stakeholders

8. Respondents were split in their comments to the ESMA proposal to confirm the provisions of
Article 50 of the MiFID Implementing Directive with the exception of Article 50(1) subpara-
graph 2, which should not be maintained. On one hand, approximately half the respondents
agreed with ESMA’s suggestion, on the other hand the other half of the respondents disa-
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greed and stated that the current client categorisation scheme has worked well so far and
should not be amended and that the amendment might limit client choice.

9. No respondent was able to provide information on how many clients they have classified as
eligible counterparties using the following approaches under Article 50(1) of the MiFID Im-
plementing Directive.

10. ESMA notes the comments received but confirms the view that the possibility to recognise
undertakings that are not large undertakings as eligible counterparties is not in line with the
objectives of the MIFID review and should not be confirmed under the MiFID Il implementing
measures.

11. ESMA also notes that Article 50 of the MIiFID Implementing Directive does not regulate the
procedures to request eligible counterparty treatment (when permitted). ESMA proposes to
introduce a specific procedure to this effect which should include a clear express confirma-
tion, in writing, about the request and the acknowledgement of the protection that can be lost
as a result of the classification as an eligible counterparty.

12. Concerning the possibility for eligible counterparties to request treatment as a professional
client, ESMA proposes to clarify in the MiFID implementing measures that such request such
be done in writing and should indicate whether it is general or whether it refers to one or
more particular services or transactions or type of transaction or product. ESMA believes that
no change to the current implementing measures is needed with regards to the procedure -
regulated by Article 50(2), subparagraph 2 - to be followed by eligible counterparties request-
ing treatment as a retail client.

Technical advice

1. The provisions of Article 50 of the MiFID Implementing Directive shall be confirmed with the
exception of:

i. Article 50(1) subparagraph 2, which should not be maintained.

ii. Article 50(2), subparagraph 1, which should be amended in order to require that any
request from an eligible counterparty to be treated as a professional client should be
done in writing. The request should indicate whether it is general or whether it refers to
one or more particular services or transactions or type of transaction or product.

2. Clients may request to be treated as an eligible counterparty, in accordance with Article
30(3) of MiFID Il, when the following procedure is followed:

i. The investment firm should provide these prospective counterparties with a clear writ-
ten warning of the protections they may lose; and

ii. The clients must confirm in writing that they wish to be treated as an eligible counter-
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party either generally or in respect of a particular investment service or transaction or
type of transaction or product and that they are aware of the consequences of the pro-
tections they may lose.
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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 iden-
tical framework for EBA intervention 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 accord-
ance with Articles 40, 41 and 42 of the Regulation.

1. Under Articles 40(8), 41(8) and 42(7) of MiFIR, the Commission is required to adopt dele-
gated 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 or-
derly functioning and integrity of financial markets (or commodity markets, in relation to ES-
MA and NCAs) 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 factors shall in-
clude:

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 de-
posits (Article 42 (7) of MIFIR, concerning the intervention powers of NCA has given
special emphasis to this criterion in relation to the orderly functioning and integrity of fi-
nancial markets or commodity markets);

iii. the degree of innovation of a financial instrument or structured deposit, an activity or a
practice; and

iv. the leverage a financial instrument or structured deposit or practice provides.

2. As the three empowerments in Articles 40, 41 and 42 of MiFIR broadly share the same
wording, the criteria and factors to be specified should generally be the same for all three
provisions.

3. In light of the EBA’s intervention powers in respect of structured deposits (Article 41 of
MiFIR), EBA has received a separate mandate by the Commission and has held a separate
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consultation on its product intervention powers on structured deposits in accordance with
Article 41 of MiFIR. EBA and ESMA have cooperated closely in relation to the respective
consultations.

Analysis following feedback from stakeholders

4.

Several respondents agreed with ESMA'’s draft technical advice. Many of them noted how-
ever that the fact that criteria listed under paragraphs 3 of the draft technical advice should
not apply cumulatively was not proportionate and would give ESMA (and NCAs) too much
discretion when determining whether/when they exercise product intervention powers.

A minority of respondents, including some investors associations, expressed the view that
the draft technical advice does not provide sufficient guidance as to the situations where ‘in-
vestor protection concerns’ arise, and that the notions of ‘complexity’, ‘innovation’, ‘leverage’
or ‘risks’ should be further clarified or specified. The SMSG also supported this opinion and
suggested that the sub-criterion “probability, scale and nature of any detriment, including the
amount of loss potentially suffered” (Paragraph 3(ii)(d) of the draft technical advice) be given
more prominence in the final technical advice.

ESMA would like to stress that the list of factors and criteria presented in the ESMA tech-
nical advice has the objective, in accordance with the empowerment of the Commission for
the adoption of delegated acts, to identify situations “to be taken into account” by ESMA or
NCA in determining when, in accordance with Articles 40 and 42, there is a significant inves-
tor protection concern or a threat to the orderly functioning and integrity of financial markets
or commodity markets or to the stability of the financial system (Article 40(8) and 42(7) of
MiFIR).* Considering the potential variety of situations that ESMA and NCAs may face and
considering that a first list of criteria is already provided in MiFIR, the draft technical advice
has proposed an approach which lists in a detailed way those factors and criteria. In some
cases one of these criteria will be sufficient to identify, for example, a significant investor
protection concern while in other cases the combined effect of more factors may justify an
intervention; this assessment however depends on the concrete circumstances of each
case. Furthermore, ESMA would like to note that these factors and criteria are only one of
the conditions for intervention and that several other conditions are listed in the respective
Articles of MiFIR in order to limit the discretion of national and European authorities (see for
instance Article 40(2) of MiFIR concerning ESMA intervention powers). ESMA notes that the
adoption of delegated acts is not required in relation to all the other conditions identified un-
der MiFIR.

42 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 3 (xvii) of the technical advice, 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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7. A few respondents, referred to a hierarchy between criteria provided in the technical advice
and requested that, in certain instances, the order of the criteria should be changed. The
SMSG also mentioned the issue of the ranking of the criteria. ESMA would like to clarify that
the order in which criteria are provided in the draft technical advice is in no way intended to
suggest a hierarchy or a ranking between them.

8. Several respondents requested that the final technical advice clarifies that the use of ES-
MA’s/NCA’s intervention powers remains a means of last resort and consequently that the
assessment of the criteria should be very rigorous. The majority of the SMSG also considers
that NCA’s intervention powers should not be seen as complementary but as subsidiary
tools. ESMA notes that one of the requirements to exercise product intervention powers is
that the regulatory requirements under Union law that are applicable to the relevant financial
instrument or activity do not address the threat posed by the relevant product or activity.
Furthermore, these product intervention powers supplement, rather than replace, powers al-
ready established under Union law and do not alter firms’ responsibilities, such as those es-
tablished by the product governance requirements in MiFID II.

9. A few respondents suggested the deletion of the some of the sub-criteria suggested under
the ‘complexity’ criteria in paragraph 3(i) of the technical advice. ESMA considers that it is
key for NCAs, and to an even larger extent for ESMA®, that the list of criteria suggested to
the Commission should be as complete as possible in order to enable NCAs and ESMA to
intervene to any type of event willing to constitute 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 financial system. ESMA consequently believes that all of the sub-
criteria listed in paragraph 3(i) of the technical advice should be maintained as it considers
that all of them may have relevance, depending on the circumstances of each case, for the
assigned purpose.

10. A few respondents noted that the sub-criteria listed in paragraph 3(ii) of the draft technical
advice in relation to the ‘size of the potential problem or detriment’ criteria are not appropri-
ate. Some noted that these sub-criteria were not good indicators of a significant investor
protection concern or of a threat to the orderly functioning of the markets. Others expressed
the view that these sub-criteria are not suited to meet the specificities of certain type of in-
vestment (e.g. derivatives).

11. The majority of respondents did not suggest criteria in addition to the ones in the draft tech-
nical advice. Some respondents, notably from the fund management industry, suggested an
additional criterion for intervention that is the availability of alternative means of supervisory
intervention (such as a product approval or notification process prior to the commencement
of distribution). ESMA notes in this respect that MiFIR does not introduce or suggest a dis-
tinction between financial instruments based on whether they are subject to a product ap-

“® Please refer to paragraph 14 below.
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12.

13.

14.

proval or notification procedure or not. Furthermore, ESMA notes that the assessment of ex-
isting regulatory requirements or supervisory intervention are already identified as separate
conditions under MiFIR (Article 40(2)(b) and 40(2)(c) and Article 42(2)(b) of MiFIR).

The SMSG suggested that complexity should refer to the sense of complexity for the inves-
tor to be able to understand the investment product. Reference is also made to the toxicity
(defined as the high probability that an investment product does not achieve the stat-
ed/advertised goals and/or lead to destroy the real value of savings) and to the ‘magnitude
of total charges and commissions’ borne by investors. The SMSG has also recommended to
replace the term “consumer” with client or investor, in line with MiFID 1. ESMA has added a
reference to the type of client to whom the product is marketed in the context of “complexi-
ty”. ESMA also notes that the list provided in the draft technical advice include reference to
the probability of a detriment arising from a certain product or the degree of disparity be-
tween expected return or benefit for investors and risk of loss in relation to the financial in-
strument. Costs and charges are also mentioned in different areas of the draft technical ad-
vice. ESMA has referred to “investor” instead of “consumer” in its final technical advice.

ESMA notes that, in some of the detailed examples proposed in the technical advice, each
of the supporting elements for consideration can sometimes apply to more than one criteri-
on.** Possible repetitions in the technical advice are therefore intentional and intended to
better illustrate how different elements can impact each criterion.

Considering a recent judgment of the European Court of Justice (ECJ)*, ESMA deems
appropriate to advise the Commission to assess the need to set the list of criteria suggested
in the technical advice as an exhaustive list for ESMA. However, as clearly indicated in the
technical advice, ESMA is of the view that such list should not be exhaustive with respect to
NCAs.

Technical advice

The below listed range of factors and criteria are relevant when assessing 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 whole or part of the fi-
nancial system of the Union”.

ESMA notes that the existence of a “threat” is the intervention pre-requisite in the perspec-
tive of the orderly functioning and integrity of financial/commodity markets or stability of the

“ For example, “costs and charges” may lead to a higher degree of complexity of an instrument as well as to its non-transparency or
should generally be considered regarding pricing matters as well.

> Judgment of the ECJ (Grand Chamber) of 22 January 2014, United Kingdom of Great Britain and Northern Ireland v European
Parliament and Council of the European Union, Case C-270/12, which discussed, inter alia, the interpretation of the powers of
intervention conferred on ESMA in exceptional circumstances by Regulation (EU) No 236/2012.
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financial system. In comparison to the investor 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 present.

3. The factors and criteria listed in this advice are elements which are relevant when assessing
whether there is a significant investor protection concern, 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 which would justify that ESMA or a NCA exercise its product in-
tervention power. These factors and criteria are not intended to represent an exhaustive list
for NCAs. ESMA considers that the following factors and criteria are relevant:

i.  The degree of complexity of the financial instrument or type of financial activity or prac-
tice and the relation to the type of clients to whom it is marketed and sold. Under this
factor, more detailed elements to be considered could include, for example:

a. the type and transparency of the underlying;

b. non-transparent costs and charges arising, for example, from multiple layers of
such costs and charges ;

c. the performance calculation complexity. Under this criterion, more detailed ele-
ments to be considered could include, for example whether:

o the return is dependent on the performance of one or more underlying which
might in turn be affected by other factors;

o when applicable, the return depends not only on the values of the underlying
at the initial and maturity dates, but also on the values during the lifetime of
the product.

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.

ii. The size of the potential problem or detriment. Under this factor, more detailed ele-
ments to be considered could include, for example:

a. the notional value of the financial instrument;
b. number of clients, investors or market participants involved,;

c. relative share the product has in investors’ portfolios;
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probability, scale and nature of any detriment, including the amount of loss poten-
tially suffered;

anticipated persistency of the problem or detriment;
volume of the issuance;

number of intermediaries involved;

growth of the market or sales; and

the average amount invested by each client in the financial instrument.

The type of clients involved in an activity or practice or to whom a financial instrument
is marketed or sold. Under this factor, more detailed elements to be considered could
include, for example:

a.

whether the client is a retail client, professional client or eligible counterparty under
MiFID;

features characterising clients’ skills and abilities, e.g. level of education, experi-
ence 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 tar-
get market or where the target market has not been adequately identified.

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:

a.

b.

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 suitability or overall quality of the instrument or service;

visibility of risks; and

the use of product names or of terminology or other information that imply greater
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Vi.

Vii.

viii.

levels of safety and/or return than are actually possible or likely.

The particular features or underlying components of the financial instrument or transac-
tion including any leverage a product or practice provides. Under this factor, more de-
tailed elements to be considered could include, for example:

a. the leverage inherent in the product;
b. the leverage due to financing;
c. the features of securities financing transactions; and

d. as applicable, the fact that the value of the underlying(s) is (are) no longer available
or reliable

The degree of disparity between expected return or benefit for investors and risk of loss
in relation to the financial instrument, activity or practice. Under this factor, more de-
tailed 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. the risk/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. the bid/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 con-
sidered could include, for example:

a. the use of hidden or secondary charges; and

b. charges that do not reflect the level of service provided.
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iX.

Xi.

Xil.

Xiii.

XiV.

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;

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
practice 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 in-
vestment;

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 el-
ements to be considered could include, for example:

a. the financial situation of the issuer or any guarantor; and
b. the transparency of the situation of the issuer or guarantor.

Whether there was insufficient, or insufficiently reliable, information about a financial
instrument, provided either by the manufacturer or the distributors, to enable market
participants to which it was targeted to form their judgment, taking into account the na-
ture and type of instrument;

Whether the financial instruments or activities pose a high risk to performance of trans-
actions entered into by participants or investors in the market or product in question;

Whether the activities or practices would significantly compromise the integrity of the
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price formation process in the market concerned so that: a) the price or value of the fi-
nancial 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;

xv. Whether the characteristics of financial instruments make them particularly susceptible
to being used for the purposes of financial crime. Under this factor, more detailed ele-
ments to be considered could include, for example whether the characteristics could fa-
vour the use of the financial instruments 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;

xvi. Whether activities or practices pose a particularly high risk to the resilience or smooth
operation of markets and their infrastructure;

xvii. Whether a financial instrument or activity or practice would lead to a significant and arti-
ficial disparity between prices of a derivative and those in the underlying market;

XViii. Whether the financial instrument or practice or activity poses a high risk of disrup-
tion to financial institutions 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,;

xix. The relevance of the distribution of the financial instrument as a funding source for the
issuer;

xX. Whether a product or practice or activity poses particular risks to the market or pay-
ment systems infrastructure, including clearing and settlement and trading systems);
and

xxi. Whether a financial instrument or practice would threaten the investors’ confidence in
the financial system.

4. When considering factors and criteria in relation to a potential threat to the orderly function-
ing and integrity of financial markets or commodity markets and to the stability of the whole
or part of the financial system, criteria listed in items (xii) to (xxi) of paragraph 3 are particu-
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larly relevant.

5. The factors and criteria should not apply cumulatively — that is, not all factors and criteria
would need to be present when ESMA or NCAs are determining whether to intervene. De-
pending on the severity of the issue, it may be that an intervention is justifiable where only
one of these factors or criteria is present.

6. In accordance with the overall conditions for intervention specified under Articles 40and 42
of MiIFIR, ESMA 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 pro-
portionality test is not satisfied.
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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 technical 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 crite-
ria to equity instruments other than shares and any need to develop these standards in light of
market and technological developments.

ESMA was requested to advise the Commission on how to further specify the criteria under
which an equity or a class of equity instrument should be considered liquid in order to en-
sure a uniform application of MiFIR. In particular, ESMA should advise on whether the crite-
ria existing under Article 22 of Commission Regulation (EC) No 1287/2006 for shares are
still adequate and whether these criteria could be extended to equity instruments other than
shares.

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; or
ii. The average daily turnover for the share is not less than €2m.”

Under MiFID I, Article 2(1)(17)(b) defines “liquid market” for the purposes of applying trans-
parency measures to equity and equity-like instruments:

“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;
iii. the average daily turnover for those financial instruments”.

The criteria under Article 2(1)(17)(b) of MiFIR although not setting specific thresholds, repli-
cate the four factors (free float, average daily number of transactions, average daily turnover
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and daily traded) which must be used to determine whether there is a liquid market set un-
der 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 includ-
ing ETFs, certificates and depositary receipts and secondly, it will also drive certain trans-
parency obligations for trading venues as well as the quoting obligations for systematic in-
ternalisers.

5. The definition of “liquid market” has implications for the transparency regime applicable to
shares, depositary receipts, ETFs, certificates and other similar financial instruments.

6. Negotiated transactions: Articles 4 and 5 of MiFIR relate to the waivers for equity and equi-
ty-like instruments. Article 4 imposes different restrictions regarding the price at which a ne-
gotiated 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 reference price waiver and to certain types of negotiated trades. Where there is a
liquid market for an instrument, waivers to pre-trade transparency may apply to negotiated
trades up to limits set under the double volume cap mechanism. However, the double vol-
ume cap mechanism does not apply to negotiated trades in shares, depositary receipts,
ETFs, certificates or other similar financial instruments for which there is no liquid market (or
to transactions subject to conditions other than the current market regardless of the liquidity
of the financial instrument). Therefore, NCAs may grant a waiver from pre-trade transparen-
cy for negotiated transactions in illiquid instruments outside the quantitative limits estab-
lished by the double volume cap mechanism.

7. Quoting obligations for systematic internalisers: Article 14 of MiFIR sets the quoting obliga-
tions 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 con-
tinuous basis for in-struments for which there is a liquid market whereas for illiquid instru-
ments, the obligations are less onerous and systematic internalisers need only disclose
quotes to their clients upon request.

8. In addition, Article 22(2) of the Commission Regulation permits a Member State to override
the criteria defined in the paragraph 1 where the total number of liquid shares in its jurisdic-
tion 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 criteria under Article 22(1), provid-
ing that the total number of shares deemed to be liquid through this route is not more than
five.

Analysis following feedback from stakeholders
Shares
9. As ESMA noted in the CP, the concept of liquid shares is important today under MiFID | and

also under the Short Selling Regulation 236/2012/EC and in considering what should be the
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10.

11.

12.

13.

14.

liquidity thresholds for equities, ESMA has looked at the existing levels under MiFID I. Whilst
noting that the four liquidity criteria under MiFID | are replicated under MiFIR, under MiIFID |
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 | 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 harmonise the regulatory
regime, ESMA noted its view in the CP 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 suf-
ficient number of instruments remain subject to the transparency requirements ESMA stated
that it was also considering lowering 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.

ESMA sought views in the CP on the option to retain or not the discretion permitted to
Member States under Article 22(2) of the Commission Regulation n.1287/2006 to specify
additional shares as being liquid, even if they do not fulfill the criteria, providing that the
number of shares deemed to be liquid through this route is not more than five.

Responses received were equally split among those being in favour of retaining the discre-
tion permitted to Member States under Article 22(2) and those considering that such option
should be removed. Respondents in favour of maintaining the discretion emphasises, on
one side, the positive effects on the overall level of transparency in the EU and, on the oth-
er, the fact that such discretion gives in fact a little bit of lee-way and flexibility in a situation
where liquidity still differs significantly among Member States, thus reducing any potential
negative side effect coming from a “one size fits all” model. On the same grounds, some re-
spondents suggest that the discretion should be applied also to equity-like financial instru-
ments, underlying that such flexibility is especially required for ETF markets.

Those responses suggesting not to retain the discretion permitted in Article 22(2) of Com-
mission Regulation base their view on the grounds of a consistent and objective application
of the regime, based on quantitative measures, for the purpose of harmonization.

Some respondents suggest that when an instrument/class of instruments is notified as liquid
by a Member State, the instrument/class of instrument should be considered liquid across
all member States, to avoid un-level playing field issues.

In light of the responses received, ESMA notes that there are still reasons for allowing
Member States to specify additional financial instruments (equity and equity-like) as being
liquid, even if they do not fulfil the criteria. Therefore, where a Member State would be the
most relevant market in terms of liquidity as defined in Article 26 for fewer than five liquid fi-
nancial instruments (equity and equity-like), the member State shall retain the flexibility, for
shares, DRs, ETF and certificates, to specify the number of liquid financial instruments for
that member State providing that the total is no greater than five (i.e. five instruments for
each type of equity and equity-like instruments). In line with existing MiFID, when an instru-
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15.

16.

17.

18.

19.

ment is notified as liquid by a Member State pursuant to such provision, the instrument
should be considered liquid in all Member States.

In setting the thresholds for equities, ESMA noted the importance of remaining 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, an MTF,
a third country trading venues deemed equivalent or a systematic internaliser unless the
transactions are (1) non-systematic, ad-hoc, irregular and infrequent, or (2) carried out be-
tween eligible and/or professional counterparties and do not contribute to the price discov-
ery process.

Given that systematic internalisers are permitted platforms under the trading obligation for
shares 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 enhanced 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 play-
ing field exists between trading venues and systematic internalisers to the extent possible.

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 I. This may pose challenges, for example, for less liquid shares,
such as those of SMEs, if investment 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 sys-
tematic internaliser regime. This risks leading to a further reduction in liquidity for less liquid
shares.

ESMA is also mindful of the fact that, as highlighted by responses to the consultation, the
definition of liquidity in MIFID Il is not only important for systematic internalisers but also has
implication both on other sections of MiFID Il (e.g. pre-trade transparency waivers, double
volume cap mechanisms, etc.) and on other pieces of EU legislation.

For instance, Article 7(14)(d)* of the CSD Regulation (CSDR) establishes a link between
the definition of liquidity under MIFID II and the buy-in regime under CSDR in case of set-
tlements fails. In this respect, ESMA appreciates that, in case of settlement fails, illiquid in-
struments might be granted a prolonged period of time to obtain the securities and cover the
initial failed settlement. However, ESMA also notes that the exact circumstances under
which the buy-in periods will be prolonged will only be defined in the final RTS on CSDR.

“® Article 7(14)(d) of CSDR: “ESMA shall, in close cooperation with the members of the ESCB, develop draft regulatory technical
standards to specify [...] the circumstances under which the extension period could be prolonged according to asset type and
liquidity of the financial instruments, in accordance with the conditions referred to in point (a) of paragraph 4 taking into account the
criteria for assessing liquidity under Articles 2(1)(7a) of MiFIR [MIFIR determination of ‘liquid market’]”.
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20. 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 shares 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.

21. On this basis, ESMA proposed six scenarios using the liquidity criteria set out in the defini-
tion under Article 2(1)(17)(b) MiFIR but varying the liquidity criteria of size of free float, aver-
age daily number of transactions and average daily turnover (set out under line #1, #2 and
#4 of the below table respectively-changes highlighted in red).

22. In the baseline scenario, ESMA applied the liquidity criteria currently set for shares under
MIFID | and according to Article 22 of the MiFID Implementing Regulation, i.e. a share is
considered to have a liquid market if it is traded daily, the free float is not less than € 500m,
and either the average daily number of transactions in the share is not less than 500 or the

average daily turnover (ADT). For other scenarios, ESMA applied the liquidity criteria on a
cumulative basis.

(#1) Free float (£) [ 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 perday (>=) 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 reguirements 654 587 601 619 605 747 641
representing X% o e total #o 17.83% 16.00% 16.38% 16.87% 16.45% 20.36% 17.47%
Total turno er 1Year for this ca 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
representi »f the total I¥-turn rall shares 94.96% 94.2%% 94.42% 94.50% 94.55% 95.74% 95.02%

ytal tr 1Yearforthis ca 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 forall shares 89.80% B8.49%¢ B8.76% 89.36% B9.37% 52.36% 89.84%

Table 1: Scenarios using the liquidity criteria®’

23. ESMA’s proposal in the CP was to set the liquidity thresholds for equities at the levels pro-
posed under scenario #5:

Free Float Average daily Average daily turn-
Equities number_of transac- over
tions
€ 100,000,000 250 € 1,000,000

Table 2:  Liquidity thresholds for equities

24. ESMA sought views in the CP on the above proposed liquidity thresholds for equities. Re-
sponses received were split reasonably evenly between agreeing with ESMA’s proposed

“T It should be noted that data used for this analysis only included transactions executed on order book on Regulated Markets and
MTFs and, hence, do not include negotiated trades and OTC transactions.
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25.

26.

27.

28.

29.

thresholds and concerns that lowering the thresholds, and in particular the free float criteri-
on, would harm medium and small caps. Consequently, a number of respondents recom-
mended lowering the free float threshold to EUR 200m in line with the SME definition under
Art 4(1)(13) MIFID IlI. A couple of respondents proposed lowering the free float threshold to
EUR 250m, reducing it by 50% from its current level.

ESMA appreciates the concerns raised about the potential harmful impact a lower free float
threshold might have on SME markets. However, it is important to bear in mind that the pro-
posed thresholds will be applied cumulatively and, hence, shares with a free float above
EUR 100,000,000 will not necessarily be captured. Hence, after careful consideration, ES-
MA believes that the proposed thresholds are appropriate for all markets and should be
maintained.

Some responses to the consultation also invite ESMA to provide further clarifications with
respect to the definition of free float. In this regard, ESMA proposes to maintain the defini-
tion of Article 22(4) of MiFID | Implementing Regulation (Commission Regulation (EC) No
1287/2006) and to define free float as the outstanding capital (number of issued shares
times the share price) less the shareholdings exceeding 5% of the total voting rights of the
issuer, unless such interests are held by collective investment undertaking or pension funds.
Voting rights shall be calculated on the basis of all the shares to which voting rights are at-
tached, even if the exercise of such a right is suspended.

For shares that are traded only on MTFs and for which a prospectus is not necessarily
available and, more importantly, to which the major shareholdings regime of the Transpar-
ency Directive does not apply, ESMA has to face the problem that the calculations de-
scribed above for shares admitted to trading on a regulated market cannot easily be per-
formed. ESMA therefore recommends using the market capitalisation as a proxy for the free
float. Taking into account the fact that market capitalisation is usually higher than the actual
free float, ESMA proposes using for those instruments a higher threshold for such “MTF on-
ly” shares. Therefore, in ESMA’s view, those instruments should be deemed to be liquid if
the market capitalisation amounted to at least EUR 200,000,000.

For newly issued instruments, it is proposed to follow the same approach as stipulated
under Article 22(5) and Article 33(3) of MIiFID | Implementing Regulation. According to the
existing Regulation, “before the first admission of a share to trading on a regulated market,
the relevant competent authority for that share shall ensure that estimates are provided, in
respect of that share, of the average daily turnover, the market capitalisation as it will stand
at the start of the first day of trading”.

Building upon this existing framework, ESMA proposes that, until six weeks after its first
admission to trading:

i. A share shall not be considered to have a liquid market if the estimate of the total mar-
ket capitalisation for that share at the start of the first day's trading after that admission
is less than EUR 200,000,000.
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30.

i. Where the estimate of the market capitalisation for that share is EUR 200 million or
more the relevant competent authority shall provide the average daily number of trans-
actions and, for those shares which satisfy the conditions laid down in the table above,
the free float. The liquidity of the share will then be assessed against these estimates.

iii. For shares that are estimated to be liquid shares, the relevant competent authority shall
also provide an estimate of the average value of the orders to be executed so as to de-
termine the standard market size for that share.

The estimates shall relate to the six-week period following admission to trading, or the end
of that period, as applicable, and shall take account of any previous trading history of the
share, as well as that of shares that are considered to have similar characteristics. After this
period, liquidity will be calculated using actual data related to the first four weeks of trading
and on the basis of the methodology described above. For those shares admitted to trading
less than four weeks before the end of the year, calculation should be provided as soon as
practicable and in any case before the end of the six-week period using actual data related
to the first four weeks of trading and on the basis of the methodology described above.

Depositary Receipts

31.

32.

33.

34.

Under Article 4(1)(45) of MiFID Il 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”.

In its CP, ESMA noted that today depositary receipts are traded on trading venues and OTC
and are used by firms located in other jurisdictions to facilitate cross-border trading. For in-
vestors, depositary receipts make securities issued in other countries more accessible and
usually at a lower cost than if the investor were to buy directly 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, in the CP, ESMA stated its opinion that,
generally, depositary receipts are as liquid as the underlying securities. New depositary re-
ceipts 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 was proposing to use for
DRs the same liquidity thresholds as for shares. ESMA notes that a large majority of re-
sponses to the consultation agreed with this proposal which will hence be maintained.

Naturally, whether respondents agreed with the liquidity thresholds ESMA proposed for
depositary receipts depended on their view of whether the thresholds proposed were appro-
priate for equities and so, respondents — as for equities - were fairly evenly split regarding
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whether they agreed with ESMA’s proposed thresholds for DRs or not. However, since ES-
MA has decided to maintain the same thresholds for shares, the same approach should be
followed for depositary receipts and ESMA advises thus the Commission to use the below
thresholds:

Free Float Average daily Average daily turn-
Depositary Re- numbe;igl;];ransac- over
ceipts
€ 100,000,000 250 € 1,000,000

Table 3: Liquidity thresholds depositary receipts

35.

36.

37.

38.

39.

With respect to DRs’ free float, ESMA was suggesting that it could be determined by the
number of shares issued in the issuer's home market. Some respondents agreed with this
preliminary proposal, whereas some others recommended using an assessment independ-
ent of the underlying equity. ESMA notes that although the former approach would present
some advantages, it might turn difficult to implement in practise. For instance, some re-
spondents noted that certain jurisdictions limit foreign ownership which may impact the crea-
tion of new depositary receipts and that the amount of depositary receipts admitted to EU
markets may represent less than 100% of issuer capital in the home market. ESMA believes
that a simpler solution should be favoured and, hence, proposes to use the market capitali-
sation (i.e. number of outstanding units times the price of the DR) of the DRs as an alterna-
tive solution.

It is worth noting that DR’s might use different conversion ratio (e.g. one DR being equiva-
lent to 10 shares) which needs to be taken into account when assessing the liquid of those
instruments. The free float and the average daily turnover already embeds the conversion
ratio in the price of the DR (by no arbitrage the price of the DR will be equal to the share
price times the shares represented by each DR) but not the average daily number of trans-
actions that might be affected by the conversion ratio when different from 1. However, since
the relationship between the number of transactions and the conversion ratio is not be linear
ESMA retains at 250 the average daily number of transactions with no adjustment for the
conversion ratio.

For newly issued instruments, the relevant competent authority for that DR shall ensure that
estimates are provided of the average daily turnover and market capitalisation as it will
stand at the start of the first day of trading.

On this basis, a DR shall not be considered to have a liquid market until six weeks after its
first admission to trading if the estimated market capitalisation for that DR at the start of the
first day's trading after that admission is less than EUR 100,000,000.

Where the estimate of the market capitalisation for that DR is EUR 100 million or more the
relevant competent authority shall provide the average daily number of transactions. The li-
quidity of the DR will then be assessed against all the estimates provided.
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40.

41.

For DRs that are estimated to have a liquid market, the relevant competent authority shall
also provide an estimate of the average value of the orders to be executed so as to deter-
mine the standard market size for those DRs.

As for shares, the estimates shall relate to the six-week period following admission to trad-
ing, or the end of that period, as applicable, and shall take account of any previous trading
history of the DR, as well as that of DRs that are considered to have similar characteristics.
After this period, liquidity will be calculated using actual data related to the first four weeks of
trading and on the basis of the methodology described above. For those DRs admitted to
trading less than four weeks before the end of the year, calculation should be provided as
soon as practicable and in any case before the end of the six-week period using actual data
related to the first four weeks of trading and on the basis of the methodology described
above.

Exchange Traded Funds

42.

43.

44,

45.

Under Article 4(1)(46) of MiFID Il 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 asset value”’.

Today ETFs are not subject to post-trade transparency under MiFID | and therefore obtain-
ing an accurate indication of the volume of ETFs traded in the Union is difficult to gauge.
Equally, ESMA noted in the CP that currently a significant percentage of activity in ETFs is
executed OTC.

As a basis for setting the liquidity thresholds for ETFs, ESMA presented in its CP 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, approx-
imately 70% included in the exercise, are listed on more than one EU RM.

On this basis, ESMA proposed six scenarios using the liquidity criteria set out in the defini-
tion under Article 2(1)(17)(b) of MIFIR but varying the thresholds (see the table below).
However, with regard to the first criterion (i.e. the free float), ESMA stressed that this con-
cept is not suitable for ETFs as it is for shares given the redemption/creation process that is
typical of the ETF market and therefore, ESMA was suggesting to use a de minimis number
of units issued for trading as a proxy for free float for ETFs. The liquidity criteria of average
daily number of transactions and average daily turnover (set out under line #2 and line #4 of
the below table respectively) were therefore the only two parameters varying (changes high-
lighted in red) given the free float criterion was remaining a constant de minimis number of
units.
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46. All respondents agreed that the criterion of free float was not meaningful in the context of
ETFs. The majority of respondents agreed with ESMA’s proposal of setting a de minimus of
100 units as a means of satisfying this criterion on a simple basis. Those who disagreed
with the proposal argued that as free float was not meaningful, it should not be used and/or
that other measures, such as market capitalisation of units issued or assets under man-
agement should be used instead. After due consideration, ESMA believes that its original
proposal of setting a de minimis threshold for the ETF free float criteria (i.e. setting the num-
ber of unit at 100) is still appropriate and, hence, that it should be maintained

(#1) Num of units issued for trading (free float) (>=) 100 100 100 100 100 100
(#2) Average # of trades per day (>=) 500 500 250 100 50 20
(#3) Num of days traded during the 1-year period (>=) 250 250 250 250 250 250
(#4) Average daily turnover (€) (>=) 2,000,000 100,000 2,000,000 1,000,000 500,000 500,000
# of ETFs meeting all the above requirements 11 11 29 71 157 297
representing X% of the total # of ETFs 0.67% 0.67% 1.76% 4.31% 9.54% 18.04%
Total turnover over 1 Year for this category 85,824,546,029 | 85,824,546,029 | 154,617,845,394 | 224,397,972,545 | 279,229,413,072 | 337,162,320,305
representing X% of the total 1Y-turnover for all ETFs 20.84% 20.84% 37.55% 54.49% 67.81% 81.88%
Total num of trades for this category 2,728,596 2,728,596 4,266,558 5,855,459 7,331,746 8,473,073
representing X% of the total number of trades for all ETFs 26.72% 26.72% 41.78% 57.34% 71.80% 82.98%

Table 4:  Scenarios using the liquidity criteria

47. In summary, the key points from the results of the above scenarios were:

For scenario #1, ESMA applied the liquidity criteria currently set for shares under MiFID
| on a cumulative basis (shares traded daily with an average daily number of transac-
tions not less than 500 and an average daily turnover (ADT) 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, eve-
rything 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 turno-
ver.

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.
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48.

Based on the above analysis, ESMA proposed to set the liquidity thresholds for ETFs at the
following levels:

Free Float Average daily Average daily turn-
ETFs (Number of units numbe;igl;];ransac- over
issued for trading)
100 20 500,000

Table 5: Liquidity thresholds for ETFs

49.

50.

51.

The maijority of respondents were sceptical that the preliminary results of ESMA’s ETF data
analysis presented in the CP were sufficiently representative of trading patterns in this mar-
ket. Most of these responses concentrated on the scope of the data used (post-trade data
from EU RMs only excluding negotiated trades and OTC transactions), noting that the OTC
trading in ETFs was substantial and therefore the data sample used represented a too small
proportion of ETF transactions and, hence, was unrepresentative. To provide some context,
a couple of respondents estimated that OTC trading for ETFs was between 70 to 80% with
only a small portion of this volume reported.

Therefore, several respondents considered that the proposed thresholds would classify a
too small number of ETFs as liquid. In the same vein, some pointed out that the liquidity of
ETFs was dependent on the liquidity of its underl