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We are asking for comments on this Consultation Paper by 4 January 2017, except for the Chapter [16],
Supervision manual (SUP), authorisation and approved persons, for which we require comments by
31 October 2016.

You can send them to us using the form on our website at:
www.fca.org.uk/cp16-29-response-form.

Or in writing to:

MIFID Coordination

Markets Policy and International Division
Financial Conduct Authority

25 The North Colonnade

Canary Wharf

London E14 5HS

Telephone: 020 7066 9758
Email: cp16-29@fca.org.uk

We have developed the policy in this consultation paper in the context of the existing UK and EU
regulatory framework. We will keep the proposals under review to assess whether any amendments will
be required due to changes in the UK regulatory framework, including as a result of any negotiations
following the UK's vote to leave the EU. We make all responses to formal consultation available for public
inspection unless the respondent requests otherwise. We will not regard a standard confidentiality
statement in an email message as a request for non-disclosure.

We make all responses to formal consultation available for public inspection unless the respondent
requests otherwise. We will not regard a standard confidentiality statement in an email message as a
request for non-disclosure.

Despite this, we may be asked to disclose a confidential response under the Freedom of Information
Act 2000. We may consult you if we receive such a request. Any decision we make not to disclose the
response is reviewable by the Information Commissioner and the Information Rights Tribunal.

All our publications are available to download from www.fca.org.uk. If you would like to receive this
paper in an alternative format, please call 020 7066 0790 or email publications_graphics@fca.org.uk or
write to Editorial and Digital Department, Financial Conduct Authority, 25 The North Colonnade, Canary
Wharf, London E14 5HS
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Abbreviations used in this document
AIFM Alternative Investment Fund Manager
BoE Bank of England
CA Competent Authority
CASS Client Assets sourcebook
CBA Cost benefit analysis
CESR Committee of European Securities Regulators
ClIs Collective investment scheme
COBS Conduct of Business sourcebook
COLL Collective Investment Schemes sourcebook
Commission European Commission
CcP Consultation Paper
CPM Collective Portfolio Management
CSA Commission Sharing Agreement
CTP Consolidated Tape Provider
DP Discussion Paper
EEA European Economic Area
ECP Eligible Counterparty
EMIR European Market Infrastructure Regulation
EMP Energy Market Participant
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ESMA European Securities and Markets Authority
EU European Union

ETF Exchange Traded Fund

FAMR Financial Advice Market Review
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FEMR Fair and Effective Markets Review

FG Finalised Guidance

FSA Financial Services Authority (predecessor to the FCA)
FSMA Financial Services and Markets Act 2000
FX Foreign Exchange

GEN General Provisions — FCA Handbook

IDD Insurance Distribution Directive

IFA Independent Financial Adviser

IPM Individual Portfolio Management

ITS Implementing Technical Standard

KID PRIIPs Key Information Document

KIID UCITS Key Investor Information Document
MAR Market Conduct Sourcebook
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Markets in Financial Instruments Directive ||
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MiFIR Markets in Financial Instruments Regulation
MTF Multilateral Trading Facility
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1.

Overview

11

1.2

1.3

1.4

Introduction

Following on from Consultation Paper (CP) 15/43 and CP16/19, we are now publishing a third
consultation paper on the UK implementation of the Markets in Financial Instruments Directive
(MIFID) Il. MIFID Il is a package of EU legislation which regulates both retail and wholesale
investment business.

As with our previous proposals on the implementation of MIFID Il we have developed the
policy in this CP in the context of the existing UK and EU regulatory framework. Following
the result of the UK's referendum on its membership of the EU, firms must continue to abide
by their obligations under UK law, including those derived from EU law and continue with
implementation plans for MiFID Il and other pieces of EU financial services legislation that are
due to come into effect in the UK.

This CP is split into two parts. Part | deals with conduct of business issues whilst Part Il deals
with other matters, covering a range of issues not covered in our previous two CPs.

Strengthening investor protection is one of the key aims of MIFID II. This is in line with our
operational objective of ensuring an appropriate degree of protection for consumers. The
changes to the conduct rules between MiFID and MIFID Il pick up on several of the themes of
recent work in the UK on retail and wholesale conduct issues, including:

e Introducing the concept of independent investment advice and requirements for firms
to ensure employees providing investment advice have the necessary knowledge and
competence. These are similar to the requirements of the Retail Distribution Review (RDR).

e New product governance requirements which cover similar ground to our guidance on
the responsibilities of providers and distributors for the fair treatment of customers and to
points raised in recent thematic reviews.'

e Strengthened inducements rules which are consistent with the recent work we have done
on retail financial advisers and inducements.?

e New rules on inducements and the receipt of research which will strengthen transparency
and controls by investment firms over costs of third party research. This will deliver better
outcomes for investors in line with FCA work and publications on the use of dealing
commission since 2012, including our review in 2013-14.2

See for example: https://www.fca.org.uk/static/documents/thematic-reviews/tr15-02.pdf
and http://www.fca.org.uk/static/fca/article-type/thematic%20reviews/tr16-01.pdf.

http://www.fca.org.uk/news/inducements-conflicts-interest-thematic-review-key-findings

Including: http:/Avww.fsa.gov.uk/static/pubs/other/conflicts-of-interest.pdf and
https://www.fca.org.uk/news/dp14-03-the-use-of-dealing-commission-regime

Financial Conduct Authority September 2016 7


https://www.fca.org.uk/static/documents/thematic-reviews/tr15-02.pdf
http://www.fca.org.uk/static/fca/article-type/thematic%20reviews/tr16-01.pdf
http://www.fca.org.uk/news/inducements-conflicts-interest-thematic-review-key-findings
http://www.fsa.gov.uk/static/pubs/other/conflicts-of-interest.pdf
https://www.fca.org.uk/news/dp14-03-the-use-of-dealing-commission-regime

CP16/29

1.5

1.6

1.7

1.8

1.9

1.10

1.1

~N o U b

Markets in Financial Instruments Directive Il Implementation —
Consultation Paper Il

e Enhanced rules on best execution help to address some of the issues we identified in our
2014 thematic review of firms’ implementation of the existing rules.*

We consider that the new framework of conduct rules in MiFID Il will reinforce and strengthen
the retail and wholesale conduct work we have been doing in the UK. Its implementation
should help to ensure that markets work well for consumers.

The Financial Advice Market Review® (FAMR) recommended that, in implementing MiFID II, we
were mindful of proposals to aid firms in delivering streamlined advice. We are confident that
steps both we and the Treasury are taking to transpose and implement MIFID Il are consistent
with the FAMR recommendation.

The Treasury has published a consultation paper® to amend the wording in Article 53 of the
Regulated Activities Order to reflect the definition of a personal recommendation as set out
in the Markets in Financial instruments Directive (MiFID), in line with the recommendation in
FAMR. Depending on the outcome of this consultation, we may need to consider the impact
of any changes on our proposals on inducements.

Insurance-based investments and pensions, and structured deposits
The proposals on conduct in this CP follow up on the issues we raised in Discussion Paper
(DP) 15/3.7 There were two general issues covered in that DP. Firstly, whether we would apply
the MIFID II conduct rules to insurance-based investment business and pensions. Secondly,
whether we would incorporate the MiFID Il rules which apply to the activities of advising on or
selling structured deposits into our Conduct of Business sourcebook (COBS).

There were mixed responses to DP15/3 on the question of applying MIFID Il conduct rules to
insurance-based investment business and pensions. Some respondents felt it was important to
have a single set of rules applying to substitutable types of business. However, some also felt it
would be premature to do so before more details were known of the implementing measures
under the Insurance Distribution Directive (IDD). Others raised concerns about the specific
application of certain MiFID Il rules to insurance-based investment business and pensions, such
as the appropriateness test.

The IDD is due to apply in the first quarter of 2018 shortly after MiFID Il applies. Its implementing
measures are still to be finalised, so we have not proposed applying MiFID Il conduct rules to
insurance-based investment business and pensions in this CP. However, we think there remains
a good case for having a significant degree of consistency of conduct rules across investment
business. While our ability to deliver such consistency will depend on the final shape of the final
IDD implementing measures, we will return to this subject when we consult on implementing
the IDD in 2017.

On structured deposits respondents to DP15/3 were mainly in favour of putting MiFID Il rules
dealing with structured deposits into COBS. This is what the proposals in this CP do. We have
not proposed including the activities of advising on, and selling, structured deposits within the
scope of designated investment business. Rather, we propose applying individual conduct rules
to such activities as required by Article 1(4) of MiFID Il. We also believe that Article 3 firms (this
term is explained in paragraph 1.13) can advise on and sell structured deposits, and, in doing so
should be subjected to the relevant analogous requirements. As such, the issues that arise out
of this are dealt with in the relevant individual chapters in Part | of this CP.

https://www.fca.org.uk/static/documents/thematic-reviews/tr14-13.pdf.
https://www.fca.org.uk/static/fca/documents/famr-final-report.pdf
https://mwww.gov.uk/government/consultations/amending-the-definition-of-financial-advice-consultation
https://www.fca.org.uk/static/documents/discussion-papers/dp15-03.pdf
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Other non-MiFID business

1.12  Rules in COBS cover other non-MiFID business as well as insurance-based investment business
and pensions. This includes business conducted by firms exempt under Article 3, and other
investment business covered by various specialist regimes in COBS 18 including firms when
carrying out collective portfolio management activity.

113  In CP16/19 - see paragraphs 1.17 to 1.23 — we discussed our approach to implementing MiFID I
for firms exempt under Article 3. These are firms providing investment advice and/or receiving
and transmitting client orders in relation to a restricted range of financial instruments, which
do not hold client assets or money and do not do business outside of the UK. MiFID Il requires
that such firms are subjected to ‘at least analogous’ requirements to each of the individual
organisational and conduct requirements listed in Article 3(2)(a) to (c) of MIFID Il and their
corresponding implementing measures.

1.14  In this CP we propose applying the same conduct rules to Article 3 firms as to MiFID investment
firms where the conduct rules are on the list of analogous requirements. We consider that
these requirements, as well as being analogous, have their own benefits in helping to achieve
high standards of conduct. Where conduct rules are not on the list of at least analogous
requirements we make case-by-case decisions on whether to impose new requirements
coming from MIFID Il on Article 3 firms. The issues this approach creates are dealt with in each
of the relevant chapters in Part 1 of this CP. In Part Il of the CP we also make proposals about
taping for Article 3 firms, a systems and controls requirement that is on the list of analogous
requirements that we did not cover in CP16/19.

115 We make some proposals in this CP for non-MiFID business that is not insurance-based
investment or pensions business or investment business undertaken by Article 3 firms. We
indicate in relevant chapters in Part | where we seek to apply MIFID Il standards to this business,
and where we do not.

1.16 A significant number of firms conduct MiFID and non-MiFID designated investment business.
Our proposal not to apply MIFID Il conduct standards to all designated investment business
means that different sets of rules would apply to different aspects of a firm’s business. We
recognise that firms may find it more practical to take a single approach to compliance for closely
connected lines of business notwithstanding the differing regulatory standards. Therefore, if
we decide, post-consultation, to adopt our proposal, firms should be able, as far as is feasible,
to choose to apply a single set of standards based on the higher standards. We will consider
further whether we need to make specific proposals to support this.

Third country firms

1.17 In CP16/19 — see paragraphs 1.13 to 1.16 - we discussed our approach to implementing MiFID |I
for branches of non-European Economic Area firms (third-country firms). We said we would
apply the same conduct rules to these firms as we do to MiFID investment firms to ensure they
are treated no more favourably than branches of EEA firms. The conduct proposals in this CP
for MiFID investment firms therefore also apply to branches of third-country firms.

EU legislation and the Handbook

1.18 A ssignificant part of the conduct rules in MiFID Il are regulations which are directly applicable.
MIFID's implementing directive (Commission Directive 2006/73/EC) has been replaced by a
delegated directive® and a delegated regulation,® with most of the conduct-related implementing
provisions under MiFID Il being found in the delegated regulation. In light of the links between

8 http://ec.europa.eu/finance/securities/docs/isd/mifid/160407-delegated-directive_en.pdf
9 http://ec.europa.eu/finance/securities/docs/isd/mifid/160425-delegated-regulation_en.pdf
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the MIFID Il provisions and the delegated regulation, and the use that a wide range of firms
make of COBS, we propose to copy out various conduct provisions in the delegated regulation
into the Handbook. Some of the provisions in the delegated regulation will apply as rules
to firms conducting non-MiFID business (including Article 3 firms). We explain references to
the delegated regulation in COBS in a proposed new section in the application chapter of
COBS 1.2. We also propose to use this section to ‘translate’ some words and phrases used
in the copied out text to defined Handbook terms for the benefit of firms to whom such
provisions will apply as rules.

In drafting the Handbook we have also in some cases decided that the clearest approach is to
have separate chapters for MiFID and non-MiFID business. This is where we have judged that
to try and combine the provisions in a single chapter would make the application provisions
too complex.

In our previous two CPs we provided a Handbook Guide on how the requirements in EU
legislation are being carried across to UK legislation and the Handbook. We are not doing this
in this CP. We will consider whether to do this in due course and will discuss this with firms and
trade associations during the consultation period.

Under Article 4 of the MIFID implementing directive Member States were able to impose
additional requirements to those under MIFID in certain circumstances. The UK has made a
number of ‘Article 4’ notifications'® to do this. MiFID Il allows certain additional requirements
which have been notified to the Commission under MiFID to be retained and allows, in more
limited circumstances than under MiFID, Member States to notify new additional requirements.

Some of the existing conduct notifications have been overtaken by the revised provisions in
MIFID II, such as that relating to the use of dealing commission. Based on the proposals in this
CP others, such as some of those relating to the RDR, remain relevant. We will be considering
whether we need to make new notifications under MIFID Il. It is possible that this may be
necessary if, for example, we end up going ahead with our proposals on inducements.

Wider UK implementation of MiFID Il

Implementation of MIFID Il also involves changes to UK legislation and changes to the rules
of the Prudential Regulation Authority (PRA). The proposals in this CP are based on the draft
statutory instruments that the Treasury published in its March 2015 CP - these were produced
for the purposes of consultation and both the drafting and policy may be subject to change. The
PRA will publish in due course a Policy Statement which follows on from the policy proposals
in its CP9/16, which covered passporting and algorithmic trading.

Finalising transposition

As part of our transposition work we continue to analyse all of the consequential changes
which need to be made within the Handbook, including to the specialist regimes in COBS. We
think this work will lead to us issuing a further consultation later this year. We will publish a
policy statement covering all aspects of our implementation of MiFID Il in the first half of 2017.

Q1: Do you have comments on the general issues raised in
this overview, such as: the application of MiFID conduct
rules to non-MiFID business; our approach to applying
COBS rules to firms selling and advising on structured
deposits; and our approach to the structure of COBS?

10 http://ec.europa.eu/finance/securities/isd/mifid_implementation/index_en.htm.
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Summary of proposals

1.25 In this CP we seek views on the proposed changes to the Handbook in the areas below, several
of which reflect feedback we received to DP15/3. We split the content into two parts, conduct
of business and other matters:

Part I - Conduct of Business

¢ Inducements, including adviser charging — Our general approach is to implement the
MIFID Il provisions for MiFID business and the MiFID-scope business of Article 3 firms, while
keeping the existing rules in place for non-MiFID business until we implement the IDD. For
retail clients, we propose applying the MiFID Il inducements standards to both independent
and restricted advice, continuing to ban the rebating of inducements, and extending this to
portfolio management. For personal recommendations on retail investment products (RIPs)
to retail clients in the UK, we keep the existing RDR standard set out in the adviser charging
rules, and clarify that it applies to the wider business of providing advice.

* Inducements and research — Given the link in MiFID Il to the inducements rules, we
propose replacing our existing use of dealing commission rules in COBS 11.6 with a new
section in COBS 2 to transpose the MIFID Il rules. We also propose that the MiFID Il rules
should apply to firms carrying out collective portfolio management, which includes UCITS
management companies and Alternative Investment Fund Managers (AIFMs), but who are
not subject to MiFID II.

e Client categorisation — \We propose criteria for the opting up of local authorities (and local
authority pension schemes) from retail client status to elective professional client status.

e Disclosure requirements —\We propose changes to implement the wide variety of disclosure
requirements in MiFID II. These include information about the firm and the products it sells,
disclosure of costs and charges and the provision of periodic reports to clients.

¢ Independence — We propose to apply the MiFID Il independence standard for personal
recommendations to recommendations relating to MiFID financial instruments, structured
deposits and (in relation to retail clients in the UK) non-MiFID RIPs.

e Suitability — We propose to update the current suitability rules in COBS 9 with the changes
required by MIFID Il. The changes will apply to MiFID business and to Article 3 firms carrying
on MIFID business. The current COBS rules will continue to apply to non-MiFID business
pending consultation on implementation of the IDD.

e Appropriateness — MiFID |l extends the products classified as ‘complex’, meaning the
appropriateness test will apply more widely. We are copying out the changes in MiFID I
about the way in which the test operates, including more detailed criteria for determining
whether a product is ‘'non-complex’. We propose applying the revised rules to MiFID
business only.

e Dealing and managing — We propose changes to our existing rules to implement the new
MIFID Il standards across best execution, client order handling, personal transactions and
requirements for investment firms underwriting and placing. We also propose to apply the
MIFID Il enhancements to the best execution rules to firms carrying out collective portfolio
management who are not subject to MiFID II, with some selected exceptions.

¢ Investment research — \We propose to transpose the MiFID Il rules into a single chapter
in COBS.

Financial Conduct Authority September 2016 1
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e Other conduct issues — The requirement for a written basic agreement will now also apply
to professional clients for MiFID business. We give more specific detail of the content of
these agreements. We also propose some further changes in the COBS specialist regimes
chapter for firms carrying out collective portfolio management activity, to make it clearer.

Part Il - Other matters

e Product Governance — We propose to implement product governance provisions in
MIFID I as rules for firms engaged in MiFID business and as guidance for non-MiFID firms
which manufacture or distribute MiFID products.

¢ Knowledge & competence requirements — \We will comply with the European Securities
and Markets Authority (ESMA) guidelines on knowledge and competence and propose
to make small amendments to our Training and Competence (TC) sourcebook and Senior
Management Arrangements, Systems and Controls (SYSC) to reflect this.

¢ Recording of telephone conversations and electronic communications (taping) —
We propose to update our current taping rules with the changes required by MiFID Il. We
are proposing that discretionary investment managers be fully subject to the requirement
to tape, and the taping requirement applies to corporate finance business. Also our view
is that taping should be extended to Article 3 firms but we are open to considering other
proposals to address consumer protection concerns in this area.

e Supervision, authorisation and approved persons — \We propose introduction of a new
Form A to give us information on a firm’s organisational structure and management body.
Unlike our other proposals, the consultation on this closes at the end of October so that we
can have the forms in place when we open the gateway for firms seeking to be authorised
in early 2017.

e Perimeter guidance - \We propose new guidance on scope changes in MiFID Il. These
include foreign exchange derivatives, emission allowances, commodity derivatives and
exemptions for professional firms and commercial firms trading commodity derivatives.

e Consequential changes to the Handbook ——Based on our proposals in CP16/19 on SYSC
and CASS (our Client Assets sourcebook), we propose some conseguential amendments to
the Handbook. We also propose updates to some references in our prudential rules.

Equality and diversity considerations
We have considered the equality and diversity issues that may arise from the proposals in
this consultation.

Overall, we do not consider that the proposals in this consultation paper adversely affect any
of the groups with protected characteristics ie age, disability, sex, marriage or civil partnership,
pregnancy and maternity, race, religion and belief, sexual orientation and gender reassignment.
In fact, the management body provisions of MiFID Il require firms to have targets to increase
the representation of women on management bodies, and to have a policy to ensure the
management body is adequately diverse.

We will continue to consider the equality and diversity implications of the proposals during

the consultation period, and will revisit them when publishing the final rules. In the interim,
we welcome any input to this consultation on these issues.

September 2016 Financial Conduct Authority
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Who does this consultation affect?

1.29  Atthestartof each chapter we state which firms it is most likely to be relevant to. This consultation
affects a wide range of firms that we authorise and recognise (as well as unregulated entities
trading commodity derivatives), particularly:

* banks

e investment firms

e interdealer brokers

e stockbrokers

® investment advisers

e corporate finance firms and venture capital firms

e investment managers, including individual and collective portfolio managers

e financial advisers

e J|ocal authorities

Is this of interest to consumers?

1.30 Each chapter notes the implications for consumers. Consumers have a clear interest in financial
markets that operate fairly and transparently, which is the rationale for the proposals in this
Consultation. Some of the subjects covered, including the conduct of business rules will
be of most concern to consumers. However, the proposals should not adversely affect any
of the groups with protected characteristics. The conduct proposals aim to improve firms’
existing efforts to ensure they act in their clients’ best interests and so may help ensure that
firms consider the needs of vulnerable consumers when these consumers seek to purchase
investment services.

Next steps

What do you need to do next?

1.31  We want to know what you think of our proposals. Please send us comments by 4 January
2017, except for the proposals in Chapter 16, Supervision (SUP), authorisation and approved
persons, where responses should reach us by 31 October 2016.

How?
1.32  Use the online response form on our website or write to us at the address on page 3.

What will we do?

1.33  We will consider your feedback and publish our rules in a Policy Statement in the first half of
2017. We will also publish a further CP, as explained above, on the other Handbook changes
required to implement MiFID II.

Financial Conduct Authority September 2016 13
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2.

Inducements, including adviser charging

2.1

2.2

2.3

Who should read this chapter

Firms conducting MiFID or equivalent third country business, and firms conducting

non-MiFID business (including Article 3 firms)

Consumers and consumer organisations

Introduction
MIFID Il enhances the existing MiFID inducements standards.

e For both independent advisers and portfolio managers (discretionary investment
managers), it bans the receipt and retention of all monetary and non-monetary benefits
from third parties, other than ‘minor non-monetary benefits’, when dealing with retail and
professional clients.

e For all other MiFID investment activities, the existing MiFID implementing directive provisions
are now included in MiFID II. These are substantially similar to the provisions in the MiFID
implementing directive on which our existing core inducements rules in COBS 2.3 are based.

MIFID Il also sets out new implementing provisions. Generally, these focus on:

e acceptable minor non-monetary benefits relating to independent advice and
portfolio management

e what benefits can be considered under the MIFID Il inducement rule for other investment
services to be designed to enhance the quality of the service to clients, and

e record-keeping and disclosure requirements for inducements

The provisions in the MIFID Il delegated directive also set out a bespoke regime to allow
investment firms to receive research without this constituting an inducement. This is also
relevant to our existing ‘use of dealing commission’ rules in COBS 11.6. Our approach to
inducements in relation to research is discussed separately in Chapter 3. This includes setting
out our proposals to apply the new MiFID Il inducements and research provisions to non-MiFID
collective portfolio management activity.

Financial Conduct Authority September 2016 15
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This chapter explains our proposals to amend:

e COBS 2.3 to implement MiFID II's inducement requirements, including the new commission
bans for independent advice and portfolio management

e COBS6.1Aand 6.1B

Existing provisions

Our existing core inducements rules in COBS 2.3 apply to designated investment business
(ie to both MIFID and non-MiFID business, including to business relating to insurance-based
investments), and also to ancillary services provided in relation to MiFID business.

Generally, the payment or receipt of a fee, commission or non-monetary benefit (inducements)
to or from a third party is not allowed unless it:

e is designed to enhance the quality of the service to the client

e does not impair the firm’s compliance with its duty to act honestly, fairly and professionally
in accordance with the best interests of its client, and

e s clearly disclosed to the client

The circumstances in which inducements can be paid or received in relation to most types of
non-MiFID business are less prescriptive.

Payments or benefits which are necessary for the provision of investment services and which
do not impair the firm’s duty to act in the best interest of the client are allowed. These include
custody costs, settlement and exchange fees, regulatory levies or legal fees — which we refer
to as ‘proper fees'.

In addition to the disclosure obligation, the current rules also set out firms' record-keeping
obligations in relation to inducements.

In December 2012, as part of the RDR, we introduced new adviser charging rules in COBS 6
for the retail investment advice market. Building on the inducements regime, these rules were
designed to remove the potential for adviser remuneration to distort the advice that consumers
receive. The rules require that advisers providing advice to retail clients in the UK on RIPs
are remunerated by adviser charges agreed with, and paid by, clients (rather than through
commissions or other types of monetary or non-monetary benefit).

Supervisory work

The MIFID Il inducements rules are also consistent with our extensive recent work on
inducements undertaken in relation to retail financial advisers. In January 2014, we published
our Finalised Guidance ‘Supervising retail investment advice: inducements and conflicts of
interest’ (FG14/1)" which sought to clarify our expectations where behaviours could result in
firms breaching Principle 8 (Conflicts of interest) and the COBS inducements rules.

'FG14/1 — Supervising retail investment advice: inducements and conflicts of interest' (January 2014):
https://www.fca.org.uk/your-fca/documents/finalised-guidance/fg14-01 .
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In 2015, we undertook follow-up supervisiory thematic work. The scope of this work was
wider than the previous work on distribution agreements. We found widespread provision
of non-monetary benefits which appeared to be in breach of our rules and were, in many
cases, excessive. As a result of this work, in April 2016 we published our key findings and
expectations.’

We have also undertaken work over recent years examining the practice of ‘payment for order
flow" (PFOF). As a result of this work, we published Finalised Guidance (FG12/13) in 2012.

Our follow-up supervisory work on PFOF in 2014 found that some poor practices were
continuing in this area, which we reported on in our Thematic Review TR14/13. We consider
that the core MiIFID Il inducements rule is consistent with, and indeed reinforces, our view on
the unacceptability of PFOF arrangements.

Proposals
In DP15/3 we discussed:

e applying a consistent inducements regime to business involving both MIFID financial
instruments and insurance-based investments and pensions

e applying the MIFID Il inducement standard for independent advice also to non-independent
advice, given that our adviser charging and inducements rules currently apply to all
adviser firms

e prohibiting investment advisers from receiving monetary benefits and the rebating of these
to retail clients — in line with our existing RDR rules (COBS 6.1A.4R(2))

e prohibiting discretionary investment managers from receiving monetary benefits from third
parties and rebating them to retail clients

In broad terms, the proposals we are making in this paper involve:

e separating our core inducement rules for MiFID, equivalent third country and Article 3 firm
(optional exemption) business (into a new COBS 2.3A) from other non-MiFID designated
investment business (in COBS 2.3) in light of our current position on the IDD implementing

measures discussed in Chapter 1

e retaining our existing domestic adviser charging rules in COBS 6.1A and 6.1B, and
transposing MiFID II's new inducement bans into the new COBS 2.3A

e for firms providing independent investment advice and portfolio management services to
professional clients, transposing (but not extending) MiFID II's inducements ban

e for firms providing investment advice and portfolio management services to retail clients,
extending MiFID II's inducement ban in three ways:

— firstly, so that it extends to restricted advice as well as independent advice

- secondly, to prohibit the acceptance of commission and benefits rather than their
acceptance and retention (ie to ban rebating of inducements to retail clients), and

12 ‘Inducements and conflicts of interest thematic review: key findings’ (April 2016):

https://www.fca.org.uk/news/inducements-conflicts-interest-thematic-review-key-findings .
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— thirdly, to amend the adviser charging rules by applying the ban to the business of
providing advice rather than only to inducements provided in relation to the provision of
a particular personal recommendation to a client'?

e subjecting Article 3 firms to the same requirements in relation to inducements as MiFID firms
These proposals are discussed further below.

General inducement rule

Although our preference is to retain the wider scope of application of the core inducement
rules to all designated investment business, we are mindful that we will also need to take
account of relevant forthcoming implementing measures, including on inducements, under
the IDD. At this stage, therefore, our general approach is to implement, in a new COBS section
(COBS 2.3A), the MiFID Il inducement provisions for MiFID, equivalent third country and Article 3
firm (optional exemption) business only, and to keep in place the existing COBS 2.3 rules for all
other business until such time as we consult on IDD implementation.

However, we propose clarifying the adviser charging rules by prohibiting acceptance of
non-monetary benefits — but not minor non-monetary benefits —in relation to all RIPs, including
those RIPs that are not MiFID products, and to clarify the application of these rules to the
business of providing advice, rather than just in relation to particular personal recommendations.
These changes are intended to prevent firms seeking to circumvent the RDR rules by claiming
that benefits such as excessive hospitality are not linked to personal recommendations.

For the new COBS section on the MIFID Il inducement provisions for MiFID, equivalent third
country and Article 3 firm (optional exemption) business, we propose transposing:

e the list of acceptable minor non-monetary benefits set out in Article 12(3)(a)-(d) in the
MIFID Il delegated directive, and the associated second paragraph thereof — ‘acceptable
minor non-monetary benefits shall be reasonable and proportionate and of such a scale that
they are unlikely to influence the investment firm’s behaviour in any way that is detrimental
to the interests of the relevant client’ (this will also be reflected in the adviser charging rules)

e the various information and disclosure requirements that firms are required to provide to
their clients

e the record-keeping requirements

In respect of non-monetary benefits which are capable of enhancing the quality of the service
to the client - for the purpose of the rules on independent/restricted advice for retail clients,
independent advice for professional clients, and portfolio management - we propose including
provisions on the quality enhancement conditions relating to fees, commissions and non-
monetary benefits which are designed to enhance the quality of the relevant service to the
client in the context of the general inducement rule in Article 24(9) of MiFID Il and Article 11(2)
and 11(3) of the MIFID Il delegated directive.

We propose including a reference to FG12/13 on PFOF. This will ensure that our expectations
that have already been set out, including in TR14/13, are embedded in the Handbook.

We will delete the existing guidance that provides a link to COBS 11.6 on the use of dealing
commission rules which reminded investment managers of the link with the inducements rules.

13 See also paragraph 1.7 in Chapter 1.
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We will replace it with guidance to provide a link to our transposition of the MiFID Il inducements
and research provisions, which we propose copying out into a separate inducements section
in COBS 2.3B. This will replace our dealing commission rules. We discuss this further in the
next Chapter. The research and inducements requirements are relevant to COBS 2.3A, as they
provide an alternative approach for investment firms to receive third party research without it
constituting an inducement, as long as the provisions are met.

Advice and portfolio management

2.24  With the exception of minor non-monetary benefits, Article 24(7) and Article 24(8) of MIFID Il
restrict, respectively, firms providing either investment advice on an independent basis and/or
portfolio management from accepting and retaining third party inducements. As noted earlier,
we propose also applying the ban to restricted advice and banning rebating for firms providing
such services to retail clients.

2.25 The responses to DP15/3 expressed widespread support for a consistent inducements standard
across all advisers.

2.26  We propose transposing MiFID II's inducement ban for independent advice in a new COBS 2.3A.
In light of the responses to DP15/3, we also propose applying the MiFID Il commission ban to
restricted advice provided to retail clients, in line with our existing national standards (RDR).
Under our proposals, this would apply in relation to MiFID, equivalent third country and Article 3
firm (optional exemption) business — as well as advising on RIPs.

Q2: Do you agree with our proposal to apply the MiFID I
inducement rules for independent advice to all advice
provided to retail clients? If not, please give reasons
why, including evidence as to why, in your view, the
costs of such an approach would outweigh benefits.

2.27  Intransposing MiFID Il's ban on the payment and receipt of commissions and other benefits by
advisers, we also propose reflecting our existing RDR ban on advisers receiving inducements
in relation to advice on RIPs even if they intend to rebate them to retail clients. We propose
extending this to both independent and restricted advice to retail clients (but not professional
clients) for all MiFID products, structured deposits, and for Article 3 firms.

2.28 MIFID Il applies the inducement ban to independent advice provided to professional clients, and
we intend to transpose this new MiFID requirement. However, we do not intend to extend the
inducement ban to restricted advice provided to professional clients. And we do not propose
applying the rebating ban to independent advice provided to professional clients. Such changes
would go beyond both what we currently require and we have not observed a market failure
that would justify an extension of our rules to restricted advice for professional clients. In
effect, firms will be able to accept, but not retain, payments in relation to independent advice
and to receive commissions for restricted advice.

2.29 There was also broad support for prohibiting discretionary investment managers from rebating
inducements to retail clients. We have since considered whether to extend this rebating ban to
portfolio managers when dealing with professional clients, as it may be more practical for firms
and will help to prevent bias in investment decisions. However, we have decided to seek views
first before finalising our policy in this regard.
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Q3: Do you agree with our proposal to ban firms providing
advice or portfolio management services to retail clients
from receiving and rebating monetary benefits to
such clients? If not, please give reasons why, including
evidence as to why, in your view, the costs of such an
approach would outweigh benefits.

Q4: Do you consider that the ban on receiving and
rebating monetary benefits to clients should also
apply to professional clients? If so, please explain
why and provide cost-benefit data. If not, please give
reasons why.

Article 3 firms

2.30 We are of the view that the policy basis for extending MiFID II's inducement ban in relation to
advice to retail clients applies equally to Article 3 firms providing advice. MiFID Il provides that
these firms must be subject to requirements which are ‘at least analogous’ to those in MiFID Il
Article 24(7) (and the relevant implementing measures in the MiFID Il delegated directive),
which bans receipt and retention of all monetary and non-monetary benefits, other than minor
non-monetary benefits, for independent advice. In line with our approach to MiFID firms, we
propose extending this ban to restricted advice provided to retail clients. We also propose that
Article 3 firms should be subject to the restriction on rebating inducements to retail clients.

2.31  Further, we consider that it would be sensible for the core inducement rule set out in MiFID I
Article 24(9), on which the existing COBS 2.3 is based, to apply also to these firms, as these
requirements are important investor protection measures. Therefore, we propose that the new
rules in COBS 2.3A will apply to Article 3 firms.

Q5: Do you agree that we should apply MiFID Il's
requirements in relation to inducements to Article 3
firms? If not, please explain why, and also provide
cost-benefit data to support your explanation.

RDR adviser charging rules

2.32  Notwithstanding the introduction of the new inducement bans in Articles 24(7) and 24(8) of
MIFID II, we propose retaining our existing adviser charging rules (introduced as part of the
RDR) in COBS 6.1A and 6.1B.

2.33 The RDR adviser charging rules in COBS 6.1A and 6.1B:

e Ban firms from accepting or paying commission for all personal recommendations (provided
on either an independent or restricted basis) on RIPs. Some of these are MiFID financial
instruments, and some are not, eg life policies and personal pensions.

e Only apply to advice given to retail clients in the UK (and not professional clients).

e Ban firms from accepting commission even if they intend to rebate it to clients.

2.34 COBS 6.1A.4R currently requires advisory firms, whether providing independent or restricted

advice to retail clients in relation to RIPs, to be paid only though adviser charges agreed by the
client in relation to the provision of a personal recommendation.
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2.35 The RDR adviser charging rules will continue to have a different scope from the MiFID
requirements, and RIPs which fall within MiFID will be subject to both MIFID Il and
RDR requirements.

2.36 However, we propose amending the RDR adviser charging rules to
e clarify that they apply in relation to the wider business of providing investment advice

e confirm that the only types of non-monetary benefit which may be paid and accepted
in relation to advice to retail clients on RIPs (whether MiFID-scope or not) are minor
non-monetary benefits

2.37 This will have the effect, in line with the original objectives of the RDR and our subsequent
guidance, of establishing a regulatory standard that prevents providers from providing benefits
—apart from permitted MIFID Il ‘minor non-monetary benefits’ — to advisory firms that have the
potential to distort the advice that retail clients receive, and therefore distort client outcomes.
The rule changes to COBS 6.1A and COBS 6.1B that give effect to this change are limited to
RIPs. We would welcome views on whether we should also apply the provisions on minor
non-monetary benefits to wider advice to retail clients on MIFID products generally, through
corresponding changes in the new COBS 2.3A for MiFID business.

2.38 Thematic work following the introduction of the RDR has indicated that firms continue to use
various types of payment as a means of securing distribution which we regard as undermining
the spirit of the RDR. While recent follow-up work has demonstrated improvements in this
area, we remain concerned about the potential for advice to be biased as a result of payments
made by distributors.

2.39 In light of this, we propose clarifying in our transposition of MiFID II's inducement ban, and
by amending the existing adviser charging rules, that the inducement ban relating to both
independent and restricted advice should be understood as applying the wider business of
providing advice rather than only to payments made in relation to the provision of a particular
personal recommendation.

Q6: Do you agree with our proposal to extend the MiFID Il
limitation on non-monetary benefits to the wider
business of providing advice in respect of RIPs? If not,
please give reasons why.

Q7: Do you think we should extend the MiFID limitation
on non-monetary benefits to the wider business
of providing advice for all MiFID products, and not
just RIPs? If so, please explain why and provide cost
benefit data.

Structured deposits

2.40 The current inducements rules apply to ‘designated investment business’, which does not
include activities relating to structured deposits. However, MIFID Il includes structured deposits
in its scope, so these products will be subject to the MIFID Il requirements under the new
COBS 2.3A.

2.41 In DP15/3 we asked whether structured deposits should be added to the definition of 'retail

investment product’ for the purpose of independence. The majority of respondents supported
this suggestion. However, we do not propose to make these products subject to the full
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adviser charging rules as this would apply other RDR requirements. For this reason, the rules
on independence will refer to financial instruments, retail investment products and structured
deposits, rather than amending the definition of ‘retail investment product’ to include structured
deposits (see Chapter 6).

Given that we will not amend the Glossary definition of ‘retail investment product’, the adviser
charging rules, including the disclosure requirements, will not apply to structured deposits.
However, advice on, and sales of, these products will be subject to the inducement provisions
in Articles 24(7), (8) and (9) of MIFID Il. We propose to apply these requirements to business
involving advice on structured deposits in the same way as to MiFID financial instruments.

Q8: Do you agree with our proposal not to subject advice on
structured deposits to our existing RDR adviser charging
rules and, instead, to apply only the MiFID Il inducement
requirements to such business? If not, please give
reasons why.

Continued relevance of Finalised Guidance

Given the concerns we found in our supervisory work about hospitality and other benefits being
provided which do not enhance the quality of service to clients, we also propose clarifying our
expectations by including a reference to FG14/1 in the draft rules.

Implications for firms

Independent investment advice

Under our proposals, we will apply the MiFID Il rules (extended to ban rebating) to firms
offering either independent or restricted advice to retail clients. We propose amending the
adviser charging rules to apply the MIFID Il provisions relating to minor non-monetary benefits
to business within the scope of these rules. We also plan to clarify that the commission ban
in COBS 6.1A/6.1B should be understood as applying to the firm’s wider business of providing
advice, so that an activity does not need to relate directly to the provision of a personal
recommendation for these provisions to apply. We do not expect there to be significant impact
on firms that comply with our current rules and guidance on this.

The MIFID Il rules apply equally to retail and to professional clients. For professional clients, we
propose transposing MiFID Il into our Handbook. This is likely to have some impact on firms
that currently provide independent advice to professional clients, thereby restricting the types
of payments they are able to accept from third parties in relation to independent advice.

Portfolio management

We propose that firms that manage portfolios can still accept fees, commissions or monetary
benefits in relation to services provided to professional clients, provided they are rebated to the
client; but that they should not be able to accept and rebate benefits in relation to retail clients.
Non-monetary benefits may not be accepted, unless they are minor or constitute research
that is received in line with Article 13 of MIFID Il delegated directive. We discuss this in the
next Chapter.

General inducement rule

MIFID Il provides more detail about benefits that are considered to enhance the quality of
service provided to clients and augments the disclosure requirements on third party payments.
Otherwise, the MiFID Il inducements regime is broadly consistent with the existing requirements
under COBS 2.3.
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Adding a cross reference to FG12/13 in the new COBS 2.3A will remind firms of our previous
position: that for retail and professional business, we believe PFOF creates a clear conflict of
interest between the clients of the firm and the firm itself, such that these arrangements are
unlikely to be compatible with the inducements rule, and also risks compromising compliance
with best execution rules. We believe that the core MiFID Il inducements rule is consistent with,
and indeed reinforces, our view on the unacceptability of PFOF arrangements.

Implications for consumers

The enhanced inducements standards proposed above are designed to strengthen the protection
of investors. This should ensure that benefits paid and received by firms do not impair their
ability to act in the best interest of their clients. It will also help to ensure that firms providing
advice and portfolio management are not incentivised to make inappropriate product choices.
This is a particularly important investor protection measure because clients rely on providers of
these services to make suitable recommendations or discretionary investment decisions in their
clients’ best interests. The revised standards also seek to improve the information that firms
disclose to their clients about the services they receive.

References
The existing core inducements rules are set out in COBS 2.3.

The adviser charging rules are set out in COBS 6.1A and 6.1B.
The new requirements for inducements are set out in:
o Articles 24(7)-(9) of MIFID II, read together with Recitals 74 to 76

e Articles 11-12 of the MIFID Il delegated directive, read together with Recitals 21 to 25
and 30

These MIFID Il requirements will be transposed in COBS 2.3A.
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3.1

3.2

3.3

3.4

3.5

3.6

Who should read this chapter

Firms conducting MiFID or equivalent third country business which receive research,
in particular portfolio managers and independent investment advisers, and collective
portfolio managers currently subject to our dealing commission rules

Providers of research, including investment banks, brokers and independent
research providers

Introduction

This section is particularly relevant for portfolio managers and firms that provide investment
advice and wish to receive third party research, although it can also apply to other investment
firms. It is also relevant to collective portfolio managers subject to our use of dealing commission
rules through COBS 18.5.

It is also relevant for investment banks and other brokers who both provide research and
offer execution services in relation to MiFID financial instruments. It will also be of interest to
independent research providers.

This section covers our MIFID Il implementation proposals for inducements and research.
This will also involve replacing our current use of dealing commission rules for both MiFID
portfolio managers and non-MiFID collective portfolio managers.

Existing provisions

COBS 11.6 contains our rules on the use of dealing commission. These address the ability of
investment managers to receive certain inducements linked to execution fees paid to brokers
or other third parties, where those costs are passed on to their customers’ funds. It builds on
the general rule on inducements in COBS 2.3.1R.

The rules prevent investment managers from using dealing commissions paid to brokers to
execute orders in equities or equity-related derivatives to acquire any additional goods or
services in return for those charges where they are passed onto their customers’ funds. The
rules provide a limited exemption to this ban, to allow investment managers to acquire third
party goods and services in return for execution charges paid by their clients if they are either
directly related to the execution of trades, or amount to the provision of substantive research.

Those additional goods and services must also reasonably assist the investment manager in
the provision of their services to customers and must not impair a firm’s duty to act in the best
interests of its customers. Investment managers must also make prior and periodic disclosures
to their customers of any dealing commission arrangements they have in place.
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Drivers for change

3.7 Weneedtoimplement the new inducements requirements in MiFID Il and the MIFID Il delegated
directive. These are made up of a general inducement rule for all MiFID firms, alongside stricter
restrictions for firms carrying on MiFID portfolio management activity or providing investment
advice on an independent basis. The European Commission’s Impact Assessment for MIFID ||
specified the need to further restrict inducements in situations where clients place a particular
reliance on a firm to act on their behalf, in order to strengthen investor protection. The MiFID ||
delegated directive includes specific provisions on how MiFID firms may receive third party
research such that it is not deemed to be an inducement, which will therefore be particularly
important to portfolio managers and independent advisers who are otherwise banned from
accepting any inducements except for minor non-monetary benefits.

3.8 We explained in the previous Chapter that MiFID Il inducements requirements for firms
undertaking portfolio management activities go further than both the existing MiFID inducement
rule, and the requirements in COBS 11.6. MiFID Il prohibits firms who provide independent
investment advice or portfolio management services from receiving any inducements in relation
to these services to clients, except for minor non-monetary benefits (Article 24(7) and (8)).

3.9 However, the MIFID Il delegated directive recognises that third party research is an important
input for investment firms. It allows investment firms providing portfolio management, or other
investment or ancillary services, to receive research from third parties in a way that does not
contravene the inducements rules.

3.10 Article 13(1) of the MIFID Il delegated directive states that research received from third parties
shall not be regarded as an inducement for an investment firm if it is received in return for
either of the following:

a. direct payments by the investment firm out of its own resources, or

b. payments from a separate research payment account controlled by the investment firm,
provided a number of conditions relating to the operation of the account are met.

3.11 In order to comply with option (b.) and operate an acceptable Research Payment Account (RPA)
model, a firm must ensure that:

the RPA can only be funded by a specific research charge to the client

they set and regularly assesses a research budget

they are held responsible for the account, and

they regularly assess the quality of research purchased based on robust quality criteria and
its ability to contribute to better investment decisions

3.12  Provisions linked to the research charge further set out that it must:

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 services rendered to its clientsnot
be linked to the volume and/or value of transactions executed on behalf of the clients

3.13 The requirements in Article 13 also include disclosure obligations on firms relating to the

research charge and use of the research budget, requiring both ex ante and ex post disclosures,
and producing a ‘research policy’ to be provided to clients.
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Investment firms can use any operational arrangement to collect charges from clients, as long as
the firm can still meet all of the requirements of Article 13, as emphasised in Recital 27. Further
governance and oversight requirements apply to the RPA as set out in Article 13(5)-13(8). These
are designed to ensure that an RPA is operated by a firm in the best interests of its clients,
and that the firm is fully accountable for the use of additional research, allocating costs to
clients fairly.

Article 13(9) applies a new requirement to investment firms who provide both execution
services and research goods and services to other investment firms (eg investment banks and
other brokers). It includes an obligation that investment firms providing execution services must
identify separate charges that only reflect the cost of executing the transaction, while the
provision of each other benefit or service must be subject to a separately identifiable charge.
The supply of, and charges for, those benefits or services shall not be influenced by or be
conditioned by levels of payment for execution services.

Proposals

In the previous Chapter, we outlined our intended approach to the general inducements rule
and supporting guidance in COBS 2.3A, which concerns our implementation of Article 24(8)
and Article 24(9) MiFID Il and Article 11 and 12 of the MiFID Il delegated directive. This chapter
focuses on our approach to Article 13 of the MiFID Il delegated directive — which includes a
qualified exclusion from the inducements rules for research. We believe this attaches most
closely to our existing rules on the use of dealing commission in COBS 11.6. It addresses our
proposed approach for two main groups of firms:

e MiFID investment firms and firms providing investment advice who may be otherwise
exempt under Article 3

e Non-MiFID firms carrying out collective portfolio management that are currently subject to
our dealing commission rules through COBS 18.5

However, the MIFID Il research and inducements provisions have wider relevance to investment
firms than our current dealing commission rules, which focus on investment managers
(including collective portfolio managers via COBS 18.5). Other investment firms can choose to
comply with Article 13 of the MIFID Il delegated directive in order to receive research without
it constituting an inducement, including investment firms offering independent investment
advice that are also subject to a more restrictive inducements rule in MiFID Il alongside portfolio
managers. It also places requirements on firms who offer execution services alongside the
supply of research (eg sell-side brokers).

For this reason, and due to its integral link to the MIFID Il inducements regime, we propose a
new COBS section 2.3B to implement the provisions on the receipt of research by investment
firms, to place it alongside the main MiFID Il inducements rules in COBS 2.3A. This would replace
COBS 11.6 for investment managers carrying out MiFID portfolio management. We propose to
create a new COBS 2.3C to include the provision and recitals which apply to investment firms
providing execution and research services, since these will be different firms.

The more restricted inducements regime in MiIFID Il also applies broadly to any material third
party benefits received by a firm providing portfolio management services or independent
investment advice involving any MiFID financial instrument. So it also applies more widely than
our current dealing commission rules in COBS 11.6, which only apply to third party benefits
received by investment managers in relation to executing orders on behalf of their customers
in equities or equity-related derivatives.
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Application to MiFID investment firms and firms providing investment advice
3.20 Our proposed approach to transpose the MiFID Il delegated directive in this area for MiFID
investment firms and firms providing investment advice is as follows:

e Transpose the requirement in Article 13(1) in a new COBS 2.3B section that will link to the
new inducements rules (to be copied out in a revised COBS 2.3A). For MiFID firms, the
requirements in Article 13(1) have the following effect:

— For MIFID firms providing portfolio management or independent investment advice,
complying with these provisions will be the only means by which they can receive third
party research in relation to their services to clients without breaching the inducement
rules, unless such research is a minor non-monetary benefit.

— Aside from research, no other material third party non-monetary benefits can be received
by portfolio managers and independent investment advisors under MiFID Il in relation
to these services.'

— For firms providing other MiFID investment services, they may choose to comply with
Article 13(1) in order to receive third party research, but alternatively these firms could
treat it as an inducement and may be able to accept it if they demonstrate it meets the
requirements of Article 24(9) MiFID Il, and Article 11 of the MiFID Il delegated directive.

e Transpose the provisions in Article 13(2-8) setting out the more detailed requirements linked
to the use of an RPA. This will primarily involve minor re-ordering and structuring of certain
provisions to improve clarity and accessibility for firms.

e Transpose as guidance:

— Recital 27, to the extent that it provides additional detail on how firms should operate a
research payment account and collect charges

— Recital 28 on research that can be paid for from research payment accounts, if investment
firms choose to use this option

- A link pointing to guidance in COBS 2.3A that will transpose part of Recital 29,
which provides examples of material that may be considered and accepted as a minor
non-monetary benefit, rather than as research

e Provide guidance on the application of the section to clarify the link between COBS 2.3B
and the inducements rules set out in COBS 2.3A.

e Provide guidance on approaches firms could consider to be compliant with certain aspects
of the inducements and research requirements. We believe this guidance is consistent with
the intention of the MIFID Il reforms and does not create new obligations. The guidance we
propose, which we also discuss further below, covers:

— the level at which budgets should be set to inform the research charges to clients where
firms use an RPA

— the client money treatment of RPAs

14 This means execution-related goods and services, which our existing rules in COBS 11.6 allow to be received as a benefit linked to
execution charges paid to brokers, will no longer be able to be supplied as a benefit linked to execution charges or costs passed on
to the investment managers’ clients.
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— the interaction of the ‘minor’ non-monetary benefits exemption with the requirements
for the receipt of substantive research goods and services

* Provide guidance to indicate to firms the relevant links to provisions copied out in
revised COBS 2.3 on the minor non-monetary benefits exemption (Article 12(2) MiFID |l
delegated directive).

e Retain limited provisions from COBS 11.6 as follows:

— An amended form of COBS 11.6.7G and relevant items listed in 11.6.8G that we
consider do not constitute research.’ This distinction will continue to be relevant to
how investment firms can use a research payment account on behalf of clients, if they
choose to adopt them, under Article 13(1).

— Retain an amended form of COBS 11.6.11G to indicate that firms should not enter
into any arrangements relating to their receipt of research that would compromise their
ability to meet their best execution obligations.

e Create a new record-keeping requirement linked to the new MiFID Il requirements, to ensure
firms can evidence their compliance if seeking to receive research under the new provisions
and so not treat it as an inducement.

e Amend COBS 11.1.3R, which refers to the use of dealing commission and the application
of the chapter, in line with the above changes.

e Delete remaining provisions in COBS 11.6 and remove this section from the dealing and
managing chapter.

e Transpose the new requirement in Article 13(9) into a new section COBS 2.3C. This would
apply to investment firms which offer execution of orders and other goods and services to
other investment firms. \We will also transpose Recital 26 as guidance linked to this provision.

e We will also consider further guidance if stakeholder responses indicate a need for these
(see questions ), or consider new or amended guidance to that proposed above if ESMA
publishes Level 3 material in relation to these aspects of MiFID Il at a later date.

Aspects of the inducements and research rules

Setting budgets for use of RPAs and client-specific research charges

While the MIFID Il delegated directive requires a specific charge to a client based on a research
budget, it does not state that a budget has to be set at an individual portfolio level. So, we
consider firms can set a research budget that applies to a number of client portfolios or funds
where they share similar investment strategies and objectives, such that they can benefit from
the same inputs based on the asset allocation and underlying instruments they can invest, or
are invested, in. This may allow firms to set a budget at a desk-level or strategy level provided
the individual and collective portfolios subject to the budget share sufficiently similar research
needs. A firm may choose to set a top-down, firm-level research budget as part of a process
by which it then sets specific budgets at the level of groups of portfolios based on a bottom
up assessment of research needs.

This does not preclude the possibility that some items specified as not constituting research in any revised guidance could be a
minor non-monetary benefit if an investment firm believes it meets Article 12(2) MiFID Il delegated directive.
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3.22  Firms must ensure the specific charge to a client and the corresponding budget that charge is
contributing towards does actually pay for research which can assist its investment decisions for
the client. Firms should document and be able to justify how they have grouped client portfolios
for this purpose. Firms must have robust systems and controls to ensure a fair allocation of
research costs in the best interests of their individual clients. A group of portfolios for which a
shared budget is set should not be so broad that portfolios with substantively different research
needs are subject to the same budget.

3.23 C(lient-specific charges must still be estimated and disclosed upfront, based on the relevant
pre-set budget. The firm should have a transparent methodology for how they determine a fair
allocation for these purposes. This may involve a pro-rated split of a research budget across the
identified group of client portfolios to derive an estimated charge for each client.

Funding an RPA by collecting charges alongside transaction costs

3.24 Under the MIFID Il RPA regime, in our view using a single RPA to manage each separate research
budget set by the firm would be the most effective way to meet the requirements. MiFID ||
also allows the firm to collect a client research charge alongside a transaction charge or cost.
However, research charges deducted in this way are still required to accrue into a separate RPA
used by the firm for the particular budget that the portfolio is subject to. Operationally, this will
require changes to current Commission Sharing Agreement (CSA) accounts to ensure adequate
control and oversight by the investment firm as required by the RPA structure. We believe any
mechanism linked to transactions must ensure:

e research charges deducted through a broker alongside transaction fees or costs are ceded
(or 'swept’) to an RPA immediately following the associated transaction (eg daily or within
the settlement period for the transaction), although detailed reconciliations may take place
less frequently, eg weekly or monthly

e except when the research charge temporarily passes through an executing broker, an
investment firm’s RPA monies are to be ring-fenced and separately identifiable from the
assets of any third party entity they use to hold and administer the RPA (which can include
a broker), prior to the investment firm instructing payment to a research provider

e payments from the RPA must be made in the name of the investment firm based on their
instructions, and must be fully audited, and

e RPA arrangements allow the investment firm to deduct research charges and manage those
funds in a way that corresponds to the budget set for a group of client portfolios and to
rebate RPA funds to those same clients if significant amounts are unspent at the end of a
budget period

3.25 These features should ensure consistency with requirements for a firm to control and be held
responsible for the RPA, and reduce potential conflicts of interest in managing RPA funds. It will
ensure the investment firm retains a strong behavioural incentive to account for the use of RPA
monies, and not treat it as money already spent or given up to an executing broker. It will create
a clear contrast and step change to practices we have seen in previous supervisory work, where
some firms did not robustly control and scrutinise their use of dealing commission using CSAs.

3.26  While MiFID Il permits an investment firm to collect research charges from their clients alongside
transactions costs or charges, it does not in our view allow brokers providing research to retain
charges directly for the research they provide to the investment firm alongside a transaction
commission paid by that firm’s clients. The research charge must always go to the RPA, and can
then be paid out to the relevant broker. Any payment for research should be justified based on
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a firm’s quality criteria and valuation approach, and corresponding prices offered by providers
for agreed levels of goods and services. It should ensure a procurement process for research
that is separated from execution costs and decisions.

As noted above, we willl review our approach and guidance proposed in this CP, or consider
additional provisions in due course if ESMA publishes Level 3 material in this area.

Research and minor non-monetary benefits

Recital 29 in the MIFID Il Delegated Directive provides an indication of items that may be
considered as minor non-monetary benefits. These include ‘non-substantive material or services
consisting of short term market commentary on the latest economic statistics or company
results for example.” This does not depend on the label attached to such material, but requires
a consideration of the substance of its content. It is for the receiving firm to make their own
assessment, and if material does appear to be substantive, value-added research, and so is
not minor in nature and scale, a firm will need to either pay for it under the new research
requirements or not accept it (where they are subject to the restriction on inducements).

The fact that a provider seeks to label material as ‘'non-substantive’ or as short-term market
commentary or colour, or that it is produced by a particular area of a firm (eg a trading desk),
will not automatically mean that it can be accepted as a minor non-monetary benefit by the
recipient. Research related to fixed income or other non-equity instruments is equally subject to
such considerations and the restriction on material inducements for the relevant firms.

Application to firms carrying out collective portfolio management (CPM)

To retain consistency with our existing approach of applying our use of dealing commission
rules in COBS 11.6 to all forms of investment management activity, we are consulting on the
basis of applying the research and inducements requirements in MiFID Il to MiFID exempt
UK authorised firms carrying out investment management of collective investment schemes,
which includes:

UCITS management companies

full-scope UK AIFMs

small authorised AIFMs and residual collective investment scheme (CIS) operators
® incoming EEA AIFM branches

These firms are currently subject to COBS 11.6 under application provisions set out in COBS 18.5
(within our Specialist Regimes chapter). There is also a cross-reference to the application
provisions in COBS 11.6.2AG. We propose a similar approach in substance based on the new
MIFID Il inducements and research standards. This will involve:

e Creating a new rule in COBS 18.5, and also in proposed new sections COBS 18.5A and
18.5B (see Chapter 12 below). This will restrict small authorised UK AIFMs and residual CIS
operators, full-scope UK AlIFMs and incoming EEA AIFM branches, and UCITS management
companies respectively from receiving inducements related to executing transactions on
behalf of the fund(s) they manage. This rule will then permit an exemption to this restriction
if they either:

— comply with the transposed MIFID Il delegated directive provisions on inducements and

research (new COBS 2.3B), that permits the receipt of research such that it will not be
considered an inducement, or
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— if the inducement is a minor-non monetary benefit meeting the transposed MiFID II
delegated directive provision in COBS 2.3A

e Deleting all references in COBS 18.5 to COBS 11.6, which itself will be deleted

3.32 We also intend to make further modifications to the provisions within COBS 2.3B when applied
to collective portfolio managers to ensure, in particular, that any disclosure requirements are
appropriate in a funds context.

3.33 In addition, as part of COBS 18.5, we also currently turn off certain disclosure requirements
in our dealing commission rules completely for full scope UK AIFMs of internally managed
AlFs. We welcome views from stakeholders in response to this CP on whether a similar
dis-application of certain disclosure aspects where firms use a research payment account under
the new research and inducements provisions may be appropriate for these types of funds. If
responses provide evidence that specific requirements are not proportionate or meaningful for
this type of activity, we will consider creating a rule in COBS 18.5A to modify the application of
aspects of COBS 2.3B accordingly in the final Handbook proposals.

3.34 Sincethisextended application goes beyond the scope of MiFID Il and our legal duty to implement
EU legislation, we have included a CBA on these proposals in Annex 2. However, based on
industry engagement, we think most firms expect this approach. The vast majority who do
both MIFID individual portfolio management and non-MFID collective portfolio management
intend to apply common standards and, accordingly, implement common systems and controls
across their business.

Implications for firms

3.35 In considering MIFID Il reforms and our implementation approach, it is important for firms to
consider the key principles and outcomes these changes are designed to achieve, which are
to ensure:

e investment firms account for third party research as a fixed, predictable cost, not linked to
execution costs or charges or subsidised through other services

e research becomes a core management cost or is fully transparent to underlying investors,
removing the inducement and conflict of interest risk for firms

e a transparent, priced research market emerges where recipients and providers establish
upfront pricing based on agreements linked to the quality and quantity of goods and
services to be supplied, and the expected benefit to investors

3.36  MIFID portfolio managers, independent advisors and collective portfolio managers will need to
change their policies, systems and controls if they currently receive research from third parties
relating to these services to clients, and they wish to continue to receive it. They will need to
make a commercial decision about the approach they take to acquire third party research from
3 January 2018. If they choose to apply a research charge to their clients and use a research
payment account (RPA), they will need to ensure their internal process and controls can meet
the relevant requirements in Article 13 MIFID Il delegated directive (and replicated in our COBS
Handbook). If they choose to pay for research directly, they will need to be able to evidence
this and show that it is not reflected in any execution costs and charges or other fees paid
to brokers.
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For UK investment managers, those who have already adopted best practices in line with our
recent dealing commission review (reported in DP14/3)'® should be well placed to adapt to the
operation of RPAs. For example, the requirement to set a budget for research, and to establish
internal governance procedures to assess the quality of research and value it in the client’s best
interests are similar to our current expectations under COBS 11.6.

UK investment managers will have to extend or establish new arrangements to ensure they can
make payments to receive research when managing and transacting in non-equity or equity
related derivative instruments. Investment firms will need to make a commercial decision as to
whether they pay for this research directly or set up similar ‘research payment accounts’. We
understand that some third party service providers are exploring mechanisms to allow firms to
deduct a research charge from clients alongside a transaction in non-equity instruments, even
though explicit dealing commission charges are not currently used in some markets (instead
transaction costs are included in broker spreads or additional mark ups).

Other firms may have to put in place new processes if they wish to use an RPA mechanism,
including firms providing investment advice. Investment managers and independent advisors
will also need mechanisms to enable them to block the receipt of unsolicited research or other
benefits that would otherwise constitute an inducement in relation to their services to clients.
This will include any benefits an investment manager may currently accept under COBS 11.6
as an execution-related good or service."” If an investment manager does currently accept
execution-related benefits that are not research, then they would need to either:

e (Cease accepting them in relation to their investment management services to clients if they
are material in nature,

e Demonstrate that they are a minor non-monetary benefit (although this is likely to be very
limited in scope), or

e Pay for services with the firm’s own money. The latter approach is consistent with the fact
that execution-related services are likely to be necessary to providing the general service
of portfolio management and so should be treated as a core cost of business for the firm.

Firms who provide both execution and research services will have to identify separate charges
for their services. This means a broker will no longer be able to charge a bundled execution
rate, which the portfolio manager agrees and passes on to their clients as trading costs, in
return for unpriced research goods and services provided as a benefit to the manager. Brokers
may need to review their business model to develop charging models and service agreements
with investment firms for the supply of research, and to adjust their execution costs and
charges accordingly. Having to identify separate charges for discrete services will create more
competitive pressure on firms to justify the value for money of each component.

Execution-only brokers or independent research providers who already have more specialised
businesses should find their ability to compete in their respective markets is improved, since
there will be more specific price points for discrete services.

Discussion Paper 14/3 Discussion on the use of dealing commission regime: Feedback on our thematic supervisory review and policy
debate on the market for research (July 2014).

COBS11.6.3R(3)(c)(i). From our supervisory work, we believe relatively few firms use this exception compared to that for substantive
research, due to the need for an execution-related good or service to have a direct link to a specific transaction and because the
benefit must be provided between the point at which an investment manager makes an investment decision and the conclusion of
the investment transaction(s) (see COBS 11.6.4E).
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We anticipate that operational changes that investment managers, in particular, may need to
make to meet the new MIFID Il approach may be complemented by new services being offered
by third parties. This could include administration of RPAs, which may involve holding RPA
funds on behalf of a portfolio manager, performing basic due diligence on research providers
to confirm they are legitimate, and processing payments. New third party business models may
also include platforms facilitating the distribution, pricing and sale of third party research.'

In DP14/3 we provided a high-level cost benefit and competition analysis based on the prospect
of a possible reform to require investment managers to separate research from execution
arrangements, and encourage pricing of research by sell-side brokers. We concluded from this
analysis that there would be a net benefit to consumers and competition in the investment
management and research sectors, which would outweigh costs or negative impacts.

Implications for consumers
The new MIFID Il inducement standards improve investor protection for customers receiving
portfolio management or independent advice services. This is because they remove the
potential influence that receiving valuable non-monetary benefits from third parties may have
on firms’ execution decisions.

The costs of any external research an investment manager or independent investment advisor
firm chooses to consume will in future be included in upfront charges to the client, which
are more transparent and will better reflect the nature of research as a core component and
cost when making investment decisions or recommendations. An investment firm will have to
clearly account for and justify the benefits to their clients where they charge them for external
research separately.

By extending requirements to collective portfolio management, we are seeking to ensure
investors in funds or other forms of collective investment scheme performing economically
equivalent activities are subject to the same investor protection standards and that cost and
charges are more transparent across different types of portfolios and services. This is consistent
with the commercial models of many asset management firms, whereby individual and collective
portfolios are managed side-by-side, with investment decisions taken for groups of portfolios
and funds together, and also transactions aggregated across portfolios to create benefits from
economies of scale. It will ensure that where a firm carries out both individual and collective
portfolio management, there is no incentive to fund research through dealing commissions
charged to their funds, which may also benefit individual portfolios. This could occur if different
standards were applied and firms wished to avoid paying for research themselves or with more
explicit charges. A common approach also removes scope for competitive distortions in the UK
asset management sector.

Portfolio management services in the EU, in particular, should become more cost-efficient
and price-competitive as a result of MiFID Il reforms. Transaction costs passed on to clients by
portfolio managers or independent advisors, in addition to upfront management or advisory
fees, should fall since they will only reflect the costs of execution or dealing. This will also help
investment firms to better monitor and analyse the quality of execution provided by other
investment firms or venues to which they transmit orders.

Portfolio managers and independent investment advisors, as wholesale consumers, will receive
more transparency on the charges and costs of services provided by brokers and research

We have already seen examples of new intermediary platforms facilitating buy-side access to priced research products or
subscriptions from a range of service providers, which help both buy-side firms to access research on a priced basis and allows
independent providers a distribution channel through which to advertise and sell their products and services.

DP14/3, Chapter 5.
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firms. We expect this to drive improvements in the cost and quality of research, with portfolio
managers and advisors becoming more selective in the research they chose to obtain on behalf
of their clients. A more open, competitive research market should also encourage new entrants
and innovation in pricing and distribution models. This flexibility in provision will ensure
cost-effective access to research is maintained for investment firms of all sizes.

We consider that the MIFID Il reforms will improve the quality of research coverage over time
compared with the current market. This will have a further benefit for corporate issuers, who
are the subject of much third party research produced for the use by portfolio managers to
inform their investment decisions.

Discussion

We think that copying out MIFID Il provisions on how portfolio managers, other MiFID firms,
and firms providing investment advice can receive research under the new inducements
requirements as a new COBS 2.3B section, replacing our UK dealing commission rules in
COBS 11.6 for MiFID investment managers, can help firms to understand the relationship to
the wider MiFID Il inducements rules, and make the new approach clearer given its extended
application beyond investment managers. However, we will copy certain guidance from our
previous dealing commission regime in COBS 11.6 into the new COBS 2.3B section, because we
think it remains relevant under the new MiFID Il inducements and research approach.

Likewise, extending these obligations to collective portfolio managers by new provisions in
COBS 18.5, and signalling this with guidance in COBS 2.3B, will provide a clear structure
for firms.

Setting out obligations for firms providing execution and research services in a separate
COBS 2.3C will ensure the specific application of these provisions is clear.

References
The existing rules are in COBS 11.6 and link to COBS 2.3.

The new MIFID Il requirements on payment for research are set out in:
e Article 24(8) of MiFID II
e Article 13 and Recitals 26-30 of the MIFID Il delegated directive

Draft provisions implementing this proposal are in new COBS 2.3B and COBS 2.3C. Application
provisions to switch on COBS 2.3B for collective portfolio managers will be contained
in COBS 18.5, COBS 18.5A and COBS 18.5B. COBS 2.3B will link to new MIFID Il general
inducement provisions, especially the MiFID Il delegated directive Articles 11 and 12, which will
be transposed into COBS 2.3A.

Questions
Q9: Do you agree with our approach to transpose the
MiFID Il proposals for the receipt of research linked to
the new MiFID Il inducement rules as a new COBS 2.3B?
If not, please state why and provide any suggestions for
an alternative approach.
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Q10:

Q11:

Q12:

Q13:

Q14:

Q15:

Do you agree with our approach to extending the
research and inducements requirements to firms carrying
out collective portfolio management activity? If not,
please give reasons why.

Do you agree with proposals to retain some guidance
provisions from the existing COBS 11.6 in the new
COBS 2.3B section, where they continue to be
relevant under the new proposals? If not, please give
reasons why.

Do you have any views on areas where we have
proposed new guidance provisions to clarify our
interpretation of steps firms could take to ensure
compliance with the new inducements and research
proposals and the detail of the proposals? If not, please
give reasons why and any alternative suggestions.

Do you have any views on whether further guidance
provisions are needed to clarify other aspects of the
new inducements and research proposals and how firms
should interpret and implement changes to comply with
these provisions? If so, please detail specific aspects on
which you think FCA guidance is desirable.

Should we consider any modifications to the
requirements linked to the use of RPAs under the
inducements and research provisions for full scope UK
AIFMs of internally managed AIFs? If so, please provide
details on what modifications we should consider

and why.

Should we apply the new MiFID Il inducements
standards to firms carrying out non-discretionary
portfolio management activity (as defined in our
Handbook glossary), including where they receive third
party research, in the same way as for other types of
portfolio management? Please provide evidence to
support your views.
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Who should read this chapter

Firms conducting MiFID or equivalent third country business, and firms conducting
non-MiFID business, local authorities and other public sector bodies.

Introduction

This chapter outlines our implementation approach to changes to the existing client
categorisation regime introduced by MIFID Il. The MIFID regime uses client ‘categories’ to
recognise that investors have different levels of experience, knowledge and expertise, and it
tailors regulatory protections accordingly.

The financial crisis highlighted limits in the ability of non-retail clients to fully appreciate
investment risks. To address this, MiFID Il introduces a number of key changes to the existing
client categorisation regime. These include the extension of additional conduct of business
requirements to business with Eligible Counterparties (ECPs).

MIFID Il seeks to increase regulatory protections for public bodies, specifying that only certain
types of public body can be categorised as ECPs. It clarifies that elective professional clients will
no longer be able to request treatment as ECPs and introduces new procedural requirements to
be adhered to by firms when opting-up clients to become ECPs (including written confirmation,
investor warnings).

Finally, MiFID Il categorises local authorities as retail clients by default, with the ability to opt-up
to professional client status (“elective professional clients”). We also have discretion to adopt
alternative or additional criteria to assess the expertise and knowledge of local authorities
requesting treatment as professional clients.

The paragraphs below set out our proposed approach to implementation for both MiFID and
non-MiFID scope designated investment business, including where we propose to exercise
discretion with respect to local authorities.

Existing provisions
Our Handbook rules on client categorisation are set out in COBS 3.

The client categorisation rules also apply to non-MiFID scope business, with some exceptions.

For example, the ‘quantitative test’ for opting-up to professional client status in COBS 3.5.3R (2)
does not apply to non-MiFID scope business.
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Currently, national governments, including public bodies that deal with public debt, may
be categorised, for the purposes of carrying out ECP business,?® as per se ECPs under
COBS 3.6.2R(8). National or regional governments, and public bodies that manage public debt,
may be categorised as per se professional clients under COBS 3.5.2R(4).

COBS 3.6.4R(1)(b) allows elective professional clients to opt-up to ECP status for either MiFID or
non-MiFID scope business. COBS 3.6.6R allows firms to obtain the client’s confirmation that it
wishes to be treated as an ECP, either in the form of a general agreement or for each individual
transaction. However, for MiFID scope business, firms must also obtain express confirmation
that the client agrees to be treated as an ECP.

Local authorities are categorised, for the purposes of MiFID scope business, as per se professional
clients where they meet the MiFID Large Undertakings test in COBS 3.5.2R(2). If they do not
satisfy this test, they are categorised as retail clients but may opt-up to professional client status
if they fulfil the ‘opt-up criteria’ in COBS 3.5.3R. For non-MiFID scope business, local authorities
are automatically categorised as per se professional clients under COBS 3.5.2R(3)(f).

Proposals

In line with MiFID II, we will amend COBS 3.6.2R(8) to clarify that only a national government
or a public body dealing with public debt at national level can be categorised as a per se ECP.
We will also amend COBS 3.5.2R(4) to clarify that only a national or regional government or a
public body which manages public debt at national or regional level can be categorised as
a per se professional client.

To give effect to MiFID II's bar on opting-up elective professional clients to ECP status, we intend
to delete COBS 3.6.4R(1)(b). We will also insert new text to implement the new procedural
notification requirements (written confirmation, investor warnings) for firms who opt-up per se
professional clients to ECP status.

To give effect to MIFID II's retail categorisation of local authorities, we intend to delete
COBS 3.5.2AR. We also propose to exercise our discretion to introduce either additional or
alternative quantitative opt-up criteria for local authorities. Under our proposals, firms would
be required to apply the following tests and procedural steps when opting-up local authority
clients to professional client status:

e The qualitative test — firms must undertake an adequate assessment of the expertise,
experience and knowledge of the client to give reasonable assurance in light of the nature
of the transactions or services envisaged, that the client is capable of making his own
investment decisions and understanding the risks involved (COBS 3.5.3R(1))

e A re-calibrated quantitative test (based on COBS 3.5.3R(2)) — the criteria in paragraph (a)
and the criteria in either paragraph (b) or (c) must be satisfied:

- (a) the size of the client’s financial instrument portfolio, defined as including cash
deposits and financial instruments, exceeds £15,000,000

— (b) the client has carried out transactions, in significant size, on the relevant market at
an average frequency of 10 per quarter over the previous four quarters

= (c) the client works or has worked in the financial sector for at least one year in a
professional position, which requires knowledge of the transactions or services envisaged

20 Otherwise, they will be categorised as per se professional clients, as set out later in this paragraph.
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e The procedural requirements in COBS 3.5.3R(3).

We propose to also clarify that the retail categorisation will apply to local authorities who act
as pension fund administrators in the same way as it will to those acting in their main capacity,
ie as treasury managers.2' The first of these refers to the portfolio management activities of
administering entities of the local government pension scheme, the vast majority of which
typically form part of the local authority (on behalf of which it manages staff pension funds).
Accordingly, local authorities acting in this capacity will be able to opt-up under the same
conditions as local authorities acting in their main capacity as treasury managers (as set out in
the previous paragraph).

However, firms will be required to categorise the local authority separately depending on the
capacity in which it is acting (ie either as treasury manager or a pension fund administrator), and
apply the opt-up criteria in paragraph 4.13 separately to each business line. As such, when firms
categorise local authorities acting in their main capacity as treasury managers, the quantitative
test would not include the assets of the pension fund, which should be considered separately.
Equally, when categorising local authorities acting in their capacity as the administrator of a
pension fund, the quantitative test would be applied only to the assets of the pension fund.
So the assets from the treasury management function would not be included within the
quantitative assessment.

Where firms provide MiFID or equivalent third country business to local authorities and
municipalities located in another EU Member State or an EEA State, we propose that firms
should defer to the status of the local authority or municipality as determined by the law or
measures of the EU/EEA state in which that undertaking is established. For example, a UK firm
carrying out business with, for example, a French local authority should categorise the local
authority according to the specific criteria applied in that Member State.

We also propose, as explained in the Discussion section of this chapter below, to extend the
MIFID Il requirements (including in our exercise of discretion) to non-MiFID scope business
including business conducted by Article 3 firms. We propose to apply all of the following to
non-MiFID scope business:

e the narrowing of the scope of clients who can be categorised as ECPs

e the bar on opting-up elective professional clients (including the application of the procedural
notification requirements)

e the re-categorisation and revised opt-up criteria for local authorities (including local
authorities acting as pension fund administrators)

As highlighted above, the client categorisation rules in COBS 3 already generally apply to
non-MiFID scope business, with some limited derogations (see, for example, COBS 18.2.3R in
relation to energy market and oil market activity). The proposals as set out in this chapter will
apply to non-MiFID scope business in the same way as to MiFID scope business.

To extend these proposals to non-MiFID scope business, we will delete COBS 3.5.2AR to ensure
that local authorities can no longer be categorised as per se professional clients for non-MiFID
scope business. Other handbook changes relating to the MiFID Il reforms to the opt-up process
for ECPs and to local authorities will then be applied to both MiFID and non-MiFID scope

In a document issued at the time of the implementation of MiFID the FSA stated that “where a local authority is acting in its
capacity as the administrator of a pension scheme, it is likely to fall under the limb of the definition covering pension funds or their
management companies (COBS 3.6.2R(5))".

September 2016 Financial Conduct Authority



Markets in Financial Instruments Directive Il Implementation —

Consultation Paper Il CP16/29

business. This will include firms which are exempt under Article 3 of MiFID II; namely financial
advisers, corporate finance boutique firms and venture capital firms. For the remaining elements
of the client categorisation regime, application with some exceptions will be retained.

Implications for firms

4.20 As elective professional clients will no longer be able to opt-up to ECP status, firms will have to
re-categorise their ECP clients who have been opted-up from elective professional client status.
Firms will also need to amend their opting-up processes for ECPs to comply with the procedural
notification requirements (ie in the case of per se professional clients only).

4.21  For both MiFID and non-MiFID scope business, the re-calibrated quantitative criteria for local
authorities mean that firms will have to review the categorisation of their existing local authority
clients in order to ascertain what their proper categorisation should be (ie as retail or elective
professional clients).

4.22 Given the differences in the way in which COBS requirements apply to the different client
categories, firms may have to review the broader impact that this change may have on their
business as some clients may need to be re-categorised. This may involve changes to firms'’
internal systems and controls. Those firms with local authority clients who do not meet the
re-calibrated quantitative criteria to become professional clients and which are not authorised
to provide services to retail clients need to consider what permissions they need in order to
continue servicing those clients.

Implications for consumers

4.23 MIFID II's changes to the categories of client who can opt to become ECPs (ie the prohibition
on opting-up elective professional clients) mean that some clients will benefit from additional
regulatory protections if they remain as elective professional clients, although they may be
subject to additional processes from a firm perspective, such as consent procedures. However,
their ability to access financial markets will not be fundamentally affected.

4.24 \We propose to exercise our discretion to apply alternative quantitative criteria to local
authorities. The re-calibrated quantitative threshold (as set out in paragraph 4.13) is specifically
designed to ensure that only smaller, less sophisticated local authorities (such as parish and
town councils acting in their treasury function capacity) are likely to fall below the required
threshold. We believe this threshold will serve to identify local authorities for whom more
complicated financial services may not be appropriate given their level of resources and
potentially lower level of knowledge and expertise, and therefore should be treated as retail,
rather than professional clients. The resultant increased regulatory protections for these local
authorities should reduce the risk of them being sold services or products which they may not
understand, and prevent future cases of local authorities incurring significant losses, as seen in
the recent past. This change should also have the benefit of enhancing investor protections for
local authority treasury reserves.

4.25 The threshold is also intended to ensure that local authorities with the requisite resources and
expertise and knowledge (including local authorities acting as pension fund administrators)
can opt-up to become professional clients. Furthermore, those local authorities who meet the
criteria (as set out in paragraph 4.13) will benefit from added regulatory protections compared
with per se professional clients, since elective professional clients cannot be presumed to possess
the market knowledge and experience comparable to a per se professional client. This proposal
strikes a balance between ensuring local authorities acting on behalf of the beneficiaries of the
Local Government Pension Scheme can access a wide range of investment opportunities, while
providing enhanced regulatory protections compared to their current status.
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Local authorities classified as retail clients may be unable to access the services of certain
investment firms (eg alternative asset managers without retail permissions). This will be mainly
limited to smaller local authorities and more complex products or services, and should not affect
local authorities acting as pension fund administrators. We believe this potential restriction is
proportionate given the likelihood that such local authorities are less sophisticated consumers
(as discussed further below).

Discussion

We share the view underpinning the MIFID Il reforms that elective professional clients should
no longer be eligible to become ECPs, given that a number of important conduct of business
requirements do not apply to ECPs (eg the rule on inducements and the obligation to provide
best execution). Protections such as these are likely to be more important for such clients, who
will be classified as retail clients at the outset, and therefore cannot be presumed to have the
market knowledge and experience comparable to a per se professional client.

There have been significant concerns in recent years with respect to alleged mis-selling involving
local authorities, so we are keen (as set out above) to ensure that only those with the requisite
experience, knowledge and expertise can be treated as professional clients. As is the case with
other client types, the size of a local authority often aligns with its level of knowledge and
expertise. Further, the size of the local authority tends to reflect the resources and facilities it
has available to it (eg to pay for in-house expertise or investment advice). In our view, therefore,
the current portfolio size requirement of €500,000 in point (b) of the standard quantitative
test for elective professional clients is not appropriately calibrated for local authorities; this test
was primarily devised for high-net worth clients and small corporate entities, rendering it a less
meaningful threshold for local authorities, most of which would easily meet it.

The increased portfolio size requirement of £15m is proposed on the basis that £10m typically
reflects the average portfolio size of smaller local authorities. We consider that this threshold
is set at @ more meaningful level, given the relative size of local authorities’ resources. This
requirement, combined with the qualitative test, is aimed at precluding smaller, less sophisticated
local authorities acting in their main capacity as treasury managers from being opted-up
inappropriately. Taken together, these requirements should ensure that local authorities
are properly assessed on both the quantitative and qualitative elements of their profile — a
fundamental building block of the client categorisation regime. We are, however, aware that
this increased portfolio size requirement of £15m may preclude some smaller, less sophisticated
local authorities (eg parish and town councils) from being able to opt-up. In our view, however,
these require more regulatory protection than larger local authorities as they will be less likely
to be able to absorb losses, or have the in-house expertise or the resources available to them to
fully appreciate the risks involved with investing in complicated financial products.

Separate application of the opt-up criteria for local authorities dependent on the capacity in
which they are acting (ie either as treasury managers or as pension fund administrators) is
proposed to ensure that treasury reserve funds and pension reserve funds are not co-mingled
for the purposes of meeting the quantitative test. If this were the case, all local authorities
could opt-up to professional client status based on their pension fund reserves alone, meaning
that small treasury management functions might be inappropriately opted-up.

Our proposal in respect of categorising local authorities located in other EU/EEA States is in line
with the European Commission’s original policy intention, that Member States should be able
to design specific opt-up criteria for local authorities within their territory, given the apparent
differences in local government structures across the EU. Our proposal would ensure that local
authorities across the EU/EEA are categorised by firms in accordance with the criteria deemed
appropriate for local government in the territory in which they are located.
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4.32 Therationale for extending our proposals to non-MiFID scope business is based on our view that
the same regulatory protections should apply to non-MiFID scope as to MiFID scope business.
For example, clients investing in units of a private equity fund with an alternative investment
fund manager (non-MiFID scope) should benefit from the same regulatory protections as
clients investing in a transferable security with a MiFID investment firm (MiFID scope). The same
rationale applies to our decision to extend the quantitative test for opting-up local authorities
to professional client status to non-MiFID scope business.

References
4.33  Existing provisions are set out at: COBS, 3.5.2, COBS 3.5.3, COBS 3.5.7G, COBS 3.6.2,
COBS 3.6.4, COBS 18.2.3, 18.3.3, 18.6.

4.34 The new requirements are as follows:

e Recital 104, Article 24(5), Article 30 (1), Article 30(2), Annex II.1 (1) and (3), and Annex ILII.1,
paragraph 1, 3, 5 & 6 of MiFID |l

e Article 71 of the MiFID Il delegated regulation.

Q16: Do you agree with our approach to revise the
quantitative thresholds as part of the opt-up criteria for
local authorities by introducing a mandatory portfolio
size requirement of £15m? If not, what do you believe
is the appropriate minimum portfolio size requirement,
and why?

Q17: Do you agree with our approach to extend these

proposals to non-MiFID scope business? If not, please
give reasons why.
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5.1

5.2

5.3

5.4

5.5
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Who should read this chapter

Firms conducting MiFID or equivalent third country business, and firms conducting
non-MiFID business (including Article 3 firms).

Consumers and consumer organisations.

Introduction

In this chapter we propose changes to the disclosure rules in the Conduct of Business
sourcebook (COBS). These changes will implement disclosure requirements introduced in the
MIFID Il Directive and reflect the requirements in the MiFID Il delegated regulation.

In this chapter, ‘MIFID business’ refers to MiFID or equivalent third country business, or the
MiFID-related business carried on by Article 3 firms.?? And, ‘non-MiFID business’ means the
business carried on by firms that is not MiFID business, or the MiFID-related business of an
Article 3 firm.

We propose to amend disclosure provisions in the following chapters: GEN 1 (Appropriate
regulator approval and emergencies), COBS 1 (Application), COBS 2 (Conduct of business
obligations), COBS 4 (Communicating with clients, including financial promotions), COBS 6
(Information about the firm, its services and remuneration), COBS 14 (Providing product
information to clients) and COBS 16 (Reporting information to clients). We also propose to
introduce new rules, and new chapters or sections of chapters: COBS 2.2A, COBS 4.5A,
COBS 6.1-A, COBS 14.3A and COBS 16A, which will apply in relation to MiFID business.

Our proposed provisions are designed to ensure appropriate investor protection, provide
information to clients and potential clients, and provide for reporting to clients. We explain the
disclosure requirements applying to firms, in relation to the provision of advice, in Chapter 7.

Building on the regulatory framework introduced by MIFID, the new MiFID Il disclosure
provisions are designed to increase client protections, in particular for non-retail clients. These
changes are needed as the financial crisis demonstrated limits in the ability of certain types of
non-retail client to appreciate investment risks.?>

MIFID Il strengthens the regulatory protections available to professional clients and ECPs. For
professional clients, it applies disclosure requirements that previously only applied in relation to
retail clients. For ECPs, it:

As detailed in CP 16/19, paragraphs 1.17 to 1.23, Article 3 firms are exempt from the need for authorisation as MiFID investment
firms, but will need to comply with some requirements in our Handbook that are ‘at least analogous’ to those applying to MiFID
investment firms.

See MIFID Il recital 104.
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e requires information disclosure in more circumstances than currently, by effectively reducing
the circumstances in which the conduct of business requirements can be dis-applied, as
outlined in Article 30(1)

e applies the information requirements in Article 24(4) and (5) and the reporting obligations
in Article 25(6)

e creates a two-fold obligation on investment firms, in their relationship with ECPs, to act
honestly, fairly and professionally and communicate in a way that is fair, clear and not
misleading, as detailed in Article 30(1), second paragraph

5.7 In this chapter we propose new rules on how firms doing MIFID business must disclose
information to professional clients and ECPs.

5.8 Inline with MIFID II,%* ‘clients’ includes retail clients, professional clients and ECPs. For non-MiFID
business, unless the firm is an Article 3 firm,2*> we are not proposing to alter how the existing
rules apply in relation to professional clients and ECPs.

5.9 Toimplement MiFID I, we introduce or refer to some new requirements in the directly applicable
MIFID Il delegated regulation. These are disclosure requirements that apply in relation to:

e cross-selling/bundled products or services
e some more detailed post-sale reporting requirements
e arevised requirement to retain records for at least five years

5.10 In this chapter, the conduct rules on the list of analogous requirements that we propose to
apply to Article 3 firms are those detailed in MiFID Il Article 24(3), (4) and (5), and Article 25(6).

5.11 Unless the firm is an Article 3 firm carrying on MiFID-scope business, we do not propose to
apply the effect of the new or revised MiFID Il requirements to firms doing non-MiFID business.
However, existing domestic requirements regarding treating customers fairly, post-sale
reporting®® and record-keeping will continue to apply to firms doing non-MiFID business.

Existing provisions
5.12  Our disclosure rules currently require firms to:

e produce ‘fair, clear and not misleading information’
e produce information in a comprehensible format (which may be standardised)

e provide general and specific information about the investment firm, its services financial
instruments, proposed investment strategies and execution venues

24 See MIFID Il Recital 103.

25 An Article 3 firm is a firm that is not a ‘MIiFID investment firm’; it will only be carrying on a more limited range and type of
MiFID-related business, see the conditions in MiFID Il Article 3 which we expect will be transposed into domestic law by Article 4(8)
of the MiFI Regulations. Typically, such firms will be independent financial advisers that do not hold clients assets, corporate finance
firms or venture capital firms.

26 In relation to the provision of periodic statements by non-MiFID firms, in line with the MiFID provisions, we are proposing
exemptions to allow a firm to avoid the need to provide periodic client statements, if they provide clients with access to an online
system containing their statements and the firm has evidence that the client has accessed this online statement at least once during
the previous quarter.

ul
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e provide general and specific information on all costs and associated charges, including
timing and on-going disclosure requirements

e provide information about safeguarding designated investments belonging to clients and
client money

e provide post-sale and periodic reports, and keep records to show reports have been sent

The current disclosure provisions apply differently depending on who receives the information,
and whether or not the disclosure requirement relates to MiFID business. Currently, only a few
disclosure rules apply in relation to ECPs. More rules apply in relation to professional clients,
and most rules are relevant in relation to retail clients. MiFID Il changes this.

When considering the MIFID Il disclosure provisions, following a cost benefit analysis, and
pending finalisation of the IDD implementing measures, we sought to avoid applying these
provisions in full to firms carrying on non-MiFID business. So, given our current proposals, firms
carrying on non-MiFID business should not be subject to significantly different requirements to
those that currently apply. However, where the MiFID Il provisions are identical to, very similar
to, or can be inferred from, existing requirements, we propose to amend rules relevant to
non-MiFID business so they are consistent with the provisions that apply to firms carrying on
MIFID business.

Proposals
In this chapter we propose to:

e |mplementin our rules, and reference, the MiFID Il provisions in Articles 24(3), 24(4) first and
last paragraphs, 24(4)(b) and (c), 24(5), 24(6), 24(11), 25(6) and 30(1) second paragraph.

e Copy out into the Handbook the MIFID II delegated regulation provisions, in Articles 44,
and 46 to 51, on providing information to clients and potential clients, the provisions in
Articles 59 to 63 on reporting obligations to clients, and recital 73. Although these legislative
provisions are directly applicable to MiFID investment firms, in order to provide a coherent
text, they will be copied out in the Handbook.

e Introduce rules, derived from MiFID Il Articles 24(3), 24(4) first and last paragraphs, 24(4)(b)
and (c), 24(5), and 25(6), that will apply to Article 3 firms.

e Amend the application provisions to make it clear which chapter, or section of chapters,
applies in relation to MiFID business, or non-MiFID business.

Information to clients and potential clients

To implement MIFID Il requirements for the provision of information to clients and potential
clients, we propose to amend provisions in COBS as described below (the MIFID Il delegated
regulation provisions are shown in brackets).

Fair, clear and not misleading information requirements (Article 44)

MIFID business

To give effect to MIFID Il Article 24(3) and Article 30(1), second paragraph, COBS 1 and COBS 4
will be amended to refer to the MiFID Il provisions.

For firms doing MIFID business, we propose to introduce a revised COBS 4.2.1R to require

that firms must communicate with ECPs in a way that is fair, clear and not misleading, taking
account of the nature of the eligible counterparty and its business. In relation to these MiFID
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5.20

5.21

5.22

5.23

5.24

investment firms’ communications, we propose to introduce a new COBS 4.5A, to reference
the MIFID Il delegated regulation Article 44(1) to (8) requirements applying when firms
communicate with clients.

Non-MiFID business

For firms doing non-MiFID business, including Article 3 firms, we do not propose to impose
a requirement that these firms communicate with ECPs in a way that is fair, clear and not
misleading, taking account of the nature of the ECP and its business. The existing requirement
in the Principles will continue to apply.?’

The requirement in the MIFID Il delegated regulation Article 44(8), that a firm should not imply
that we endorse or approve the products or services of the firm, is currently detailed in GEN 1.2
(Referring to approval by the appropriate regulator). We propose to amend GEN 1.2 so that it
only applies in relation to non-MiFID business.

For firms doing non-MiFID business, we propose to amend rules in COBS 4.5 and 4.6, to reflect
the MIFID Il delegated regulation Article 44(2) to (7).

The conditions with which firms must comply in order to be fair, clear and not misleading,
and the past and future performance rules, will be amended to align with the text in the
MIFID II, maintaining broadly the same effect as the current provisions. We propose to update:
COBS 4.5.2R (General rule), COBS 4.5.6R (Comparative information), COBS 4.5.7R (Referring
to tax), COBS 4.6.2R (Past performance), COBS 4.6.6R (Simulated past performance) and
COBS 4.6.7R (Future performance).

We propose to introduce some extra detail in the updated rules. For example, a new, specific
requirement regarding the font size to use when prominently indicating relevant risks, a need
for information to be consistently presented in the same language, and a need for information
to be up-to-date and relevant to the means of communication used. However, we consider
that any requirements described in the amended text can already be inferred from the existing
provisions and should not, as such, constitute substantively new requirements for firms in
relation to their non-MiFID business.

Q18: Do you agree with our approach to implementing
the MIFID Il requirements that relate to providing
information to clients?

Q19: Do you agree with the decision not to extend the ‘fair
clear and not misleading’ information requirements to
firms communicating with an eligible counterparty in
relation to non-MiFID business? If not, and you think
that we should extend the fair, clear and not misleading
information requirements to non-MiFID eligible
counterparty business, please provide evidence to
support your view.

General requirements for information to clients, and financial promotions (Article 46)
To implement Article 24(4), first paragraph and (b); and to reflect the related MiFID Il delegated
regulation Articles 46 and 47, we propose amendments to COBS 2, 4, 6 and 14, and the
creation of a new COBS 2.2A, COBS 6.1-A and COBS 14.3A.

27 See Principle 7: Communications with clients.
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Timing of provision of appropriate information

For firms carrying on MiFID business, toimplement the requirement that firms provide appropriate
information ‘in good time’ and refer to ‘all costs and related charges’, (see first paragraph of
Article 24(4)), we propose a new COBS 2.2A (Information disclosure before providing services
(MIFID related provisions)). This will apply in relation to communications to all clients (including
ECPs). This section will also take account of a firm’s right, as detailed in MiFID Il delegated
regulation Article 50(1),%® to agree to a limited application of the requirements applying to the
disclosure of costs and charges to professional client and ECPs.

We propose that COBS 2.2A will require the disclosure of appropriate information, in good
time, to 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. The
information will include appropriate guidance on and warnings of the risks associated with
investments in those instruments or in respect of particular strategies. It will also include
information on whether the financial instrument is intended for retail or professional clients,
taking account of the identified target market of end clients. Further, proposed rules in
COBS 2.2A will detail how firms must provide information to clients on all costs and charges.

For firms doing MIFID business, to reflect the disclosures required by MIFID Il delegated
regulation Articles 46(1) to (4), we propose new provisions in COBS 14.3A (Information about
financial instruments (MiFID related provisions)).

For firms doing non-MiFID business, we propose to update the rules in COBS 6 (Information
about the firm, its services and remuneration) and COBS 14 (Providing product information
to clients). We propose to update: COBS 6.1.4R and COBS 6.1.6R (Information about a firm
and its services), COBS 6.1.11R (Timing of disclosure), COBS 6.1.13R (Medium of disclosure),
COBS 6.1.14R (Keeping the client up to date), COBS 14.3.8R (Product information: form),
COBS 14.3.9R (The timing rules) and COBS 14.3.10R (Keeping the client up-to-date) so they
only apply in relation to non-MiFID business, and when firms communicate with retail clients.

Consistency
For firms doing MIFID business, we copy out the MIFID Il delegated regulation Article 46(5)
in COBS 4.5A.11 EU, which will apply in relation to communications to both clients and ECPs.

For firms doing non-MiFID business, we propose to reflect MiFID Il delegated regulation
Article 46(5) and update COBS 4.5.8R (Consistent financial promotions) so it remains clear that
firms doing this type of business must ensure information in financial promotions is consistent
with any other information provided in the course of carrying on designated investment business.

Direct offer financial promotions

For firms doing MIFID business, we reflect the requirements in MiFID Il delegated regulation
Article 46(6) by amending COBS 4.7.1R. The effect of these changes is to ensure that the
information required by MiFID Il delegated regulation Articles 47 to 50, as relevant, is included
in direct offer financial promotions when received by all types of client.

For firms doing non-MiFID business, the proposed changes to COBS 4.7.1R are not intended to
alter the current position where specific disclosure requirements will only apply in relation to
direct offer financial promotions received by retail clients.

28 Copied out in COBS 6.1-A.2.8 EU
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Information about the investment firm and its services for clients (Article 47)
Detailed disclosure about the firm and its services

For firms doing MIFID business, we propose to implement MiFID Il Article 24(4) and Article 30(1),
first paragraph, and reflect the related detailed requirements in MiFID Il delegated regulation
Article 47(1) to (3) by creating a new chapter, COBS 6.1-A. Provisions in this new chapter will
reproduce the applicable provisions in the MiFID Il delegated regulation. MiFID Il delegated
regulation Article 47(1) lists the general information that must be disclosed to all clients, where
relevant. MiFID Il delegated regulation Article 47(2) and (3) lists the additional information that
must be given when firms provide portfolio management services. As firms do not provide
portfolio management services to ECPs, the portfolio management services requirements will
only apply in relation to retail and professional clients.

Detailed information about the firm and its services is currently required by the existing
COBS 6.1.4R and COBS 6.1.6R. We propose to amend the application of the relevant provisions
in COBS 6.1, so they only apply to firms in relation to non-MiFID business.

Information about financial instruments (Article 48)

For firms carrying on MiFID business, we propose to implement MiFID Il Article 24(4)(b) and
Article 30(1), first paragraph, and reflect the related detailed requirements in MiFID Il delegated
regulation Article 48, by introducing new COBS 14.3A provisions that reproduce the applicable
provisions in the MIFID Il delegated regulation.

The disclosure requirements set out in MiFID Il delegated regulation Article 48, and reproduced
in COBS 14.3A list the information firms must give about the specific investment, including
details of the nature of the investment and its associated risks. In COBS 14.3A, we propose to
introduce guidance? to reflect MiFID Il delegated regulation Recital 69 so it is clear that where
firms are required to provide information to a client before the provision of a service, each
transaction in respect of the same type of financial instrument need not be considered as the
provision of a new or different service.

Our rules®® currently require firms to provide clients with a description of the nature and risks
of designated investments. We propose to amend the application of these rules, to ensure they
apply only in relation to non-MiFID business.

Information about safeguarding client instruments and funds (Article 49)

For firms doing MIFID business, we propose to give effect to MiFID Il Article 24(4) and reflect
the related detailed requirements, in Article 49 of the MiFID Il delegated regulation, that firms
provide clients with information about safeguarding of client financial instruments or client
funds, by referring to Article 49 in COBS 6.1-A.2.6 EU.

For firms doing non-MiFID business, we propose to amend the application of the existing

safeguarding disclosure rule, COBS 6.1.7R, so it applies to firms when they hold financial
instruments or clients funds for retail clients, in relation to non-MiFID business.

Information on costs and associated charges (Article 50)

For firms doing MIFID business, we propose to implement MiFID Il Article 24(4) (c) and second
paragraph, to reflect the related detailed requirements in Article 50 of the MIFID Il delegated

29 COBS 14.3A.6G.
30 See the change being made to COBS 14.3.1R(1) and see also COBS 14.3.2R to 14.3.5R.
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regulation, by introducing new rules in COBS 2.2A, and COBS 6.1-A.2.8 EU. These provisions will
apply in relation to all clients. In relation to firms providing investment services to professional
clients and ECPs, the application of the rules on costs and associated charges disclosure is
limited by Article 50(1) of the MIFID Il delegated regulation. Article 50 will enable a firm doing
MIFID business to agree with these clients to a limited application of the rules on costs and
associated charges disclosure, subject to restrictions.?'

These new provisions introduce new requirements for firms to provide aggregated and on-going
information on all costs and associated charges which go beyond what is currently required.
MIFID investment firms and Article 3 firms (carrying on MiFID-scope business) will be required
to include certain information about the costs and charges, including the cost of advice, where
relevant, the cost of the instrument recommended or marketed, how the client may pay for it,
and the cost of third-party payments.

The new provisions require that all costs and charges, including those in connection with the
investment service and the financial instrument, which are not caused by the occurrence of
underlying market risk, are aggregated. This allows the client to understand the overall cost as
well as the cumulative effect on the return of the investment. Where the client requests it, firms
must also provide an itemised breakdown of costs.

Further, where applicable, firms will need to provide the aggregated information (and itemised
information, if requested) to the client on a regular basis, at least annually, during the lifetime
of the investment.

There are significant differences between the current and new MiFID approaches to disclosing
costs and charges. For example, we currently require firms to disclose the required information
‘in good time’ before the provision of the investment service or financial instrument, unless
otherwise provided for by the rules. The existing rules grant exceptions in relation to transactions
concluded by means of certain distance communications or by use of voice telephony. In
contrast, the new provisions will require point-of-sale disclosure in good time, without any
exceptions applying. Further, the new directly applicable provisions in Article 50(9) require that,
where there is an on-going relationship, post-sale disclosure on a regular, at least annual, basis.

For firms doing non-MiFID business, we do not propose to apply the new MiFID requirements.
So, the existing rules on the provision of information about costs and charges, and the timing
of disclosure,®* will be retained. The relevant application provision will be amended to clarify
that they apply only to these firms, in relation to retail clients.

Q20: Do you agree with our proposal not to extend the
MiFID requirements in relation to costs and charges
to non-MiFID business (that is not the business of an
Article 3 firm)? Do you think there will be difficulties for
firms if they need to comply with different disclosure
requirements in relation to costs and charges for their
MiFID and non-MiFID business?

Technical challenges in providing information on costs and associated charges
In DP15/3 we acknowledged that there were technical challenges relating to the disclosure of
the various costs and charges that may apply, and invited firms to identify these and suggest

Firms cannot agree to limit costs and charges disclosure to: a professional client, when investment advice or portfolio management
services are provided, or when the financial instrument concerned embed a derivative; or to an ECP when, irrespective of the
investment service provided, the financial instruments concerned embed a derivative and the ECP intends to offer them to its clients.

32 See COBS 6.1.9R and COBS 6.1.11R.
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ways we might help address them. The technical challenges, concerns and areas of uncertainty
raised by respondents are discussed below.

Regarding the overriding costs and charges requirement: firms questioned whether it would be
appropriate to provide the information on an on-going basis and whether the different costs
should be aggregated. They also raised concerns about the costs of developing the systems
required to facilitate the disclosure. We appreciate the challenges. However, as these overriding
requirements are outlined in MiFID, these requirements need to be addressed by firms.

Regarding consistency with requirements in other EU legislation: firms were concerned about
the interaction between the MIFID Il costs and charges disclosure, the PRIIPs key information
document (KID) and UCITS key investor information document (KIID). We recognise the
need for consistency between these various disclosures, as they form part of a package of
information given to consumers, and will continue to take a consistent approach to interpreting
requirements to the extent this is possible. However, firms will need to continue to comply with
implemented or directly applicable provisions in EU legislation, as appropriate.

Some firms asked about how forward-looking costs would be disclosed at the point-of-sale
(such as transaction costs and performance fees). Although we may provide guidance on this in
future, at present, firms will need to comply with implemented or directly applicable provisions
in EU legislation, as relevant.

Some firms noted that, for an investment firm to provide some costs and charges information
to a consumer, they would need information from other firms in the value chain. We are notin a
position to compel every firm in the value to chain to provide this information, particularly if they
are not regulated by us (eg a Japanese issuer of securities or US mutual fund). However, we take
the view that cost information is usually available for these investments, even if an investment
firm may need to undertake some work to include this in the aggregated MiFID disclosure, and
require its disclosure from its counterparties. Further, to the extent it is reasonable to do so,
a firm will be able to rely on information provided in writing by another person® in making
its disclosures.

Some firms outlined the need to contextualise the data, outlining the risks of presenting costs in
isolation from risks and rewards. In our view, the relevant provisions do not prevent firms from
contextualising this data providing they do not disguise, obscure or diminish the information
on costs.

Costs and charges in relation to UCITS and PRIIPs (Article 51)

For firms doing MIFID business, we propose to give effect to MiFID Il Article 24(4) and reflect
the related detailed requirements of Article 51 of MIFID Il delegated regulation by creating
a new COBS 14.3A.8EU. This provision will be relevant to firms when distributing units in a
UCITS scheme or PRIIPs. It refers to the interaction of the disclosure requirements in the UCITS
Directive and the PRIIPs Regulation with those in MiFID II. Such firms will need to provide clients
with additional information about other costs and charges related to the product purchase,
which may not have been included in the UCITS KIID or PRIIPs KID, including the costs and
charges relating to their provision of investment services in relation to that product.

33 See COBS 2.4.6R(2)
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Comprehensible information (MiFID Il Article 24(5))

For firms doing MiFID business, we propose to give effect to MiFID Il Article 24(5) and introduce
a new rule in COBS 2.2A.5R, transposing the text of this Article. This rule will apply in relation
to all clients.

MIFID Il Article 24(5) requires firms to provide information (referred to in Article 24 (4) and (9))
in a comprehensible form and in such a manner that clients are reasonably able to understand
the nature and risks of the investment service and of the specific type of financial instrument
that is being offered and, consequently, to take investment decisions on an informed basis.

Article 24(5) also states that we can allow for this information to be presented in a standardised
format. In DP15/3, we invited views on whether we should develop a standardised format for
disclosing costs and charges to retail clients for both point-of-sale and post-sale disclosures.
A number of respondents were in favour of us developing a standardised disclosure as this
might provide greater certainty for firms implementing the requirement and potentially help
retail clients compare costs between different firms. In contrast, other respondents did not
support the development of a standardised disclosure as they felt this could restrict firms'’
ability to design a disclosure that reflected the services they offer, their distribution model
and target clients. Respondents also felt it was important to achieve consistency between the
MIFID Il disclosure requirements and the KID required by the PRIIPs Regulation.

As outlined earlier in this Chapter, we recognise the importance of consistency across the
various disclosures consumers receive, including the MiFID I costs and charges disclosure and
PRIIPs KID. However, we do not consider it appropriate to develop a standardised format for
firms to disclose their costs and charges at the current time. This is in line with our Smarter
Consumer Communications initiative, which gives firms flexibility to develop disclosures that
reflect the needs of their target customers and their business proposition.

In the future, we may reconsider whether it would be appropriate to develop a standardised
costs and charges template. This could reflect, for example, the disclosure requirements being
introduced as part of the IDD for insurance-based investment products. If we were to develop
a standardised template, we would test possible approaches with consumers.

For firms doing non-MiFID business, we propose to amend the application of the current rule*
regarding disclosure of information about the firm, its services and investments, so it only applies
to firms carrying on non-MiFID business. So, for example, in relation to an insurance-based
product, firms will still be required to disclose to retail clients appropriate information in a
comprehensible form and in such a manner that clients are reasonably able to understand the
nature and risks of the investment that is being offered and, consequently to take investment
decisions on an informed basis.

Q21: Do you agree with our proposal not to propose a
standardised format to point-of-sale and post-sale
disclosures? If not please give reasons why.

34 COBS 2.2.1R
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Cross-selling/Bundled products or services (MiFID Il Article 24(11))

In relation to MiFID business, we propose to give effect to MiFID Il Article 24(11) and introduce
a new rule in COBS 6.1-A2, which will transpose its requirements and apply in relation to
all clients.

MIFID Il Article 24(11) introduces a requirement which applies when an investment service is
offered together with another service or product as part of a package or as a condition for
the same agreement or package. In such cases the firms will be required to inform the client
whether it is possible to buy the different components separately and must provide for a
separate account of the costs and charges of each component.

Where risks resulting from such an agreement or package offered to a retail client are likely to
be different from the risks associated with the components taken separately, the investment
firm must provide an adequate description of the different components of the agreement or
package and the way in which their interaction modifies the risks.>*

For firms doing non-MiFID business, we do not propose any rule changes. We consider the
effect of these new MIFID requirements to be in line with the high-level requirements which
currently apply: to treat customers fairly and provide sufficient information.®

ESMA has issued guidelines on cross-selling practices. These guidelines apply from 3 January

2018 - in line with the implementation date of the wider MiFID Il package. We have notified
ESMA of our intention to comply with these guidelines.

Reporting to clients

To implement MIFID Il requirements®” for the provision of adequate reports to clients on the
service provided, we propose to amend provisions in COBS as described below.

Periodic Reports

For firms doing MIFID business, we propose to implement the requirement in MiFID I
Article 25(6), first paragraph, for firms to provide clients with adequate reports in a durable
medium, by introducing a new rule, COBS 16A.1.2R. This rule requires firms to provide
adequate reports that include periodic communications to clients, taking into account the type
and complexity of financial instrument involved and the nature of the service provided to the
client. This should include, where applicable, the costs associated with the transactions and
services undertaken on behalf of the client.

To implement the requirement, in MiFID Il Article 24(4) last paragraph, last sentence, we
propose to introduce a new rule, COBS 2.2A.3R(3). This requires firms to provide clients with
information on cost and charges on a regular basis, at least annually, during the lifetime of
the investment.

See MIFID Il recital 81.
See COBS 4.5.2R(3) in relation to the requirement to provide sufficient information.

MIFID Il Article 24(4) last paragraph, last sentence, Article 25(6), first paragraph and MiFID Il delegated regulation Article 65 to 69
and Article 79.
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Reporting obligations in respect of execution of orders other than for portfolio
management (Article 59)

For firms doing MiFID business, we propose to give effect to MiFID Il Article 25(6) and reflect
the related requirements in Article 59 of the MIFID Il delegated regulation by creating a
new COBS 16A.2.1 EU. This new provision will detail the content and timing of the essential
information that firms, having carried out an order other than for portfolio management, must
give clients post-sale.

For firms doing non-MiFID business, or business relating to UCITS schemes or EEA UCITS
schemes, the existing rules in COBS 16.2 regarding reporting obligations will apply. So, for
example, for non-MiFID business there will be no requirement for firms to send post-sale
notices to professional clients.

Reporting obligations in respect of portfolio management (Article 60)

For firms doing MiFID business, we propose to give effect to MIFID Il Article 25(6) and
reflect the related requirements in Article 60 of the MiFID Il delegated regulation by creating
a new COBS 16A.3.1 EU. This new provision details firms’ reporting obligations when
managing investments.

For firms doing non-MiFID business, we propose to amend the content of COBS 16.3.1R, 16.3.2R
and 16.3.3R so the application of the revised rules has the same effect for firms carrying on
non-MiFID business as they do now. So, in relation to non-MiFID business, firms will need to
provide periodic statements every six months, but not every three months (as is the case with
MIFID business), unless the client requests this. In addition, in line with the MIFID Il provisions,
we are proposing to introduce an exemption to allow a firm doing non-MiFID business to avoid
the need to provide such a statement, so long as they provide clients with access to an online
system containing their up-to-date statements and the firm has evidence that the client has
accessed this online statement at least once during the previous quarter.®

Reporting obligations in respect of eligible counterparties (Article 61)

For firms doing MiFID business, we propose to give effect to MiFID Il Article 25(6) and reflect
the related requirements in Article 61 of the MiFID Il delegated regulation by creating a new
COBS 16A.5.1EU. This will clarify that the provisions reflecting Article 49 (COBS 6.1-A EU) and
Article 59 (COBS 16A.2.1 EU) apply in respect of ECPs, unless firms enter into agreements with
the ECPs to determine the content and timing of reporting (which may be different from the
requirements in relation to retail and professional clients).

Additional reporting obligations for portfolio management or contingent liability
transactions (Article 62)

For firms doing MiFID business, we propose to give effect to MiFID Il Article 25(6) and reflect
the related requirements in Article 62 of the MiFID Il delegated regulation by creating a new
COBS 16A.3.3 EU. These provisions will require firms to report when a client’'s managed
portfolio, or position in leveraged financial instruments or contingent liability transactions,
depreciates by 10%, and thereafter at multiples of 10%. To reflect Recital 96 in the MIFID I
delegated regulation, we propose to introduce a rule, COBS 16A.3.4R, to clarify that, for
portfolio management, a contingent liability transaction should involve any actual or potential
liability for the client that exceeds the cost of acquiring the instrument.

COBS 16.3 applies to a small authorised UK AIFM of an unauthorised AIF which is not a collective investment scheme, as a result of

COBS 18.5.2R. We are currently considering how the proposed amendment to COBS 16.3 will apply to such firms and may make
further modifications in relation to these firms.
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For firms doing non-MiFID business, we propose that the provisions in COBS 16.3.6R will apply
as they do currently. So, reports to retail clients will only be needed when losses exceed any
pre-determined threshold agreed between the firm and the client.

Statements of client financial instrument or client funds (Article 63)

For firms doing MIFID business, we propose to give effect to MIFID Il Article 25(6) and reflect
the related provisions in Article 63 of the MIFID Il delegated regulation by creating a new
COBS 16A.4.1 EU. These provisions will require firms to satisfy disclosure requirements detailed
in Article 63(2)(d) to (f) and give clients statements that contain more information about the
assets held than is currently required.

For firms doing non-MiFID business, we propose that the rules in COBS 16.4 will continue
to apply. These cover the timing and content of statements of client designated investments
or client funds that must be provided. In addition, in line with the MIFID Il provisions, we are
proposing to introduce an exemption to allow a firm doing non-MiFID business to avoid the
need to provide such a statement, so long as they provide clients with access to an online
system containing their up-to-date statements and the firm has evidence that the client has
accessed this online statement at least once during the previous quarter.

Q22: Do you agree with our proposals to amend COBS 16.3
and 16.4 to allow firms doing non-MiFID business to
avoid the need to provide their clients with periodic
statements, so long as clients have accessed their
statements via an on-line system which qualifies as a
durable medium? If not please give reasons why.

Retention of records to show reports sent (Article 72)

For firms doing MIFID business, we propose to give effect to MiFID Il Article 16(6) and reflect
Article 72 of the MIFID Il delegated regulation, in new provisions in SYSC 9. We will refer to
these record-keeping provisions in COBS 16A.6.1G. The new record-keeping requirements are
more detailed; they require firms doing MIFID business to keep records for a period of five years
and, where requested by the FCA, for a period of up to seven years.

For firms doing non-MiFID business, we propose that the record-keeping requirements in
COBS 16.2.7R and COBS 16.3.11R which require firms to retain records for three years will
continue to apply.

Implications for firms
The new disclosure requirements are primarily applicable to firms doing MIFID business. Firms
undertaking non-MiFID business may also be affected in minor ways.

Firms doing MiFID business will be subject to more detailed requirements, when communicating
with professional clients, in line with those currently applying when communicating to retail
clients. These firms will need to amend their disclosures accordingly. Firms will also need to
amend their approach to communicating disclosures to ECPs, to comply with the additional
requirements that will apply.
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Implications for consumers

Retail clients will notice little difference following the application of these revised rules.
However, professional clients and ECPs will notice changes to the quantity and detail of the
disclosure material they receive. We consider that these changes should improve both market
integrity and transparency.

The changes proposed will potentially benefit those professional clients who are less likely to
have in-house expertise or the resources to fully appreciate the risks involved with investing in
complex products.

Discussion

Regarding the limited extension of the MiFID Il rules to non-MiFID business, in some areas we
consider that the same risks tend to apply in the provision of designated investment business,
whether for MiFID or non-MiFID business. For example, investment losses can occur just as
easily through the provision of an insurance-based investment product (non-MiFID) as with
a transferable security (MiFID). Alleged mis-selling has occurred in relation to both MiFID and
non-MiFID products, and has even extended to simpler products such as fixed-term deposits.

However, in most areas we are not convinced of the need to extend the MIFID approach
beyond the scope of MIFID. So, unless the new MiFID provisions have broadly the same effect
as existing non-MiFID provisions, we are not applying them more widely.

References

Existing provisions are set out at: GEN 1.2, COBS 1.1.2R and COBS 1, Annex 1, Part 1,
COBS 2.2.1R, COBS 4.2, 4.5 and 4.6, COBS 6.1.7R, 6.1.8R, 6.1.9R, 6.1.11R, 6.1.18R, COBS 16.2.

The new requirements are:

e Recitals 72, 103 and 104, Articles 16(6), 24(3), 24(4), 24(5), 24(6), 24(11), 25(6), 30(1),
Annex Il (1) (3) and Annex Il (2), paragraph 1, 3, 5 & 6, of MiFID II.

e Recitals 69 and 96, Articles 44, 46 — 51, 59-63, 72, 78, and Annex | of the MIFID ||
delegated regulation.
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6.

Independence

6.1

6.2

6.3

6.4

Who should read this chapter

Firms conducting MIFID or equivalent third country business and firms conducting

non-MiFID business (including Article 3 firms) which provide personal recommendations
to either retail or professional clients.

Consumers and consumer organisations.

Introduction

While the concept of independent advice has been a feature of the UK advice market for
many years, MiFID Il introduces a European-wide standard for ‘independent advice’ for the first
time. This sets out that firms describing their advice as independent must assess a sufficient
range of financial instruments. The instruments must be sufficiently diverse in terms of their
type and issuers or product providers to ensure they suitably meet the client’s objectives,
and not be limited to investments issued or provided by closely linked entities. In DP15/3 we
explored the MIFID Il requirements against our existing independence standard and asked for
feedback on the most appropriate way to incorporate the requirements into our Conduct of
Business sourcebook.

In this chapter we provide an overview of the feedback we received and set out our Handbook
proposals in this area. In contrast to some other sections of this CP, we address the non-MiFID
policy issues here, rather than waiting for further clarification of the requirements under the IDD
(see the general discussion of this issue in the Overview). This is because independent advisers
may look across both MiFID and non-MIFID products when making personal recommendations
and so we believe for this issue in particular it is preferable to take a cohesive approach.

Existing Provisions

The RDR introduced the UK'’s current definition of independent advice at the end of 2012. The
aim was to ensure that independent advice was genuinely free from bias towards particular
products or any restrictions that would limit the range of solutions that firms could recommend
to their clients. This means that when providing independent advice, a firm should not be
restricted by product provider and should be able to objectively consider all types of RIPs which
can meet the investment needs and objectives of a retail client.

The current UK independence standard applies to firms making personal recommendations to
retail clients in the UK on RIPs. In DP15/3 we explained how RIPs include investment products
both in scope of MIFID Il (structured products and UCITS), and some products outside scope
(insurance-based investments and personal pensions).
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Proposals

We propose to implement the MiFID Il independence standard for personal recommendations
to retail clients in the UK for both MIFID financial instruments and structured deposits and for
non-MiFID RIPs (such as insurance-based investments and personal pensions). For professional
clients and, where relevant, retail clients outside the UK (who are currently not covered by the
RDR independence standard), we propose to apply only what is required by MiFID Il. This is the
MiFID independence standard on financial instruments and structured deposits only.

We are also proposing to include guidance to clarify our expectations of what the MIFID
standard means to help firms demonstrate that they are meeting the standard and ensure
firms interpret it consistently. For example, we propose guidance confirming that since the
assessment conducted by an independent firm must ensure that the client’s objectives can
be suitably met, a firm providing independent advice should be in a position to advise on all
product types within the scope of the market on which it provides advice. It will not, however,
be necessary for firms to assess every single product available on the market. A firm not
specialising in a particular market would generally be expected to be in a position to consider
all financial instruments, structured deposits and other non-MiFID RIPs which would be capable
of meeting the investment objectives of its retail clients.

Finally, for advice that falls outside the scope of MiFID II, with certain limited exceptions, we
propose to apply as rules the provisions of the MiFID Il delegated regulation. This will be relevant
to, amongst others, non-MiFID (including Article 3) firms and MiFID firms providing advice to
retail clients on RIPs which are not financial instruments. We propose to apply the provisions of
the MIFID Il delegated regulation in this way where:

e we consider that they are needed to clarify or substantiate the requirements of the
independence standard in MiFID Il which we are adopting, or

e are otherwise consistent with our current rules and guidance.

Implications for firms

We do not expect there to be any widespread, significant implications for firms arising from the
implementation of MiFID II's independence standard. However, we consider that this may allow
some ‘independent’ advisory firms to narrow the scope of advice they offer more often and
provide more specialist or specific advice (provided this is made clear to consumers).

Also, some firms which provide both independent and non-independent or ‘restricted’ advice
(on MIFID financial instruments) need to consider any changes they should make to comply
with MIFID’s organisational requirements. This is particularly the case in relation to MiFID’s
prohibition on individual advisers providing both independent and non-independent advice.

Implications for consumers
We do not expect there to be any material differences in the protections afforded to consumers.
This is because the new regime is similar to our existing domestic rules and guidance.

Discussion

As explained above, MIFID Il introduces a standard for independent advice which requires firms
to assess a sufficient range of financial instruments. These instruments must be sufficiently
diverse in their type and issuers or product providers, to ensure the client’s objectives can be
suitably met.

Under the UK’s RDR standard, to be considered ‘independent’, firms’ recommendations to
retail clients in the UK must be based on a comprehensive and fair analysis of the ‘relevant
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market’. To meet this standard we generally expect independent firms to consider all RIPs that
can meet the investment needs and objectives of a retail client. The Glossary defines those
products which constitute RIPs.3°

6.13 In DP15/3 we asked:

e Q13..'Doyou consider that MiFID IlI's standard of independent advice is different, in practice,
to the UK’s RDR standard?”

6.14 Responses were mixed. Some respondents felt there was a difference, with the UK standard
being more onerous. Others believed that the two standards would lead to similar outcomes.
Overall, a majority felt that the MIFID Il standard was preferable. Respondents considered that
the current RDR definition was difficult to achieve in practice because it was not practicable
to consider all types of products that may be suitable for a particular retail client. Therefore
the MIFID independence standard was regarded by many respondents as more realistic or
closer to the common meaning of independent than the RDR standard. Some respondents
also believed that the MIFID standard was more closely linked to consumers’ understanding of
independence — ie being ‘independent of influence’ — rather than reflecting the extent of the
range of products/providers considered by an adviser.

6.15 However, some felt that another change to independence should be avoided and so
recommended maintaining the RDR definition. A few respondents thought that the MiFID
standard of ‘sufficient’ range of products and providers would need guidance to help firms
understand their obligations. A number of stakeholders called for a consistent approach and
felt that it could be confusing to have different definitions of independence for different types
of investments (for example between RIPs and shares, bonds etc.).

6.16 The current UK independence requirements apply to advice on RIPs, which include some
products outside of the scope of MiFID (eg pensions and insurance-based investments). The
MIFID Il independence requirements also apply to advice on shares, bonds, derivatives and
structured deposits — which are all currently outside of the scope of our RIP definition (and
hence outside of our current independence rules). Therefore in the DP we asked:

e Q14.. 'How should we implement MiFID II's requirement to develop an independence
standard for advice on shares, bonds and derivatives?..’

6.17 There was some agreement that it would not be proportionate to include shares, bonds and
derivatives within the RDR definition of independence. This was due to the burden on advisers
for example in significant additional search costs, without being clear on the detriment it
would mitigate.

6.18 A number of respondents supported replicating the RDR model and devising a basket of
relevant products. Some respondents reiterated the problem of having different standards for
different product types and the potential confusion it could cause.

Policy options considered
6.19 We have considered the case for retaining the RDR ‘comprehensive and fair’ assessment of
RIPs for independent advice to retail clients in the UK. However, as highlighted in the earlier

39 RIPs are (a) a life policy; or (b) a unit; or (c) a stakeholder pension scheme (including a group stakeholder pension scheme); or (d)
a personal pension scheme (including a group personal pension scheme); or (e) an interest in an investment trust savings scheme;
or (f) a security in an investment trust; or (g) any other designated investment which offers exposure to underlying financial assets,
in a packaged form which modifies that exposure when compared with a direct holding in the financial asset; or (h) a structured
capital-at-risk product; whether or not any of (a) to (h) are held within an ISA or a CTF.
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Discussion Paper, for shares, bonds and derivatives we do not believe that adding them to
our definition of RIPs and requiring a ‘comprehensive and fair’ assessment (ie the current UK
standard) would be proportionate.

So we have also considered whether alternatively, it would make sense to have two different
standards in place. These would be both the RDR’s standard for independent investment
advice on RIPs to retail clients; and the MIFID Il standard for independent advice on shares,
bonds, derivatives, and for advice on all MiFID investment products to professional clients. This
alternative solution would specify two, near identical standards for independence in COBS, one
for MiFID products and one for non-MiFID products. Our view is this would be likely to add
complexity and confusion for consumers and create significant uncertainty for no clear benefit,
particularly given the extent of the similarity between the standards.

Comparison of RDR and MiFID Il standards

Following the publication of the MiFID Il delegated regulation, our view is that the MiFID Il and
RDR independence standards are broadly consistent in terms of overall approach, regulatory
objective and intended outcome. We explain our reasons for this below.

The two limbs of the RDR standard are that, in order to hold itself out as independent, a firm's
personal recommendations must be:

e based on a comprehensive and fair analysis of the relevant market
e unbiased and unrestricted

Comprehensive and fair analysis

The MIFID Il Directive sets out that an investment firm providing independent advice will have
to ‘assess a sufficient range of financial instruments available on the market which must 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’. Before an adviser has had an initial
discussion with a client, the firm does not know what that client’s objectives, needs or
circumstances might be. A firm that offers independent advice would need to be able to advise
on all product types (which would come within the firm’'s service offering) because it is only
once the particular client’s needs are set out that the firm can decide which range of product
types is likely to be ‘sufficient’ to suitably meet the client’s objectives.

The MIFID Il delegated regulation goes on to require that ‘the criteria for selecting the various
financial instruments shall include all relevant aspects such as risks, costs and complexity as well
as the characteristics of the investment firm'’s clients’. In its technical advice to the European
Commission, ESMA noted that this was intended to prevent firms unduly excluding certain
product types from the selection process, perhaps because they were less costly or complex.
It considered that this ‘would not be in line with the overarching principle to act honestly, fairly
and professionally in accordance with the best interests of clients'.

We consider that the MiFID and RDR standards arrive at a similar place but from slightly different
starting points. In practice, under both standards firms make a recommendation after a broad
assessment of potentially suitable products, where product types which may best meet the
client’s objectives have not been unduly dismissed without consideration. Evidence from our
CBA questionnaire supports the view that there would not be a significant change in the range
of products considered by advisers under the MiFID standard. Our survey found that around
75 per cent of independent advisers said they would not decrease the range of products that
they currently consider if the MiFID standard applied. For those who said that they might no
longer consider certain products, these tended to be higher risk ‘'niche’ products such as UCIS,
hedge funds or other products not regulated by us.
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Unbiased and unrestricted

6.26  MIFID Il sets out that the sufficient range of financial instruments must not be limited to
financial instruments provided by the investment firm itself or by other entities with which the
firm has close links, such as a contractual relationship. This means that firms will not be able
to only recommend their own products and still call themselves independent. The MIFID I
delegated regulation also requires the firm to ensure that the selection of the instruments that
may be recommended is not biased and that the quantity of financial instruments issued by the
investment firm itself or by entities closely linked to it are proportionate to the total amount of
financial instruments considered.

6.27 We believe our approach to implementing the MiIFID standard will achieve a similar outcome
and level of consumer protection in respect of both limbs of our current standard. We therefore
propose to apply the MIFID Il standard to MIFID financial instruments, structured deposits and
other non-MiFID RIPs for UK retail clients. This is to ensure consistent regulatory standards,
a competitive, level playing field and to prevent potential consumer confusion.

Q23: Do you agree with our analysis of the two (MiFID Il
and RDR) independence standards? If not, please give
reasons why.

Q24: Do you agree with our proposal to apply the MiFID
standard of independence to financial instruments,
structured deposits and other non-MiFID RIPS for UK
retail clients? If not, please give reasons why.

How firms describe themselves

6.28 In the DP we explained how a possible implication of the MIFID Il standard is that it would
allow ‘independent’ advisers greater scope than the RDR to describe themselves in different
ways according to the categories or range of products on which they provide advice. We do
not, however, expect that firms will often hold themselves out, or define the scope of advice
in a very narrow way, as this could restrict their potential client base. As described above in
paragraph 6.25, the majority of firms in our survey stated that they would not decrease the
range of products that they currently consider if the MiFID standard applied.

6.29 A firm providing independent advice to retail clients which is narrower in scope than all RIPs,
financial instruments and structured deposits may include the word ‘independent’ in its name
as long as its marketing materials are sufficiently clear as to the nature of the service provided
by the firm. For example, a firm which provides advice only on pensions might describe itself
as providing independent advice eg Evans Independent Pensions Advisers. It would however
need to ensure that any marketing materials explained that the firm only provided advice on
pensions. The firm would need to ensure that it was in a position to advise on all pension
product types within its service offering and, once providing advice to a particular retail client,
would need to consider a sufficient range of pension products which were sufficiently diverse,
in terms of their type and provider, to suitably meet the client’s objectives.

Structured deposits

6.30 In the DP we explained that MIFID Il requires Member States to include provision for
independent advice on structured deposits. We asked for stakeholder views on how best we
should incorporate them into the Independence regime. We asked:

e '.Q16: Should we include structured deposits within our definition of ‘retail investment
product’?..’
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The majority of respondents agreed that we should include structured deposits within our
definition of RIPs due to their substitutability with some retail investment products. However,
we do not propose we amend the Glossary definition of RIP, because this would also make
structured deposits subject to the adviser charging rules (as noted in chapter 2). Instead, the
overarching independence rule includes structured deposits (as well as RIPs and MiFID financial
instruments) in order to give effect to MiFID’s obligations in this area.

Insurance based investments
In the DP we also explored the related issue of whether we should retain insurance based
investments and pension products in our definition of RIPs and asked:

e '.Q15: Should we continue to include insurance based investments and pensions within
our definition of ‘retail investment product’?’

The vast majority of respondents agreed that insurance based investments and pensions should
continue to be included within our definition of RIPs. Where respondents gave a reason, it was
generally to ensure consistency between substitutable products. There were a few notable
responses which disagreed, primarily because they believed we should move to a MiFID standard
across the board and dispense with the concept of RIP. We intend to keep the concept of RIPs
to facilitate the application of the independence standard to advice on non-MiFID products.

MIFID Il delegated regulation

There are a number of detailed requirements within the MIFID Il delegated regulation on
independence which, in the main, clarify or substantiate the requirements of the MiFID I
standard and/or reflect current rules and guidance. We propose to apply most of those
requirements as rules to advice falling outside of the scope of MiIFID II. In summary, the main
requirements are:

¢ Information requirements — Explaining how the service satisfies the conditions for
the provision of independent advice and the factors the firm has taken into account in
recommending a financial instrument.

e Product selection process — To be independent, a firm’s selection process will need to
ensure that the number and variety of products recommended is proportionate to the
scope of advice offered and adequately representative of financial products available on
the market. Similarly, firms must ensure that the number of the firm's own products, or
from providers closely linked to the firm, is proportionate to the total amount of financial
instruments considered. Finally firms should include consideration of all relevant aspects
(such as risks, costs, complexity, and client characteristics) and ensure that the selection of
the instruments is not biased.

e Clarity of service (independent/non-independent advice) — \Where an investment firm
offers or provides advice to the same client on both an independent and restricted basis,
it must explain the scope of both services to allow investors to understand the differences
between them and not present itself as independent for the overall activity.

e Specialist independent advice — MiFID Il has requirements for investment firms providing
independent investment advice that focus on certain categories or a specified range of
financial instruments, for example ‘ethical’ advisers. A firm specialising in this way should
market itself in a way that is intended only to attract clients with a preference for those
categories or ranges of financial instruments.
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Further requirements in the MiFID Il delegated regulation

There are a small number of elements which represent new, additional obligations on firms
which, in our view, do not appear to generate sufficient benefits to consumers to merit being
extended to advice on non-MiFID products.

Article 53 (3) of the MIFID Il delegated regulation sets out certain organisational requirements
which must be complied with when a firm offers both independent and non-independent
(restricted) advice. In particular, it stipulates that an individual adviser may not provide both
independent and non-independent advice. The MIFID Il delegated regulation explains that this
is intended to reduce potential consumer confusion about the type of advice they are receiving.

Under our current rules an individual adviser may switch from independent to non-independent
advice provided that they make clear to the client the nature of the advice they are providing,
and do not hold themselves out as independent for their advice overall. Our view is that it should
be possible for advisers to ensure that the client is aware of the type of advice being provided.

We recognise that these requirements are likely to be of particular difficulty for some firms,
especially for adviser firms with only one adviser. However, analysis of our Retail Mediation
Activities Return data has shown that the number of firms who provide both types of advice
is currently small (just over 2.5% of financial adviser firms offer both types of advice). By not
reading across this restriction to advice which falls outside of MiFID II, this will allow advisers
who do not advise on MiFID Fls or structured deposits to continue to provide both independent
and restricted advice.

Q25: Do you agree with our approach to implementing
MiFID II's requirements around providing both
independent and non-independent (restricted) advice? If
not, please give reasons why.

Article 52 (2) of the MIFID Il delegated regulation requires that firms which recommend
their own products (or those provided by entities with close links as well as others) must
distinguish the range of products provided by entities who do not have any links with them.
This means that firms would need to highlight to consumers the range of products they have
no connection with.

On one hand this may appear to potentially support competition. However, it places the onus
on clients to act on the information they have been given. From our knowledge of consumer
behaviour, it is not clear that they are equipped to do so, and they are likely to simply follow the
adviser’s recommendation. We consider it may be a more powerful regulatory tool to place the
onus on firms, which MIFID does in a separate requirement we are reading across and which
reflects our current approach. This ensures that firms are not recommending a disproportionate
amount of their own or closely linked products. Therefore we do not propose to read the
obligation (to distinguish the range of products provided by entities with no links) across to
non — MiFID products.

Finally, a further element (contained within Article 52 (1) of the MiFID Il delegated regulation)
which we propose not to extend across to advice on non-MiFID products is a restriction on giving
undue prominence to the firm’s independent investment advice services over non-independent
advice services in their communications with clients. Our view is that it is not clear what specific
consumer detriment this is intended to guard against given any communications must be fair,
clear and not misleading.
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Q26: Do you agree with our approach to reading across
these further requirements from the MiFID Il delegated
regulation? If not, please give reasons why.

Territorial scope

We propose that the application of the independence regime to advice on non-MiFID RIPs
should only apply when advising a retail client in the UK (in accordance with the current
territorial application of COBS 6.2A). This means, for example, that when a UK investment
firm provides ‘independent’ investment advice to a retail client in France on the basis of a
cross-border services passport, it would only be required to have regard to a sufficient range of
MIFID financial instruments and structured deposits.

References
Our current rules on independence are in COBS 6.2A. We propose to replace this with a new
COBS 6.2B.

The new requirements are in:

e Articles 24(4) and 24 (7), which sets out the overarching independence requirement of
MiIFID I

e Articles 52 and 53 of the MIFID Il delegated regulation
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Suitability

Who should read this chapter

Firms conducting MiFID or equivalent third country business and Article 3 firms which

provide personal recommendations to either retail or professional clients

Consumers and consumer organisations

Introduction

7.1 Suitability requirements are intended to ensure that advisers take certain steps when they
provide personal recommendations to clients. These steps include getting information on the
client’s knowledge and experience in relation to the relevant investment field, their financial
situation and investment objectives. This is to enable advisers to make a recommendation, or
take a decision, which is suitable for that client.

7.2 MiFID llexpands on the existing MiFID suitability provisions by adding the following requirements:

To assess the suitability of the overall package where advice is provided on a package of
bundled products or services (see the second paragraph of Article 25(2) of MiFID II).

Where advice or a discretionary management service is provided wholly or partly through
an automated or part-automated system, the firm remains responsible for the suitability
assessment. Its responsibility is not reduced by use of the automated system to make
personal recommendations or decisions to trade (see the second paragraph of Article 54(1)
of the MIFID Il delegated regulation).

To ensure that information collected about clients is reliable, including considering whether
there are any obvious inaccuracies in the information provided (see Article 55(3) of the
MIFID Il delegated regulation).

To ensure information about a client is kept up-to-date if the firm is providing ongoing
advice or discretionary management services (see last paragraph of Article 55(7) of the
MIFID Il delegated regulation).

For periodic suitability reports for discretionary management.

That a firm has a policy for deciding who the suitability assessment should relate to, where
the client is (a) a legal person; (b) a group of two or more natural persons, or (c) one or more
natural persons (a natural person is a human being as opposed to a legal ‘body’) represented
by another natural person (see Article 54(6) of the MiFID Il delegated regulation).
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* No personal recommendation should be made, or decision to trade be taken, if none of
the services or investments are suitable for the client. This was implicit before, but is now a
specific requirement in the MIFID Il delegated regulation (see Article 54(1)).

e When advice or discretionary management involves switching investments, the firm
must collect information on the client’s existing investments and the recommended new
investments, in order to analyse the costs and benefits of the switch, so that the firm
can reasonably demonstrate that the benefits of switching are greater than the costs (see
Article 54(11) of the MIFID Il delegated regulation).

e Where the firm provides a service which involves periodic suitability assessments and reports,
the reports it produces following the initial report can be limited to changes in the services
or investments involved, and changes in the client’s circumstances.

Existing provisions
Our current requirements on suitability are set out in COBS 9.

These requirements apply to firms advising on, or managing portfolios in relation to, non-MiFID
products (insurance-based investments and pensions) as well as MiFID products.

We propose that the current provisions should remain in place (in the amended COBS 9
in Appendix 1), but apply only to firms advising on, or managing portfolios in relation to,
non-MiFID products.

As explained in the Overview, we are not in general proposing changes for these products
pending consultation on implementation of the IDD. The existing suitability requirements, as
they apply to firms advising on, or managing portfolios in relation to, MiFID products, have
been moved into a new COBS 9A in Appendix 1. The new MIFID requirements, which apply to
a firm carrying on MiFID or equivalent third country business and to an Article 3 firm carrying
on MiFID-scope business are contained in the new COBS 9A.

Proposals

The new MIFID Il requirements are mostly set out in the MiIFID Il delegated regulation, with
the exception of that on bundled products and services where the relevant rules are set out in
MIFID II. We do not have any discretion to apply requirements which are additional to those in
MIFID Il and the delegated regulation.

We have copied out relevant sections of the MiFID Il delegated regulation into the new draft of
COBS 9A. We have also transposed relevant sections of MiFID IIl. Where we apply provisions of
the copied out delegated regulation as rules to firms in respect of non-MiFID business, we have
"translated’ some words and phrases used into Glossary terms. A table sets out the directive
terms and equivalent Handbook Glossary definitions.

MIFID Il Article 3.2(b) requires us to have suitability requirements for Article 3 firms which are
‘at least analogous’ to those for other firms, and we propose to apply the provisions in the new
COBS 9A to them in full.

Q27: Do you have any comments on our proposal to keep
the current rules for non-MiFID products pending
implementation of the IDD? If not, please give
reasons why.

Q28: Do you have any comments on the new COBS 9A in
Appendix 1?
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Q29: Do you agree that the new COBS 9A should apply in full
to Article 3 firms? If not, please give reasons why.

Implications for firms

The new MIFID requirements include more specific requirements than before to ensure suitability
of personal recommendations, such as the requirement to ensure information about the client is
up-to-date if the firm is providing ongoing advice or a discretionary management service. Firms
must make any changes necessary to allow them to comply with the additional obligations.

Implications for consumers
Consumers will benefit from the additional requirements, which should reduce the likelihood
that unsuitable personal recommendations or decisions to trade will be made.

References
The current rules are set out in COBS 9.

The new provisions are set out in:
e Article 25(2) of MiFID II

e Articles 54 and 55 of the MIFID Il delegated regulation
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8.1

8.2

8.3

8.4

8.5

Who should read this chapter

Firms conducting MIFID or equivalent third country business and firms conducting
non-MiFID business (including Article 3 firms) which distribute products to retail and

professional clients without providing a personal recommendation or a portfolio
management service

Consumers and consumer organisations

Introduction

We explained in DP15/3 that MiFID introduced a distinction between products considered
either ‘non-complex’ or ‘complex’ for product sales that are not made through a personal
recommendation or provided by a portfolio management service. This categorisation is not
generally aimed at consumers. It is used by firms to determine whether they need to conduct
an appropriateness test when distributing a particular product without advice.

An appropriateness test is a test by the firm to understand the knowledge and experience of
the client. It enables a firm to assess whether a particular product or service is appropriate for
that client.

The appropriateness test applies to all complex products, and products deemed complex cannot
be sold execution-only. They are also unlikely to be sold through any direct offer financial
promotion, as it is difficult to see how an individual assessment of necessary knowledge and
experience of the customer could be undertaken.

In DP15/3, we drew firms’ attention to the narrowing under MiFID Il of the products classified
as ‘non-complex’ and the consequent widening of the scope of products to be made subject
to the appropriateness test. We also sought views on whether the MiFID Il requirements should
be extended to insurance-based investment and pension products. We asked:

e '.Q3: Assuming IDD does not replicate MiFID Il in terms of the appropriateness test, should
we look to apply MiFID II's appropriateness test to sales of insurance-based investments and
pensions?..’

We received 37 responses to this question, which showed mixed views on whether the MiFID
requirements should be extended to insurance-based investments and pensions if the IDD
did not replicate the MIFID Il requirements. Respondents expressed particular concern that
extension to pensions would cause difficulties due to the UK pension reforms.
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Since publication of DP15/3, the final text of the IDD (Directive EU 2016/97)*° has been published.
It contains provisions on appropriateness in Article 30. We propose to leave implementation of
provisions on appropriateness for products covered by the IDD until we consult on implementing
the IDD. So this chapter deals only with application of the test to MIFID products. However,
we will continue to seek cross-sectoral consistency for conduct standards, and, where possible
and desirable, alignment with the MIFID standard for insurance-based investment products
and pensions.

Existing provisions

Our current domestic requirements for the appropriateness test are set out in COBS 10.
These rules apply to a firm carrying on MiFID business, except where it is making a personal
recommendation or is engaged in portfolio management.

They generally do not currently apply outside MIFID scope, apart from where a firm ‘arranges
or deals in relation to a non-readily realisable security, derivative or a warrant with or for a retail
client and the firm is aware, or ought reasonably to be aware, that the application or order is
in response to a direct offer financial promotion’.

In CPO6/9, the Financial Services Authority (FSA, the predecessor to the FCA) explained that
MIFID requires the appropriateness test to be applied to non-advised transactions involving
MIFID derivatives and warrants by MIFID firms for retail clients, and that the UK’s extended
application would additionally cover non-MiFID firms (which would include financial advisers
exempt from MIFID under Article 3) and non-MiFID products (for example, sports and political
spread betting), in respect of transactions for retail clients resulting from certain promotions.

Non-readily realisable securities were added in March 2014 (see PS14/4 on crowdfunding over
the internet and the promotion of non-readily realisable securities by other media). COBS 10
also applies indirectly to mutual society shares through COBS 22.2 (Restrictions on the retail
distribution of mutual society shares), which says ‘The firm must assess whether investment in
the mutual society share is appropriate for the retail client, complying with the requirements
in COBS 10 as though the firm was providing non-advised investment services in the course of
MIFID or equivalent third country business’.

The current rules will continue to apply to a non-MiFID firm when it arranges or deals in a
non-readily realisable security, derivative or warrant for a retail client, and (through COBS 22.2)
where a retail client wishes to buy mutual society shares. The new provisions for MiFID firms
and products (in the new COBS 10A in Appendix 1) will not apply to non-MiFID products,
pending consultation on implementation of the IDD.

Proposals

In broad terms, Article 25(4) of MIFID Il enables a MiFID business firm to provide a limited
range of investment services (execution or reception and transmission of orders) to a client
without having to assess the appropriateness of the investment product for the client as long
as certain conditions are met. One of those conditions is that the investment product should
be ‘non-complex’.

Article 25(4)(a)(i)-(v) of MIFID Il lists some of the types of products which can be regarded as
non-complex. Article 57 of the MIFID Il delegated regulation sets out criteria for determining
whether products not specifically listed in Article 25(4)(a) can be considered to be non-complex.

40 http://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32016L0097&from=en
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The non-complex criteria that were introduced by MIFID are reflected in COBS 10.4.1R(3).
Article 57 of the MIFID Il delegated regulation introduces two new criteria which must also be
satisfied in order for a product to be regarded as non-complex. These are that the product:

e does not incorporate a clause, condition or trigger that could fundamentally alter the nature
or risk of the investment or pay out profile, such as investments that incorporate a right to
convert the instrument into a different investment (see Article 57(d)), and

e does not include any explicit or implicit exit charges that have the effect of making the
investment illiquid even though there are technically frequent opportunities to dispose of,
redeem or otherwise realise it (see Article 57(e))

Apart from restriction of the products which can be regarded as non-complex, the only changes
of substance are:

e that, where a bundle of services or products is envisaged, the firm must consider whether
the overall bundled package is appropriate, and

e aspecific requirement for firms to keep records of appropriateness assessments, including,
where a warning was given to a client, whether the client decided to go ahead despite the
warning and whether the firm accepted the client’s request to go ahead with the transaction

Our view of the MIFID Il provisions on complex and non-complex financial instruments is that,
as in MiFID, Non-UCITS Retail Schemes (NURS) and investment trusts are neither automatically
non-complex nor automatically complex. They need to be assessed against the criteria in the
MIFID Il delegated regulation. When firms apply these criteria, they should adopt a cautious
approach if there is any doubt as to whether a financial instrument is non-complex.

We do not have any discretion to apply requirements which are additional to those in MiFID I
and the delegated regulation. We have copied out relevant sections of the MiFID Il delegated
regulation in the new draft of COBS 10A. We have also transposed relevant sections of the
MIFID II. Where we apply provisions of the copied out delegated regulation as rules to firms in
respect of non-MiFID business, we have ‘translated’ some words and phrases used into Glossary
terms. A table at the beginning of COBS 10A sets out the directive terms and equivalent
Handbook Glossary definitions.

Q30: Do you agree that, for non-MiFID firms, we should limit
the current rules in COBS 10 to direct offer financial
promotions relating to a non-readily realisable security,
derivative or a warrant (and also, through COBS 22.2, to
mutual society shares)? If not, please give reasons why.

Q31: Do you agree with our proposal to limit the new
COBS 10A to MiFID products? If not, please give
reasons why.

Q32: Do you have any comments on the new draft of
COBS 10A?

ESMA has issued guidelines on complex debt instruments and structured deposits. These

guidelines apply from 3 January 2018 — in line with the implementation date of the wider
MIFID Il package. We have notified ESMA of our intention to comply with these guidelines.
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Implications for firms

Firms will need to carry out the appropriateness test for a wider range of products than at
present. And when offering bundled products and services, they will need to consider the
appropriateness of the overall bundle. They will also need to record the results of a test,
including, when a warning has been given but the client wishes to proceed with the transaction,
and whether they decided to carry out the client’s request.

We noted in DP15/3 that firms currently offering products through direct offer financial
promotions may be particularly affected by the widening of the scope of complex products. It
is unlikely that a firm offering products through a direct offer financial promotion will be able
to meet the appropriateness test, because the obligation to carry out the test is on the firm,
and not the client.

We also noted in DP15/3 that firms might wish to consider the impact on their online
distribution models. Simply collecting information on a client’s knowledge and experience will
not be sufficient, as firms are required to make an assessment of the client’s knowledge and
experience before a complex product can be sold.

MIFID Il does not require us to apply ‘analogous’ requirements on appropriateness for Article 3
firms, so we are not applying the new requirements in COBS 10A to them. They will continue
to come within the scope of the current requirements in COBS 10, which does not specifically
exclude these firms, but we consider that it is unlikely to apply to them, in view of the restrictions
on the activities they can carry out and the investments they can deal with.

Implications for consumers

The widening of the products which must be treated as ‘complex’ extends consumer protection,
as firms will now need to consider whether products are appropriate for individual consumers
in more cases than currently required. This should increase the likelihood that consumers are
only sold products which are appropriate for them. Firms are not banned from selling a product
where a consumer has been given a warning but still wishes to go ahead, but they will need to
consider whether to comply with the consumer’s request, given existing requirements on firms
to act in the best interests of a client.

References
Our current rules on appropriateness are in COBS 10.

The new requirements are in:

e Article 25(3) and (4) of MiIFID Il (Article 25(4) sets out the types of products which can be
regarded as non-complex)

e Article 57 of the MiIFID Il delegated regulation sets out criteria for determining whether
products not specifically listed in Article 25(4) can be considered to be non-complex
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9.1

9.2

9.3

9.4

9.5

Who should read this chapter

Firms which execute, receive and transmit or place orders for execution, including
portfolio managers.

Firms undertaking MiFID or equivalent third country business and firms undertaking
non-MiFID business (including Article 3 firms as well as managers of collective
investment undertakings)

Consumers and consumer organisations

Introduction

This chapter covers our proposals for implementing the MiFID Il requirements on best execution.
This includes client order handling, record keeping of client orders and decisions to deal,
transactions limit order display, and personal account dealing.

Best execution

Introduction
MiFID’s best execution requirements have a number of key objectives to:

e ensure protection of investors

e sustain the integrity of the price formation process

e promote competition between trading venues in increasingly fragmented markets

These measures represent a core component in the regulation of financial services. They are
designed to address information asymmetries and conflicts of interest between investment
firms and their clients, and to promote market efficiency by driving client orders to execution
venues that offer the best results.

MIFID Il does not materially change the current regime. It increases the compliance threshold
and details the content of specific disclosures to be made to clients. The new framework moves
from a higher-level set of rules to a more prescriptive one, with well-defined organisational and

reporting requirements.

The proposals seek to increase the transparency of order execution arrangements and order
routing decisions, to facilitate better scrutiny of performance by clients and their agents. This is
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fully consistent with the findings of our thematic review (TR 14/13)*' that the fundamental
information asymmetry currently makes client scrutiny difficult.

9.6  MIFID Il also introduces two new Regulatory Technical Standards (RTS 274> and RTS 28)*3. These
set out new reporting requirements for execution venues and investment firms executing client
orders with the aim of improving investor protection and transparency over execution quality.
RTS 27 requires execution venues to provide quarterly reports on execution quality, both at the
venue level as well as for individual financial instruments. RTS 28 requires firms to publish an
annual report intended to provide clients with a list of the top five executions venues where
they have executed or sent for execution their client orders or decision to deal in the preceding
year and a summary of outcomes that have been achieved (issues about which are covered in
the Discussion section below).

Existing Provisions

9.7 COBS 11.2 sets out the rules governing best execution. It requires firms to take all reasonable
steps to obtain, when executing orders, the best possible results for its clients taking into
account the execution factors. Similarly, portfolio managers and receivers and transmitters
have a corresponding duty to act in the client’s best interest when placing orders with other
entities for execution. Under the current framework, firms must establish and implement
effective arrangements including an order execution policy and monitor the effectiveness of
those arrangements at least annually. It also specifies the type of information firms have to give
to their clients and the additional arrangements they have to put in place when dealing with
retail clients.

9.8 Best execution obligations currently also apply to non-MiFID firms and business where it
involves the execution of orders, placing orders for execution as part of portfolio management
activity, or the reception and transmission of orders to other entities for execution in MiFID
financial instruments.

9.9 The best execution rules are dis-applied, modified or not relevant for particular types of
non-MiFID business falling within the Specialist Regimes in COBS 18. This includes non-
MIFID corporate finance business, non-MiFID energy and oil market activity, other trading of
commodity and exotic derivatives by non-MiFID firms, and non-MiFID spread-betting by way
of derogations from the Handbook provisions.

Proposal

9.10 Our proposed approach to implementation is to amend the existing COBS 11.2 by transposing
the new MIFID Il standards into the Dealing and Managing chapter as COBS 11.2A. The MiFID |l
delegated regulation is directly applicable in the UK for MIFID business and we will include
references to these. However, we propose to copy out (in full) the relevant provisions in the
MiFID Il delegated regulation in our Handbook. This will both indicate how these standards will
apply to non-MiFID business but also to improve clarity for MIFID firms.

9.11  We propose to retain the existing guidance in COBS 11.2 that stems from recitals in MiFID, as
the substance of this guidance also appears as recitals in MiFID Il and we consider that these
will help to explain the purpose and intent behind the operative provisions. In certain places,

(TR 14/13) Best execution and payment for order flow, July 2014.

https://www.fca.org.uk/static/documents/thematic-reviews/tr14-13.pdf.

42 http://ec.europa.eu/transparency/regdoc/rep/3/2016/EN/3-2016-3333-EN-F1-1.PDF and
http://ec.europa.eu/transparency/regdoc/rep/3/2016/EN/3-2016-3333-EN-F1-1-ANNEX-1.PDF .

43 http://ec.europa.eu/transparency/regdoc/rep/3/2016/EN/3-2016-3337-EN-F1-1.PDF and

http://ec.europa.eu/transparency/regdoc/rep/3/2016/EN/3-2016-3337-EN-F1-1-ANNEX-1.PDF.

4

i
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existing guidance now appears within the articles of MiFID Il. In these cases we propose to
delete the relevant guidance [as it will now be included as rules].

We propose to add new Handbook guidance in relation to four new recitals in MiFID Il and its
delegated regulation that would serve as useful guidance for firms in understanding their best
execution obligations, namely to copy out:

e Recital 24 of MIFID Il. This clarifies that when firms deal on matched principal basis
(back-to-back trading) executing orders on behalf of clients, it is equivalent to dealing on
own account and is subject to the best execution provisions.

e Recital 107 of the MIFID Il delegated regulation. This provides that in order to obtain the
best possible results for their clients, investment firms should compare and analyse relevant
data published by execution venues in accordance with Article 27(3) of MiFID II.

e Recitals 100 and 108 of the MIFID Il delegated regulation. These provide that firms may
select a single venue for execution of client orders only where they are able to show that
that this consistently delivers the best possible results and where they can reasonably expect
that the selected entity will enable them to obtain results for clients that are at least as good
as the results that they could reasonably expect from using alternative entities for execution.
This reasonable expectation should be supported by the execution quality data published in
accordance with Article 27 of MIFID Il or by internal analysis conducted by the firm.

e Recital 99 of the MIFID Il delegated regulation. This provides that when applying the best
execution criteria for professional clients, firms will typically not use the same execution
venues for securities financing transactions. It mentions that firms’ order execution policy
should take into account the particular characteristics of SFTs and it should list separately
execution venues used for SFTs.

While most of the best execution requirements under MiFID Il are applicable to firms executing
orders, as well as portfolio managers and receivers and transmitters of orders, there are new
requirements placed on execution venues. For these requirements we propose to include links
to RTS 27 in the Market Conduct sourcebook (MAR). We also propose that the best execution
chapter of COBS will include a cross-reference to the relevant provisions in MAR.

Application of MiFID Il best execution rules to non-MiFID business (Article 3 firms
and managers of collective investment undertakings
We propose to:

e extend the MIFID Il best execution rules to non-MiFID business (discussed further below),
although retain certain modifications** to take into account the specific business models of
certain firms.

e extend the MIFID Il best execution requirements to financial advisers exempt from MiFID |I
under Article 3. However we intend to moderate the new requirements by exempting them
from reporting under RTS 28.

e level-up best execution rules to MIFID Il standards for UCITS management companies
subject to some modifications to tailor the provisions for collective portfolio management.

e level-up best execution rules to MIFID Il standards for small authorised UK AIFMs and

44 COBS 18 — Specialist regimes.
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operators of residual CISs, subject to the current concession as provided in COBS 18.5.4R,
which switches off best execution obligations where a small authorised UK AIFMs of an
unauthorised AIF and operators of residual CISs only deal with professional clients and
the fund documents specify that best execution requirements are dis-applied. In practice,
this will mean that many of these firms will not be subject to the enhanced MiIFID Il best
execution standards because they routinely use this exemption.

e Where the best execution provisions apply to small authorised and residual CIS operators,
we propose to apply similar modifications to the best execution provision to those that will
apply for UCITS management companies. This will be done in COBS 18.5

e Supplement the existing best execution obligations for full scope UK AIFMs and incoming
EEA AIFM branches with the MIFID Il RTS 28 reporting requirements and also make
consequential changes to the references to additional COBS best execution provisions that
currently apply to full scope UK AIFMs to reflect the MIFID Il changes, although in substance
the requirements remain largely the same (these are currently set out in COBS 18.5.4AR).

Under the current regime, full scope UK AIFMs are subject to the best execution rules as
modified by COBS 18.5.4AR. This is because the AIFMD level 2 regulation mirrors the core best
execution obligations as contained in MiFID and the UCITS implementing directive. In order to
ensure common standards of transparency and investor protection across collective portfolio
management (CPM) activities, we propose to extend the RTS 28 reporting requirements to full
scope UK AIFMs.*® This approach would help ensure greater transparency over best execution
obligations and order routing decisions as well as help ensure a level playing field between
firms carrying out CPM activity.

We intend to undertake further work to consider whether to supplement the best execution
obligations that currently apply to full scope UK AIFMs with the other enhancements to the best
execution provisions made under MIFID Il. This is consistent with our view that the incremental
improvements to the regime under MIFID Il are equally relevant to AIFM activities and that
similar conduct standards should apply to economically equivalent individual or collective
portfolio management activities. However, we have not consulted on additional changes at this
stage pending a further review of how these are best applied in the context of AIFM activity
and the existing EU legislative framework.

Similarly, we will consider whether it is still appropriate to retain the concession noted above for
small authorised UK AIFMs and residual CIS operators as contained in the existing COBS 18.5.4R.

We intend to keep the current disapplication of best execution obligations for non-MiFID
corporate finance business and non-MiFID energy and oil market activities as well as the
concessionary regime currently applying to trading of commodity and exotic derivatives
instruments (which is not energy and oil market business) by non-MiFID firms.

Finally, consistent with our general approach to third country firms, we will apply the MiFID |I
best execution provisions to third country branches as rules.

Implication for firms
To meet the new requirements firms will be expected to update their existing execution
arrangements, execution policies and monitoring procedures.

Article 16 of the AIFMD level 2 regulation allows us to use ‘at least’ the criteria laid down in Section 1 (general principles) of
Chapter IIl (operating conditions for AIFMS) when assessing the AIFM’s compliance with article 12(1) AIFMD (general principles).
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We expect that the main impact MiIFID Il will have on firms will arise from the reporting
requirements under RTS 27 and RTS 28. ESMA published in September 2015 a comprehensive
cost benefit analysis that covers all the expected impacts these new requirements may have
on firms.4®

Implications for clients

The new more comprehensive provisions should strengthen the content and quality of disclosure
to clients. They should also provide greater transparency on execution quality and how and
where their orders are executed. We expect that the introduction of these new disclosure
requirements will reduce information asymmetries between clients and their agents and help
them select the firms they wish to work with. These new requirements should also provide
clients with the necessary tools to reasonably monitor and challenge their service providers.
We expect that these measures should improve competition between execution venues and
firms to the ultimate benefit of their clients.

By proportionately extending, the MiFID Il standards to certain non-MiFID firms and activities, we
will ensure clients benefit from a common, enhanced set of best execution standards. This will
improve transparency over execution arrangements and execution performance, for example
by Article 3 firms who receive and transmit orders for clients, and collective portfolio managers.

Discussion

Raising the over-arching best execution standard

MIFID Il enhances the existing best execution framework by strengthening the overarching
standard firms must meet in delivering best execution to their clients. It introduces a modification
to the best execution high level provision from ‘all reasonable steps’ to ‘all sufficient steps”.
This sets a higher bar for compliance, but still places the onus on firms to ensure that the
processes they have in place are able to consistently deliver the best outcomes for their clients.
This is likely to involve the strengthening of the firms’ systems and controls and require that they
reassess whether their execution policies and arrangements deliver the improved outcomes in
line with the higher MiFID Il standard.

Changes to disclosure requirements

The MIFID Il best execution regime is more detailed in terms of the content and quality of
disclosures to clients. In particular, it clarifies the details that firms are expected to provide in
their order execution policies. This is complemented by the new reporting requirements under
RTS 28 which requires firms to provide information on order routing decisions and execution
quality over the year. We anticipate that there will be some impact on firms in terms of updating
their systems, processes and disclosures. However, most of the information required should be
readily available to firms under the current regime. These enhanced disclosures are expected to
reduce information asymmetries between firms and their clients.

The MIFID Il best execution provisions build upon the existing framework. In this regard,
the MIFID Il provisions make direct references to the conflicts of interest and inducements
rules, and explicitly states that investment firms shall not receive any remuneration, discount
or non-monetary benefit for routing client orders to a particular trading venue that infringe
these rules. We have previously set out our position in TR14/13 and in our Guidance on the
practice of payment for order flow (FG12/13),*” in which we explained that these payments
have the potential to influence order routing decisions and are incompatible with the rule on
inducements and also risk compromising compliance with our best execution and conflicts of

46 http://ec.europa.eu/internal_market/securities/docs/isd/mifid/SEC_2011_1226_en.pdf.
47 “"Guidance on the practice of payment for order flow”, May 2012, http://www.fsa.gov.uk/static/pubs/guidance/fg12-13.pdf.
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interest rules. This new requirement effectively reinforces the ineligibility of these third-party
payments when executing orders on behalf of clients.

9.27  MIFID Il also provides that firms need to include their own costs for the purposes of selecting
execution venues and the best possible results for retail clients shall be determined in term of
total consideration. The execution policy must also include a clear and prominent warning that
any specific instructions from the client may prevent the firm from taking the steps needed to
obtain the best possible result. These are not new requirements and should not impact firms
that are already complying with the current rules. Rather their inclusion in MiFID Il serves as a
useful reminder for firms, highlighting their importance as part of the best execution regime.

9.28 There are other areas where the provisions contained in MiFID Il strengthen the existing best
execution obligations. For example, it requires firms executing client orders outside a trading
venue to include in their order execution policy information about the implications of this
mode of execution. While the current framework already requires firms to inform their clients
of the possibility that client orders may be executed outside a trading venue, the new but
related provision additionally requires firms to disclose the consequences such as counterparty
risk.*® Where a firm applies different fees depending on the execution venue, it must explain
those differences to allow the client to understand the advantages and disadvantages of those
venues. Given that these are not entirely new requirements but rather updates to existing
provisions, this should not entail any material change in firms’ existing arrangements.

Changes to execution arrangements and practices

9.29 When executing orders or taking decisions to deal in OTC products including bespoke
instruments, firms will be required to check the fairness of the price that they are proposing to
the client, by gathering market data and where possible by comparing against similar products.
One of the areas we highlighted as part of our recent supervisory work on best execution is
that where firms are dealing in bespoke instruments, the client may be essentially captive in
unwinding that instrument, increasing the likelihood that the client will be reliant on the firm
to provide best execution. This new provision appears to recognise the heightened reliance
associated with OTC and bespoke instruments, and adds an explicit measure to ensure a good
outcome for the client. Again this is not a fundamentally new requirement (given that this
could be considered as implicit in the current best execution rule) and should therefore not
significantly impact already compliant firms.

9.30 Recognising the proliferation of execution venues since the implementation of MiFID, MIFID I
updates the requirements for the use of a single execution venue. To demonstrate that they
are taking all sufficient steps to achieve the best possible result for client, firms will need
to regularly assess the market landscape to determine whether or not there are alternative
venues that they could use. This must be supported by the quarterly execution quality data
to be published by execution venues under RTS 27. This is not an entirely new provision as
the Committee of European Securities Regulators (CESR) in its 2007 Best Execution Q&A had
already highlighted the regulatory expectations in this area. This updated provision should only
have a minimal impact on firms’ arrangements while strengthening investor protection.

9.31 As noted above, the MIFID Il best execution regime does not require a fundamental review
of firms' existing best execution arrangements where they are compliant with their current
obligations. Rather, MiFID Il introduces more detailed and prescriptive requirements (set out
in the MIFID Il delegated regulation), the cumulative impact of which raises the overall
compliance standard.

48 Article 66(3)(e) of the MIFID I delegated regulation.
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RTS 27 and RTS 28
The key changes to the best execution regime stem from the new Regulatory Technical
Standards RTS 27 and RTS 28.

We expect firms will have to set up new systems and processes to publish the necessary data to
comply with these new reporting requirements. However, these new provisions are expected
to improve the information on execution quality provided to clients. This is expected to address
information asymmetries between firms and their clients thereby increasing the ability for
clients to scrutinise order routing decisions and practices of their service providers and monitor
whether their orders were executed in line with the relevant order policies.

These new provisions include requirements for ‘execution venues’ —which includes regulated
markets, OTFs, MTFs, Systematic Internalisers, market makers and other liquidity providers —to
regularly publish a report containing detailed information about the quality of the execution
achieved in the preceding period. The information on execution quality that execution venues
must publish under RTS 27 is also expected to improve competition between venues and provide
firms with the necessary tools to assess properly the outcome of their execution arrangements.

RTS 28 requires firms executing orders to publish reports setting out the top five venues they
sent orders to in the preceding period, and a summary of their execution quality monitoring.
The requirements on firms executing orders will also apply to portfolio managers and receivers
and transmitters, who will have to disclose the top five firms or entities to which they sent
orders for execution.

Extending to non-MiFID business

We propose to level up the existing best execution requirements to the MIFID Il standard
for non-MiFID firms that execute, receive and transmit client orders or decisions to deal.
This approach reflects our view that ensuring that clients receive best execution is a fundamental
obligation on firms. We discuss our approach further in the CBA chapter.

Article 3 financial advisers

Certain financial advisers are exempt from MIFID under Article 3 of the directive. However,
these firms are currently subject to the best execution regime as a result of the approach
adopted when implementing MiFID.*® Given that these firms are typically servicing retail clients,
we propose to apply the enhanced MIFID Il provisions to them so that all consumers benefit
from consistent disclosure and investor protection standards.

We believe that implementing the new requirements will not entail any significant material
change in firms' existing arrangements where they comply with their existing regulatory
obligations, given that we propose not to extend RTS 28 reporting requirements to these firms
in the interests of proportionality. We think it would be inappropriate to apply RTS 28 to Article 3
financial advisers given the limited scope and nature of their activities. While such firms will be
required to review their current policies and arrangements to ensure they are meeting the new
MIFID Il best execution standard of taking all sufficient steps, they should already have most of
the necessary arrangements in place to achieve this in line with their current obligations. In any
case, we expect firms to review existing policies and procedures at least annually. Furthermore,
several of the additional MiFID Il disclosure requirements will not be relevant for these firms. For
example, given that their activities are limited to the reception and transmission of client orders
it is unlikely they will be subject to the requirement to check the fairness of price in relation to
OTC products. Rather, the enhanced disclosure requirements that will apply to Article 3 firms
under MiFID Il are largely an amplification of their current obligations.

49 http://www.fsa.gov.uk/static/pubs/handbook/hb_notice79.pdf.
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Application of MiFID Il to UCITS management companies, residual CIS operators and
AlIFMs

UCITS management companies are exempt from MiFID when managing UCITS schemes or EEA
UCITS schemes. However, the UCITS Directive mirrors certain provisions of MiFID that apply
to UCITS management companies when they manage portfolios of investments. These cover
the provisions in Article 19 of MIFID. As a result, the best execution obligations that apply to
portfolio managers by virtue of Article 19 of MiFID, are analogous to those that apply to UCITS
management companies when they manage individual portfolios of investments.>°

Firms managing collective investment undertakings, such as UCITS management companies
carry out economically equivalent activities to MiFID portfolio managers. These firms therefore
present similar issues for the purposes of best execution, and so we propose to apply the
enhanced MIFID Il standards to UCITS management companies. As is the case with MiFID
portfolio managers, we expect the increased transparency to positively impact execution
quality and monitoring.

UCITS management companies will face some cost impact given they will need to review their
existing arrangements and execution policies to reflect the enhanced MIFID Il requirements,
as relevant. More significantly, they will also need to put systems in place to produce the
annual RTS 28 report setting out the top five venues on which they placed or passed orders for
execution including a summary of execution quality obtained.

It is worth noting that a significant proportion of the impacted firms already undertake MiFID
business or delegate execution to a MiFID firm, so will in any case be required to adhere to the
MIFID Il standards. As these firms already undertake MiFID business, they would only face an
additional cost of extending these requirements to the non-MiFID areas of their business.

We propose to extend the RTS 28 reporting requirements to full scope UK AIFMs and incoming
EEA branches of AIFMs. to ensure consistent standards of transparency and investor protection
for firms carrying out economically equivalent activities to MiFID portfolio management.
We also currently intend to make consequential changes to reflect MiFID Il best execution
standards only where the additional COBS best execution best execution rules are already
applied to these firms (as set out in the existing COBS 18.5.4AR).

Otherwise, the core best execution rules as set out in AIFMD and its implementing legislation
(based on the MIFID and UCITS implementing directives) will continue to apply to these firms.
However, we will consider whether the other incremental improvements introduced under
MIFID Il are equally relevant for these firms (aside from RTS 28 reporting requirements), and
intend to undertake further analysis in this area. We intend to communicate any proposed
additional changes for AIFMs in future publications on MiFID Il implementation.

As noted above, we will also further consider the relevance of the current concession for
small authorised UK AIFMs of an unauthorised AIF and residual CIS operators (as contained
in the existing COBS 18.5.4R) and will similarly communicate any changes to this approach if
proposed in future publications.

Applying MiFID Il rules to third country business

When implementing MiFID, the FSA applied as rules the best execution requirement to third
country branches. This was consistent with its overall approach of ensuring such firms were
treated no more favourably than branches of EU firms. We are following the same general

50 Articles 25(1) and recital 19 of the UCITS Implementing Directive.

Financial Conduct Authority September 2016 17



CP16/29

78

9.47

9.48

9.49

9.50

9.51

9.52

Markets in Financial Instruments Directive Il Implementation —
Consultation Paper Il

approach to third country firms in implementing MiFID Il and consequently the same specific
approach to its best execution provisions.

References
The existing rules are in COBS 11.2 and COBS 18. 5.

The requirements for best execution are:
e Article 27 of MiFID Il
e Articles 64 to 66 of the MiFID Il delegated regulation supplemented by recitals 99 to 108

e RTS 27 and 28 contain the new reporting requirements for execution venues and investment
firms respectively

Questions
Q33: Do you agree with our proposed approach to
implementing the MiFID Il requirements on best
execution? If not, how could we amend our
proposed approach?

Q34: Do you agree with our proposal to add new guidance to
the Handbook chapter on best execution? If not, please
explain why.

Q35: Do you agree with our proposals for non-MiFID

business? If not, what alternative approach could
we consider?

Client order handling

Introduction

MIFID Il does not make any material changes to the client order handling and limit order rules.
However, it adds the term ‘trading venue’ alongside ‘regulated market’ to reflect changes
in market structure under MIFID Il. It also introduces additional methods for making client
limit orders public and clarifies that the choice of venue must be made in line with the firm
execution policy.

MIFID 1l also switches on client order handling provisions for firms when selling or advising
clients in relation to structured deposits.

Existing provisions
COBS 11.3 and 11.4 sets out the rules on client order handling including the public display of
client limit orders in shares which are not immediately executed.

COBS 11.3 sets out the rules in relation to customer order priority, timely execution, aggregation
and allocation of client orders. It also requires firms to ensure orders executed on behalf of clients
are promptly and accurately recorded and allocated, and take all reasonable steps to ensure
the prompt delivery of orders post-settlement. Additionally, it provides a framework for how to
handle confidential client information, including a requirement not to misuse such information.
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COBS 11.4 sets out rules to facilitate the earliest possible execution of client limit orders in
shares admitted to trading on a regulated market when those orders are not immediately
executed under prevailing market conditions.

Client order handling obligations currently also apply to non-MiFID firms and business where it
involves the execution of orders, placing orders for execution as part of portfolio management
or the transmission of orders to other entities for execution in MiFID financial instruments.
This includes certain non-MIFID firms such as investment advisors exempt from MiFID under
Article 3 and firms carrying out collective portfolio management, including UCITS management
companies, small authorised UK AIFMs and residual CIS operators.

Full-scope UK AIFMs or incoming EEA AIFM branches are not covered by COBS 11.3, as they are
subject to broadly similar obligations under directly applicable EU provisions under the AIFMD
legal framework, although these are not quite as extensive as the provisions of COBS.

However, the rules are not applied to particular types of non-MiFID business falling within
specialist regimes in COBS 18, such as non-MiFID corporate finance business and non-MiFID
energy and oil market activities.

Proposal
We intend to retain two separated Handbook sections for client order handling and limit orders
for rules deriving from Article 28 of MIFID II.

We propose deleting all the existing COBS rules and replacing them with transposed provisions
of MIFID Il for both COBS 11.3 and COBS 11.4.

We intend to replace all of COBS 11.3 rules deriving from the MIFID implementing directive
with the full text of the MIFID Il delegated regulation. While the general client order handling
framework is well known to firms, and the substance of the requirements remains the same, we
have decided due to the important nature of these measures to fully transpose the requirements
included in the MIFID Il delegated regulation into the Handbook. Some of these provisions
also have wider reaching regulatory implications that will be made clearer by included them
directly in the Handbook, such as the handling of confidential client information and conflicts
of interest management when aggregating and allocating client orders.

We intend to clarify that these rules also apply to investment firms when selling or advising
clients in relation to structured deposits.

For simplicity and to uphold high level standards of consumer protection we also intend to
apply the amended client order handling requirements in the new COBS 11.3 to the same
non-MiFID businesses to whom we currently apply COBS 11.3, as noted above, when this
business involves the execution of client orders and the placement or transmission of those
orders or decisions to deal to other entities for execution. As the substance of the requirements
has not changed, this will not have any implications for these firms.

We also propose to apply MiFID II's client order handling requirements as rules to third country
branches conducting MiFID business, which is consistent with our existing approach.

We intend to keep the current disapplication of these rules for non-MiFID corporate finance
business, non-MiFID energy and oil market activities and full scope UK AIFMs and incoming
AIFM branches, which remain subject to relevant requirements under AIFMD.
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We intend to delete the client limit order rules in COBS 11.4 which derive from the MiFID
implementing directive. We propose to replace them with a copy out of the relevant provisions
from the MiFID Il delegated regulation which are directly applicable in the UK. Those provisions
are also well known to firms and have not materially changed beyond the slightly broader
scope noted above.

Implications for firms

We do not expect that our transposition approach for MIFID Il changes will have any material
impact on firms as they introduce limited changes. In the case of client order handling provisions
we will copy out in a new COBS 11.3, there should be no impact at all on either MiFID or
non-MiFID firms to whom we will apply the rules as the substance is unchanged.

For client limit orders, while the scope of these provisions has been broadened in MiFID I,
it also provides more options for how such orders can be made public, giving firms more
flexibility on how to comply with the limit order display provision. This may lead to better
reporting standards and increased market transparency.

The requirement on firms to select the trading venues on which they display non- executed
client limit orders in line with their execution policy is consistent with requirements that arise
from the best execution regime. Firms may need to review whether any additional shares
traded on other trading venues outside regulated markets are newly brought into scope, and
if so apply a similar client limit order disclosure process for those shares. However, we expect
firms would consider any changes as part of their existing obligation to review their execution
arrangements at least annually and the disclosure obligation itself remains the same. On that
basis, we think there will be minimal costs for firms to enable public disclosure of unexecuted
client limit orders for any additional shares, since they will already have connections to venues
or data reporting providers that can be used for this purpose.

Implications for clients

Client order handling rules provide an important consumer protection mechanism where a
firm executes orders on their behalf by requiring firms to have processes and procedures in
place to ensure client orders are handled fairly, including where a firm aggregates orders.
However, since these provisions are substantively unchanged under MiFID II, there are no new
implications for clients.

Client limit order provisions likewise are not substantively changed aside from scope, and
ensure transparency of orders where they are not immediately executed. The changes to the
scope of the provisions broaden the disclosure application to potentially cover a slightly wider
range of instruments, while also providing firms with more flexibility as to how they can make
limit order public, which may ultimately have a marginal benefit to clients by increasing market
transparency and integrity.

Discussion
MIFID Il does not materially amend client order handling rules, and we do not expect firms will
have to implement any specific changes to their systems and controls.

MIFID Il requires that unexecuted client limit orders in shares admitted to trading on a regulated
market or a trading venue are publicly displayed; this is to facilitate their earliest possible
execution. The provisions in the MiFID Il delegated regulation will allow the firm to publish that
order via a data reporting service provider located in a Member State of the European Union
while until now firms were limited to trading venues. It will provide firms with an additional
option they may use at their discretion.
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We expect this addition to existing rules should not materially impact already compliant firms
but provide them with additional flexibility. We also understand from our conversations with
the industry that many firms will probably already have access to such services or will in the
future for the purpose of transaction reporting requirements and therefore if they choose to
use a data services provider instead of displaying orders on a trading venue it should not cause
any change in their current processes and arrangements.

The implementing measures also clarify that the firm must choose the regulated market or
MTF on which it will make the client limit order public in accordance with its existing order
execution policy. This is not a new requirement, it just reiterates that for retail and professional
clients firms need to execute client orders in accordance with their execution policy. This is
consistent with our existing regulatory expectations so should not cause a change in approach
for compliant firms.

We believe that the same analysis is valid for to non-scope business and therefore consider that
our discretionary policy decision to level-up current rules to MiFID Il standards for those firms
would not lead to material incremental changes in their systems and processes. However it will
provide them with the same benefits and ensure a consistent application of our rules across the
regulatory perimeter under our supervision.

References
The existing rules are in COBS 11.3, COBS 11.4 and COBS 18.

The relevant section of MIFID Il for Client order Handling is:
e Article 28 and Recital 105 of MiFID II
e Articles 63 to 66 and Recitals 114 and 115 of the MiFID Il delegated regulation

The MIFIR provision replicating and clarifying the obligations under Article 77 can be found in
Articles 13 and 15 of MiFIR and its implementing measures.

Questions
Q36: Do you agree with our proposed approach to COBS 11.3?
If not, please give reasons why.

Q37: Do you agree with our proposed approach to COBS 11.4?
If not, please give reasons why.

Q38: Do you agree with our proposed approach to retain the
extension of MiFID requirements to non-MiFID business
and level-up the requirements to MiFID Il standards?

If not, please give reasons why.

Record keeping of client orders, decisions to deal and transactions

Introduction

The requirements in the MIFID Il delegated regulation for the record keeping of client orders,
decisions to deal and transactions have been revised to align with the taxonomy and content
of the new transaction reporting regime under MiFIR.
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As such, the new measures in this area now require firms to record more granular details on the
client instruction, the security traded and the different parties involved in the execution of the
order. Firms will also be required to record all necessary order references that will allow their
records to be matched to the new transaction reporting requirements applicable to trading
venues and the exact sequence of the order execution.

MIFID Il also widens the scope of the record keeping requirements to include transactions that
are carried out on own account and order processing. It also brings structured deposits into
scope for the enhanced record keeping provisions.

Existing provisions

COBS 11.5 sets out the record keeping requirements on firms in respect of each order received
from clients, and decisions to deal taken in providing the service of portfolio management.
It requires:

e firms to record details of every transaction the firm has executed, and

e firms that transmit client orders to third parties for execution to also record all relevant
details of that order.

As well as applying the record keeping obligations under COBS 11.5 to MiFID firms and business,
the requirements in COBS 11.5 are also applied to certain non-MiFID firms and business,
including investment advisors and venture capitalists exempt from MIFID under Article 3 and
UK branches of third country firms, where their business involves the execution of orders,
placing orders for execution as part of portfolio management or the transmission of orders
to other entities for execution in MIFID financial instruments and certain commodity or exotic
derivative instruments.

The existing requirements are not applied for particular types of non-MiFID business falling
within Specialist Regimes in COBS 18, such as non-MiFID corporate finance business, non-MiFID
energy and oil market activities and firms carrying out collective portfolio management, which
are exempt from MIFID under Article 2, with the exception of small authorised UK AIFMs and
residual CIS operators.

Alternative investment funds are subject to equivalent provisions under Articles 64 and 65 of
EU Regulation 231/2013. UCITS are subject to equivalent provisions contained in our Collective
Investment Scheme sourcebook (COLL 6.13) of our Handbook.

Proposals

We intend to transpose the MiFID Il requirements and copy out the MIFID Il delegated regulation
provisions for record keeping requirements for client orders, decisions to deal, transactions and
order processing. We propose to delete the existing text in COBS 11.5 and copy the text in the
MIFID Il delegated regulation into a new chapter entitled COBS11.5A.

We propose to apply the MIFID Il record keeping requirements for client orders, decisions to
deal, transactions and order processing to some Article 3 firms. In particular, we will apply the
new provisions to article 3 firms providing retail investment advice. However, we propose to not
apply the requirements to Article 3 firms carrying out corporate finance business. This is in line
with our current position under COBS18.3.3 and is based on the understanding that boutique
corporate finance firms are not typically active in the secondary market, and it is not relevant to
apply the revised transaction record keeping requirements to them.
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We also propose to apply the MIFID Il record keeping requirements of orders and transactions
as rules to UK branches of third country firms, who are already subject to the current
COBS 11.5 requirements.

Currently, COBS 11.5 also applies as rules to small authorised UK AIFMs and residual CIS
operators. It also applies to non-MiFID business related to commodity or exotic derivative
instruments (by virtue of COBS18.2.5) and Occupational Pension Schemes — non scope business
(by virtue of COBS 18.8.1). We are currently not proposing to make any changes to this position
in this consultation paper. This would mean that we will keep current COBS 11.5 requirements
for these firms but not require the additional transaction reporting entries added under
MiFID II. However, we welcome views on whether we should apply the MiFID Il transaction
record keeping standard to the firms identified in this paragraph to the new MiFID Il standards.
As a consequential change based on this approach, we also propose to move the record
keeping requirements that will continue to apply to these firms to an annex in COBS 18, namely
COBS 18 Annex 2. This is to ensure a clear delineation between the current standards and the
MIFID Il standards.

We also propose to maintain the current approach that does not apply requirements in
COBS 11.5 to full-scope UK AIFMs, incoming EEA AIFM branches or UCITS management
companies. However, we also welcome the views of respondents to this CP on whether we
should consider applying the MIFID Il standard to these firms to ensure consistent transaction
record keeping standards across MIFID investment services and similar non-MiFID activities
such as collective portfolio management.

We also intend to clarify in the Handbook that the revised rules under COBS 11.5A will apply to
investment firms and credit institutions when selling or advising clients in relation to structured
deposits, as required by MiFID II.

Implications for firms

We recognise that the MiFID Il record keeping requirements on client orders, decisions to deal,
transactions and order processing are more extensive for those firms affected than the existing
requirements under COBS 11.5, since it established a greater number of entries (fields) per
transaction report that must be recorded.

We anticipate that affected firms will have to update their systems and processes to be able
to comply with the new requirements. However, similar changes will also be implemented
across the market due to changes in other areas of the Handbook when implementing the
transactions reporting requirements stemming from MiFIR. This should reduce the impact on
firms stemming solely from the revised record keeping provisions, as we anticipate that this new
reporting format will become standardised and so ongoing costs will be low once embedded.

The revised requirements will improve the quality of information affected firms will provide to
their clients. They will also enable firms to better demonstrate to both clients and the regulator
that they have complied with their regulatory obligations and give the firms improved tools to
improve their internal controls and the design of their policies and procedures in areas such as
best execution, management of conflicts of interests, and deterrence of market abuse.

Implications for consumers

The enhanced record keeping requirements improve transparency on order execution and
processing. They will benefit consumers by improving the accountability of firms receiving,
transmitting or executing orders or decisions to deal on their behalf.
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The additional items firms are required to record will improve the information available for
resolving disputes with customers and improve the quality of disclosures and information
provided to them.

Given that the records will enable the regulator to better fulfil its surveillance and enforcement
tasks, we believe that the revised record keeping requirements will also lead to increased market
confidence and consumer protection. For example these records should help drive a focus on
best execution, as poor execution outcomes will be more easily detected.

Discussion

MIFID Il requires a record keeping regime that is analogous to the MIFID Il standard to be
applied to Article 3 firms. The existing requirements under COBS 11.5 already apply to Article 3
retail financial advisers and firms carrying out venture capital business as rules.

We consider that given the type of business carried out by Article 3 financial advisers,
ie reception and transmission of client orders in MiFID financial instruments, extending the
MIFID Il standards on record keeping of client orders, decisions to deal, transactions and order
processing is reasonable, will support our operational objectives of protecting the consumers
and the integrity of the markets, and will fulfil the analogous requirement.

While the requirements are not as relevant for Article 3 firms carrying out venture capital
business because they are less likely to be undertaking the relevant activities, we believe
that where they do undertake the relevant activities, they should comply with the MiIFID ||
requirements. This will ensure the same investor protection standard and the integrity of the
markets is protected, as well as to ensure that we can monitor the firms’ compliance with their
wider regulatory obligations.

We believe that the reasons identified in this Chapter are equally valid for applying the enhanced
requirements to UK branches of third country firms.

Non-MiFID firms carrying out corporate finance business are currently exempt from the
requirements under COBS 11.5 on record keeping of client orders and transactions. As discussed
earlier in this chapter, we intend to retain this dis-application because these firms are not
generally undertaking the relevant activities that the revised provisions apply to. The transactions
undertaken by these firms will primarily be on shares of private companies. We therefore believe
that the revised rules are unlikely to be applicable to the activities of these firms. Given that these
firms will be subject to the new taping requirements and the enhanced general record keeping
requirement from revised SYSC 9 provisions, we believe, when taken collectively, that these
requirements provide a level of investor protection comparable to the specific record-keeping
requirements and meets the requirement of having an ‘analogous’ regime.

We have noted that the record keeping provisions under the current COBS 11.5 also apply to
small UK AlFs and residual CIS operators, non-MiFID business related to commodity or exotic
derivative instruments and Occupational Pension Schemes for their non-scope business. We
intend to continue to apply the current record keeping provisions to these firms. However, we
would welcome the view of respondents on whether we should bring these firms and activities
up to the enhanced MIFID Il standards.

We welcome views on whether we should bring other firms unaffected by MiFID Il up to
the improved standard, primarily collective portfolio managers such as UCITS management
companies and full-scope AIFMs. We are particularly keen to understand whether or not
industry-wide changes to these transaction records are likely to mean that firms carrying
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collective portfolio management will in any case adopt the same record-keeping format over
time once MIFID Il takes effect.

References

The existing Handbook provisions on record keeping of client orders, decisions to deal and
transactions are under COBS 11.5. The current provisions will move to COBS 18 Annex 2 for
those firms currently subject to these requirements but to whom we do not currently propose
to apply the revised MiFID Il standard.

The application of the Handbook provisions to the different specialist regimes is set out in
COBS 18.

The relevant provisions for record keeping of orders and transactions are:
e Article 16(6) of MIFID Il
e Articles 74 and 75 of the MIFID Il delegated regulation.

We have copied out these provisions for those affected by MiFID Il into a new chapter entitled
COBS 11.5A.

Questions
Q39: Do you agree with our proposed approach to
implementing the MiFID Il requirements on record
keeping of client orders, decisions to deal, transactions
and order processing to Article 3 firms? If not, please
give reasons why.

Q40: Do you agree with our proposal to apply the
requirements to UK branches of third country firms? If
not, please give reasons why.

Q41: Please give us your views on whether we should apply
the new MIFID Il transaction record keeping standard to
the following firms, for whom we currently propose to
maintain the existing requirements in COBS 11.5 for

i. Occupational pension schemes

ii. Non-MiFID business related to commodity or
exotic derivatives

iii. Small authorised UK AIFMs and residual CIS operators

iv. authorised professional firms with respect
to activities other than non-mainstream
regulated activities

Q42: Please give us your views on whether or not we should
consider applying new MIFID Il standards on transaction
record keeping to the following firms which are not
currently subject to COBS 11.5, namely:
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i. Article 3 exempt corporate finance firms
ii. UCITS Management companies

iii. Full scope UK AIFMS and incoming branches of
EE AIFMs

Personal account dealing

Introduction

Personal account dealing requirements are designed to ensure that personal dealings of the
firm’s managers, employees, tied agents or any other relevant person do not create a material
conflict of interest with their customers’ interests, nor undertake personal transactions that
may constitute market abuse. These rules seek to protect clients against practices by individuals
with a firm who have access to confidential information on clients and transaction information,
such as front-running.

MIFID Il does not introduce any changes in the rules currently governing personal
transactions. However it does extend these provisions to investment firms or credit institutions
selling or advising clients in relation to structured deposits.

Existing provisions

COBS 11.7 sets out rules governing personal account dealing. Those rules come from
Article 13(2) of MIFID. This states that firms shall establish adequate policies and procedures
which are sufficient to ensure compliance of the firm including its managers, employees and
tied agents with its obligations under the provisions of this directive as well as appropriate rules
governing personal transactions by such persons.

COBS 11.7.1R requires firms to implement and maintain adequate arrangements to prevent
relevant persons from entering a personal transaction, advising someone else to enter a
transaction, or disclosing information that might lead others to enter into transactions, where
such action would give rise to a conflict of interest or where the relevant person has access to
inside information or other confidential information.

The arrangements should ensure that the relevant person is aware of restrictions on personal
transactions and that the firm is informed promptly of, and keeps a record of, any personal
transactions enteredinto by arelevant person. COBS 11.7 also provides for alimited dis-application
of the rules for certain personal transactions, clarifies the scope of the application to relevant
persons, and indicates how the rules apply to successive personal transactions

The rules also apply to non-MiFID business including firms exempt from MiFID under Article 3,
and UCITS management companies.

COBS 11.7 does not apply to full-scope UK AIFMs or incoming EEA AIFM branches, since they
are subject to equivalent, directly applicable standards set out in Article 63 of the AIFMD
Commission Delegated Regulation (231/2013).

Proposals
We propose to:

e (reate a new section entitled COBS 11.7A that transposes the relevant requirements and
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Recitals in MiFID Il on personal transactions. This section will apply to MiFID investment firms,
equivalent third country business and firms exempt from MiFID under Article 3, instead
of the current provisions in COBS 11.7. The requirements themselves are unchanged in
substance, so the main change is to reflect the new structure of MiFID II. There are no cost
impacts for firms.

e Retain COBS 11.7 with minor modifications for other non-MiFID firms that are currently
subject to these requirements, including UCITS management companies. Again, these
changes do not impact the substance of the requirements and have no cost impact on
firms. The modifications include:

— removing notes that refer to current MiFID provisions
— adding a new application provision

— updating two cross references to MIFID to the equivalent provision in MiFID Il in
COBS 11.7.1(1)(c) and COBS 11.7.3G that remain relevant

Implications for firms
There should not be any substantive implications for already compliant firms, as this area is
fundamentally unchanged under MiFID II.

Implications for consumers

There should not be any substantive implications for consumers, as this area is fundamentally
unchanged under MIFID Il and therefore provides the same level of protection to them than
the current rules.

Discussion

The substance of the rules for personal account dealing will be unchanged under MiFID II. The
proposed changes are only cosmetic and aimed at aligning the handbook content with the new
text structure of MIFID Il. However, we do not expect these to necessitate any material change
in firms’ systems and controls.

We believe that retaining the proposed guidance is important to clarify firms’ obligations when
applying the rules. Also as MIFID Il has removed the rules that govern successive personal
transactions from the operative provisions and recast them as a recital, we consider that
retaining them as a guidance will indicate to firms how they should approach the rules in that
specific context.

References
The existing rules are in COBS 11.7.

The relevant provisions for personal transactions are:
e Article 16 (2) of MiFID Il
e Articles 28 and 29 and Recital 41 of the delegated regulation
Questions
Q43: Do you agree with the approach to implementing the

MiFID Il requirements on personal transactions? If not,
please give reasons why.
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Annex: Items that firms are required to record under COBS 11.5A on record keeping of client
orders, decisions to deal, transactions and order processing [Items in bold are new]

Annexes of MiFID Il delegated regulation

Annex IV
Section 1
Record keeping of client orders and decision to deal

Name and designation of the client
Name and designation of any relevant person acting on behalf of the client

A designation to identify the trader (Trader ID) responsible within the
investment firm for the investment decision

A designation to identify the algorithm (Algo ID) responsible within the
investment firm for the investment decision;

B/S indicator;

Instrument identification

Unit price and price notation;

Price

Price multiplier

Currency 1

Currency 2

Initial quantity and quantity notation;
Validity period

Type of the order;

Any other details, conditions and particular instructions from the client;

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 standards on clock
synchronisation under Article 50(2) Directive 2014/65/EU.
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Annexes of MiFID Il Delegated Regulation

Annex IV
Section 2
Record keeping of transactions and order processing

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

19. a designation to identify the trader (Trader ID) responsible within the
investment firm for the investment decision;

20. a designation to identify the Algo (Ago ID) responsible within the
investment firm for the investment decision

21. Transaction reference number
22. adesignation to identify the order (Order ID)

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

24. a unique 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 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 transmitted
designation to identify the Seller & the Buyer
the trading capacity

a designation to identify the Trader (Trader ID) responsible for
the execution

adesignation 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;
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Annexes of MiFID Il Delegated Regulation

Annex IV

Section 2

Record keeping of transactions and order processing
41. price

42. price multiplier

43. Currency 1

44. Currency 2

45. remaining quantity

46. modified quantity

47. executed quantity

48. thedate and exacttime of submission of the order or decision to deal. The
exact time must be measured according to the methodology prescribed
under the standards on clock synchronisation under Article 50(2) of
Directive 2014/65/EU

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
prescribed under the standards on clock synchronisation under
Article 50(2) of Directive 2014/65/EU

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

920 September 2016 Financial Conduct Authority



Markets in Financial Instruments Directive Il Implementation —

Consultation Paper Il CP16/29

10.
Underwriting and placing

Who should read this chapter

Firms conducting MIFID or equivalent third country business which carry out
underwriting and placing activity.

Introduction
10.1  This chapter covers our proposals to implement the new MiIFID Il requirements for firms carrying
out underwriting and placing activities.

Existing provisions

10.2 Under our existing conflicts of interest provisions in SYSC 10, we provide some additional
guidance for firms on the management of securities offerings. SYSC 10.1.14G reminds firms that,
during a securities offering, its duty is to its corporate finance client but that its responsibilities
to provide services to its investment clients are unchanged. SYSC 10.1.15G contains guidance
on measures a firm may wish to consider including in its conflicts of interest policy in relation
to the management of a securities offering.

Proposals
10.3  We propose to:

e copy out the new MIFID Il provisions in Articles 38 to 43 of the delegated regulation on
underwriting and placing into a new chapter of COBS

e delete SYSC 10.1.13G, 10.1.14G and 10.1.15G

e add a guidance provision in the new COBS Chapter indicating the link to relevant
organisational requirements in SYSC

e apply MIFID Il provisions in Articles 38 to 43 of the delegated regulation on underwriting
and placing as rules to third country firms

Implications for firms

10.4 The new requirements in COBS 11A for underwriting and placing will require firms to establish
specific measures to ensure compliance, if they do not already exist. There will be resource
implications, particularly around the new disclosure requirements.

Implications for consumers

10.5 The new requirements build on the conflicts of interest principles in SYSC 10 and improve
protection by ensuring that firms act in the best interest of their issuer clients. The new disclosure
requirements will provide greater transparency to the issuer about possible conflicts of interest
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and enable them to make a more informed choice. They will also improve the protections to
firms” investment clients that subscribe to securities as part of the offering process.

Discussion

The MIFID Il delegated regulation introduces new underwriting and placing provisions, linked to
the MIFID Il organisational and conduct requirements, on firms to prevent conflicts of interest
and duty to act in the client’s best interests. There are currently no specific rules covering
underwriting and placing in the Handbook. Prior to the introduction of MiFID, there was more
detailed guidance on underwriting and placing activities within COB 5.1. When MIiFID was
implemented, this guidance was replaced with the current guidance in SYSC 10.1, though our
regulatory expectations around the management of a securities offering remained unchanged.
The new provisions in the MIFID Il delegated regulation introduce specific requirements for
firms to manage conflicts of interest and to disclose information relevant to underwriting and
placing activities, which require a change in the Handbook.

A number of conflicts of interest can arise during underwriting and placing activities.
For example, firms carrying out this activity could make allocation recommendations that
advance their own interests, rather than those of the issuer client. Indeed, we have found
examples of this behaviour in our supervisory work, such as firms suggesting allocations to
their top-dealing clients or their own asset management arms. Our market study of investment
and corporate banking found that, in equity markets, allocations of shares are skewed towards
buy-side investors from whom banks derive greater revenues from other business lines such as
trading commission. These risks were further highlighted in the Myners Report>' on the use of
IPOs in government primary share disposals, following the Royal Mail privatisation. A further
conflict of interest risk in this area is if the pricing of an offering promote the underwriting and
placing firm’s own interests, rather than those of the issuer client.

Current conflicts of interest rules in SYSC 10 help to address these risks. They require firms to
identify record and manage conflicts of interest, and these apply to underwriting and placing
activities. Moreover, pursuant to SYSC 10.1.15G, firms should agree allocation and pricing
objectives with the issuer. Many of the new underwriting and placing requirements introduced
under MIFID Il now add rigour to what is expected by of firms but are fully consistent with
SYSC 10. For example, Article 39 of the delegated regulation contains requirements to identify,
prevent or manage conflicts of interest in relation to pricing of an issue, whilst Article 40
contains requirements in relation to placing, including the need to involve the issuer client in
the placing process and obtaining its agreement to allocation proposals.

There is also a new requirement in Article 43 to keep records of allocation decisions taken to
provide a complete audit trail throughout the underwriting and placing process. This builds on
SYSC 10.1.6R, where firms are required firms to maintain timely records of the kinds of service
or activity carried out in which a conflict of interest entailing a material risk of damage to the
interest of clients has arisen or may arise.

MIFID Il introduces targeted measures specific to underwriting and placing, which are designed
to address risks that have emerged across the market in recent years. For example, there is a
new provision to ensure the effective management of conflicts of interest arising when firms
engage in the placement of financial instruments issued by themselves (or by entities within
the same group) to their own clients, including existing depositor clients in the case of credit
institutions. Again, this would have already been expected of firms under our overarching
conflicts of interest rules in SYSC 10.

https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/388660/bis-14-1300-myners-independent-review-for-s
ecretary-of-state-for-business-ipos-and-bookbuilding-in-future-hm-government-primary-share-disposals.pdf.
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References
10.11  The existing related guidance provisions are in SYSC 10.1.14G and 10.1.15G.

10.12  The relevant provisions for underwriting and placing are:
e Articles 16(3), 23 and 24 of MiFID |l
e Articles 38 to 43 of the MIFID Il delegated regulation
e Draft rules implementing this proposal are in COBS 11A
Questions
Q44: Do you agree with our proposed approach to
implementing Articles 38 to 43 of the MiIFID Il delegated
regulation on underwriting and placing? If not, please
give reasons why?
Q45: Do you agree with our proposed approach to apply
Articles 38 to 43 of the MiFID Il delegated regulation on

underwriting and placing to third country branches? If
not, please give reasons why.
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11.
Investment research

Who should read this chapter
Firms undertaking MiFID or equivalent third country business and certain firms

undertaking non-MiFID business (including some Article 3 firms) which produce and
disseminate investment research.

Introduction

111 This chapter covers our proposals to implement the MIFID Il provisions on the production
and dissemination of investment research. Our proposals to implement the Market Abuse
Regulation (MAR) provisions on investment recommendations were covered in CP15/35 and
the subsequent PS16/13.>

11.2  Our proposed Handbook provisions will apply to firms which produce, or arrange for the
production of, research that is intended or likely to be subsequently disseminated to clients of
the firm or to the public. In line with our current approach to implementing MiFID, as well as
applying to MIFID firms, we are also proposing that these will apply as rules to firms conducting
equivalent third country business, non-MiFID Energy Market Participants (EMPs) and Oil Market
Participants (OMPs) and Article 3 firms carrying out corporate finance business.

Existing provisions

11.3  Our current rules require firms to manage conflicts of interest in relation to the financial
analysts involved in the production of investment research and other relevant persons whose
responsibilities or business interests may conflict with the interests of the persons to whom
research is disseminated. These rules build on the conflicts of interest rules in SYSC 10.1. Via the
specialist regimes in COBS 18, the rules also apply to non-MiFID EMPs and OMPs, along with
firms carrying out corporate finance business. In addition, there is also some guidance relating
to disclosures for research recommendations that are in MAR.

Drivers for change

11.4 The drivers for change are two-fold: (i) the need to implement MIFID Il requirements
domestically; (i) to maintain a level playing field between MIFID firms and all other firms,
including third country firms, Article 2 firms EMPs and OMPs, and Article 3 firms carrying out
corporate finance business.

Proposals
11.5 Our proposed approach is to:

52 https:/Awww.fca.org.uk/firms/markets/market-abuse/mar

53 In line with the overall approach to Article 3 firms proposed in this Consultation Paper, the investment research requirements apply
to a broader population of firms than suggested here. However, we consider these requirements to be most relevant to Article 3
firms carrying out corporate finance business.
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11.6

11.8

11.9

11.10

e copy out the MiFID Il provisions in Articles 36 and 37 of the MiFID Il delegated regulation on
investment research into a single COBS chapter, and delete the rules implementing MiFID
currently in COBS 12.2 and 12.3

e add new guidance to clarify the application of the new COBS chapter to both investment
research and non-independent research

e copy out recitals 50 to 56 from the MiFID Il delegated regulation into the new COBS chapter
and delete guidance derived from MIFID recitals currently in COBS 12.2

e retain domestic guidance under COBS 12.2.11G and 12.2.13G within the new COBS chapter
e retain the substance of the current 12.3.4G within the new COBS chapter
e retain the current COBS 12.2.12G within the new COBS chapter

e apply MIFID Il provisions in Articles 36 and 37 on investment research as rules to third
country firms

e via the Specialist Regimes chapter of COBS, reflect that provisions in Articles 36 and 37 of
the MiFID Il delegated regulation on investment research apply, as rules, to non-MiFID EMPs
and OMPs and Article 3 firms carrying out corporate finance business.

Implications for firms

The new investment research rules are largely unchanged from the existing regime. There is a
new provision which requires the physical separation of analysts, unless it is not proportionate
to do so (see 'Discussion’ section below). Since the existing provisions in SYSC 10.1 and
COBS 12.2 already set out requirements for the use of information barriers, this new provision
is unlikely to have a material impact on the way compliant firms manage conflicts of interest
about the production and dissemination of research or their potential compliance burdens.

Pursuant to COBS 12.3.4G, firms producing and disseminating non-independent research
are already expected to take reasonable steps to identify and manage conflicts of interest
which may arise in the production of non-independent research. The extension under MiFID I
of certain conflicts of interest provisions (as outlined in the ‘Discussion’ section below) to
non-independent research simply makes this an explicit requirement and is, therefore, unlikely
to have a material impact on firms.

Implications for consumers

Again, since the existing provisions in SYSC 10.1 and COBS 12.2 already set out requirements
for the use of information barriers, this explicit new provision requiring the physical separation
of analysts is unlikely to have a material impact on consumers. It should, however, give the
recipients of research added reassurance as to its objectivity.

The explicit extension of certain conflicts of interest provisions to non-independent research,
while unlikely to have a significant effect on market practice for compliant firms, may add an
additional layer of protection for investor clients.

Discussion

Provisions under MiFID Il are consistent with those in COBS 12.2 and 12.3, with the exception
of two changes. The first is an explicit requirement for firms to introduce a physical separation
between financial analysts and other persons whose responsibilities or business interests may
conflict with the interests of the persons to whom the research is disseminated. Under this new
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provision, physical separation should exist unless it is not considered to be appropriate to the
size and organisation of the firm, as well as the nature, scale and complexity of its business.
In these circumstances, the firm is required to establish and implement appropriate alternative
information barriers.

The second change is that MiFID Il explicitly applies certain conflicts of interest requirements
under Article 34(4) of the delegated regulation to producers of research that is not prepared
independently (ie what the current COBS 12.3 refers to as non-independent research). However,
we consider that it would be helpful to retain a version of the existing reference to SYSC 10
currently in COBS 12.3.4G to remind producers of investment research and non-independent
research of their wider obligations under SYSC 10. We also consider that it would be helpful to
continue to provide firms with examples of where conflicts of interest can arise when producing
and disseminating a non-independent research.

Our proposal to copy out the provisions of MIFID Il into a single new COBS chapter, rather
than retaining the current structure of COBS 12.2 and 12.3, follows from the fact that there
is no such split in the MiIFID Il delegated regulation. Since ‘non-independent research’ is a UK
term (used to describe a marketing communication that is not subject to the same conduct
standards as investment research), it is not used in MiFID Il. To ensure that firms recognise that
what the MiFID Il text refers to as a ‘marketing communication’ is the same as what is currently
referred to as ‘non-independent research’ in the handbook, we propose a piece of guidance to
clarify at the beginning of the new COBS chapter, to this effect:

e "This chapter applies to both investment research and non-independent research, the latter
of which is not presented as objective or independent and is accordingly considered a
marketing communication.”

Q46: Do you agree with our proposed approach to
implementing Articles 36 and 37 of the MIFID Il
delegated regulation on investment research? If not,
please give reasons why.

Q47: Do you agree with our proposed approach to apply
Articles 36 and 37 of the MiFID Il delegated regulation
on investment research to third country firms, non-MiFID
OMPs and EMPs, and Article 3 firms carrying out
corporate finance business, in the same way as the
current COBS 12 applies to them? If not, please give
reasons why.

References
The existing rules are at COBS 12.2 and 12.3.

The draft Handbook provisions are in COBS 12 (as amended)
The relevant provisions for investment research are:
e Articles 16(3) and 24(3) of MiFID Il

e Articles 36 and 37 of the MIFID Il delegated regulation
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12.
Other conduct issues

Who should read this chapter
Firms undertaking non-MiFID designated investment business for retail clients, firms

undertaking MIFID or equivalent third country business for both retail and professional
clients, and firms undertaking non-MiFID collective portfolio management activities

Consumers and consumer organisations

12.1  This chapter explains two areas where we propose amendments to the COBS Handbook:
e changes to client agreement provisions in COBS 8

e changes to our specialist regime section for collective portfolio management, currently set
out in COBS 18.5

Client agreements

Introduction

12.2  MIFID Il enhances a number of our current consumer protection provisions, which are based
on MiIFID. In particular, there is now an obligation to enter into a written basic agreement
with professional as well as retail clients, and this must be done for each investment service or
ancillary service, not just for new clients. The MiFID Il delegated regulation also goes into more
detail on what must be included in a client agreement. However, it amends the record keeping
requirement by reducing the retention period to ‘at least the duration of the relationship with
the client’, instead of also having a requirement for records to be kept for at least 5 years, if
longer than the relationship with the client.

Existing Provisions
12.3  The current provisions on these matters are set out in COBS 8 and distinguish between:

e client agreements with retail clients, for which fairly detailed requirements are set out in
COBS 8.1.3R

e records of the document or documents agreed between the firm and a client (including a
professional client) and the time for which such a record must be kept

Proposals

12.4 In line with our general approach, we propose to retain the current COBS 8 provisions for
non-MiFID business and implement the more detailed MiFID Il requirements for MiFID business
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(retail and professional clients and eligible counterparties, where relevant). However, we propose
to introduce the new MiFID Il record keeping requirement for non-MiFID business other than
pension transfers, pension conversions, pension opt-outs or Free Standing Additional Voluntary
Contributions, for which records will continue to be required to be kept indefinitely. So for both
MiFID and non-MiFID business, the requirement will be to keep records for at least the duration
of the relationship with the client.

Q48: Do you agree with our proposed approach for
client agreements? If not explain why and provide
cost-benefit data.

Implications for firms

Firms carrying on MIFID business will need to provide client agreements for professional as well
as retail clients. In practice we believe they are likely to do so already and so we do not expect
this to be an onerous requirement. The requirements include greater detail on information
to be included in client agreements, although again we expect that firms will largely already
provide this information to their clients. The new detail consists of:

e a description of the services, and where relevant the nature and extent of the investment
advice, to be provided

e in case of portfolio management services, the types of financial instruments that may be
purchased and sold and the types of transactions that may be undertaken on behalf of the
client, as well as any instruments or transactions that are prohibited

e a description of the main features of any safeguarding services to be provided, including
where applicable the role of the firm with respect to corporate actions relating to client
instruments and the terms on which securities financing transactions involving client
securities will generate a return for the client

Firms will be able to keep records for less than five years, if the relationship with the customer
lasts for less than five years, except for certain pensions business, where records will continue
to need to be held indefinitely. This means firms will be able to decide for themselves whether,
and if so, for how long, they wish to keep records after the relationship with a particular client
has ended. Given that this is a relaxation of the current requirements, we do not consider there
to be any increase in costs for firms.

Implications for consumers

We do not expect the amended requirements to have any significant impact on retail clients,
as they already receive client agreements under the current provisions. However, the more
detailed requirements will give them greater information on their investments if firms do not
already provide all this information. The relaxation of the record keeping requirements should
not have a significant impact on consumers, as firms will be able to keep records for longer
than the duration of the client relationship if they consider this appropriate, and it will not
affect consumers’ rights to make a complaint to the Financial Ombudsman Service.

References
The current requirements are set out in COBS 8.
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12.9 The provisions on establishing and keeping records are set out in:
e Article 16(6) and Article 25(5) of MiFID II

e Article 58 and Article 73 of the MiFID Il delegated regulation

Specialist regime for collective portfolio managers

Introduction

12.10 Wider changes to COBS under MIFID Il, and the substantive extension of selective MIFID I
conduct standards discussed in previous chapters above (namely, inducements and research,
best execution and taping requirements), mean that we propose to take the opportunity to
restructure COBS 18.5 more generally in order to improve its accessibility to CPM firms. These
are not intended to change any other requirements, we briefly outline the changes here and
refer firms to the draft Handbook instrument.

Existing Provisions

12.11  The current provisions are set out in COBS 18.5. They indicate how certain provisions elsewhere
in COBS are applied to firms carrying out scheme management activity>* or for an AIFM, AIFM
investment management functions.> It selectively applies and modifies these provisions and
sets out some additional disclosure and reporting requirements for certain types of CPM activity.

1212  The current provisions apply to the following types of firm:

a UCITS management company

a full-scope UK AIFM

a small authorised UK AIFM

a residual CIS operator
® anincoming EEA AIFM branch

Proposals
1213  We propose to restructure COBS 18.5 by:

e retaining provisions relating to small authorised UK AIFMs and residual CIS operators in
COBS 18.5

* moving the provisions relating to full-scope UK AIFMs and incoming EEA AIFM branches
into a new COBS 18.5A

* moving the provisions relating to UCITS management companies into a new COBS 18.5B

54 This term relates to the management by an operator of the property held for or within the collective investment scheme of which it
is the operator, excluding the receiving and holding of client money and safeguarding and administering investments.

This term relates to investment management functions of an AIFM as set out in 1(a) (portfolio management) or (b) (risk
management) of Annex | to AIFMD.

5

ul
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Each section will contain a new rule on research and inducements, as discussed in Chapter 3
on research and inducements. We will consider modifying the application of these provisions
for internally managed AlFs.

We propose to include the provisions relating to the adequate information which needs to be
provided to retail investors of unauthorised AlFs managed by full-scope UK AIFMs (currently in
COBS 18.5.10AR) in COBS 18.5A by copying out the provisions into a new table, rather than
cross-referring back to COBS 18.5.

Implications for firms

These changes are intended to improve accessibility to the specialist regime for CPM firms,
making the application to different types of CPM firm clearer. While not intended to be
substantive, to the extent it makes the application of our rules clearer it may have a margin
benefit of reducing firms’ compliance costs.

Implications for consumers

We do not expect the amended requirements to have any significant impact on consumers, as
these changes are only designed to help firms in access and understand requirements in our
COBS Handbook.

Discussion
We welcome views from CPM firms on the proposed restructure, and set out a question below.

References
The current requirements are set out in COBS 18.5.

Q49: Do you agree with our proposed approach to restructure
and amend COBS 18.5 to make it clearer for firms
carrying out CPM activity? If not, why not and what
alternative approach you would propose?
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13.
Product governance

Who should read this chapter
Firms undertaking MIFID or equivalent third country business, and firms undertaking

non-MiFID business which are involved in the manufacture or distribution of
MIFID products.

Consumers and consumer organisations

Introduction

13.1  This chapter discusses the MiFID Il product governance requirements for manufacturers and
distributors. By product governance we mean the systems and controls firms have in place
for the design, approval, marketing and ongoing management of products throughout their
lifecycle to ensure they meet legal and regulatory requirements. In this chapter, references to
‘products’ include financial instruments and structured deposits.

Existing Provisions

13.2 At present our guidance is based on the Principles for Businesses sourcebook (PRIN), in the
Responsibilities of Providers and Distributors for the Fair Treatment of Customers (RPPD).>
The guidance covers broadly similar matters as the MiFID Il product governance requirements.

Proposals
13.3  MIFID Il specifically identifies firms’ product governance obligations. These obligations require

all firms to:

e establish procedures to assess the target market and risks for new products (or product
re-issues) that the firm manufactures or distributes

e ensure Board level accountability for the process

e ensure compliance oversight of the process

e employ staff with relevant competence for these roles
e choose appropriate distribution channels

e monitor existing products on an ongoing basis to check they function as expected; are sold
to the expected target market and remain consistent with the needs of the target market

56 The RPPD is available here: https:/Avww.handbook.fca.org.uk/handbook/document/RPPD_Full_20130401.pdf. See also the FSA's
discussion on the application of the guidance to collective investment scheme managers:
http://www.fsa.gov.uk/pubs/other/TCF_Cls_managers.pdf and the guidance on Retail product development and governance —
Structured product review, March 2012: http://www.fsa.gov.uk/static/pubs/guidance/fg12-09.pdf
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e take action if they identify problems
13.4  For firms involved in the manufacture of products there are also requirements to:
e design products that meet the needs of the target market

e stress test the products

assess that the charging structure is appropriate
e provide relevant information to distributors
13.5  With regard to distribution, MiFID Il also includes provisions requiring firms to:
e gather relevant information from manufacturers
e provide information to manufacturers to help in the manufacturer’s reqular product reviews
e work together when several distributor firms are involved in the sale of a product

13.6  We propose to implement MiFID Il product governance provisions as rules for firms undertaking
MIFID business, for firms that manufacture structured deposits and as guidance for other
non-MiFID firms involved that manufacture or distribute of MiFID products. Where appropriate,
we have copied existing relevant FCA guidance, such as from the RPPD, into the rules to help
explain certain concepts.

13.7 As mentioned in the Overview, we intend to ensure that we treat branches of third-country
investment firms ‘'no more favourably’ than EU/EEA firms. Traditionally, we have applied some
organisational requirements as guidance to these firms. This has been where these requirements
mainly affect activities carried out at the level of the parent entity and where the home-state
regulator has broadly equivalent requirements in place. Manufacturing and distributing financial
instruments are activities which can be carried out by either the parent-entity or the branch.
However, there is a strong possibility that firms might attempt to circumvent the MiFID product
governance requirements if we apply them only as guidance. Therefore, in order to (i) protect
investors and the integrity of our markets and (ii) ensure that the branches of third-country
investment firms are not treated more favourably than EU/EEA firms, we propose to apply the
provisions as rules for the branches of third-country firms.

13.8 MIFID Il obliges us to introduce at least analogous standards for product governance for
distribution firms that use the Article 3 exemption. We therefore also propose implementing
the provisions as rules for these firms.

Implications for firms

13.9 The new rules and guidance will replace broadly equivalent existing guidance in the RPPD.
However, there are certain aspects of the MIFID Il product governance provisions that go
beyond the RPPD, as outlined below.

13.10  For firms involved in the manufacture of products:

e product design, including product charges, should meet the needs of the target market and
the firm should identify groups for whom the product is unlikely to be suitable

e firms should consider the impact of new products on the orderly functioning of the market
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the distribution strategy should meet the needs of the target market

firms working together to develop a single product should have a written agreement setting
out their share of these responsibilities

the compliance function at the firm should monitor product governance and firm
management Boards should have effective control and oversight over the process

Firms working together to manufacture a single product should have an agreement setting out
their share of these responsibilities.

For firms involved in the distribution of products:

before distributing a product, firms should consider for which target market it is likely to be
suitable and any groups for whom it is unlikely to be suitable

the distribution strategy should meet the needs of the target market
products should be reviewed regularly to confirm they remain consistent with the target
market's needs and make changes to the distribution strategy or other processes if they

identify problems

firms should provide product manufacturers with information on sales and, where
appropriate, the regular reviews mentioned above

the firm’'s compliance function should monitor product governance
firms’ management Boards should have effective control and oversight over the process

firms working together to distribute a single product should share information with other
firms in the chain

For third country firms, the MIFID Il product governance requirements would apply to any
product manufacturing and distribution from a branch, not products developed by the
Parent entity and marketed uniquely in the home state. The distributor product governance
requirements would apply to products developed by the Parent entity but marketed in the
home state and in the UK/EU.

Q50: Do you agree with our proposal to apply MiFID I
product governance requirements as rules to UK
branches of third country firms, on the basis that these
requirements have a strong conduct-focus? If not, please
give reasons why.

Q51: Do you agree with our proposal to apply the MiFID I
product governance provisions as rules for firms
engaged in MiFID business? If not, please give
reasons why.

September 2016 Financial Conduct Authority



Markets in Financial Instruments Directive Il Implementation —

Consultation Paper Il CP16/29

13.14

13.15

13.16

13.17

13.18

13.19

57

Q52: Do you agree with our proposal to apply the MiFID I
product governance provisions as guidance for
non-MiFID firms involved in the manufacture or
distribution of MiFID products? If not, please give
reasons why.

Implications for consumers

Good product governance should improve consumer outcomes. It should result in products
meeting the needs of one or more identifiable target markets and be sold to clients in the
target markets by appropriate distribution channels. Consumers should be more certain that
they are able to buy financial products which are designed in their interests and that will work
in the way expected.

Discussion

In the past the general approach to regulating conduct in retail financial services focused
on achieving appropriate consumer outcomes by setting standards for sales processes and
disclosure. However, this approach was not always effective in preventing detriment.

For some years now, we have looked at how firms design products and their ongoing governance
procedures to ensure that products function as intended and reach the right customers. We are
also willing to intervene more directly in the market if we identify situations where the potential
for customer harm is not sufficiently reduced.

So, we support the product governance provisions in MIFID Il and expect them to lead to
improved customer outcomes. The provisions will build on our existing work and the existing
RPPD guidance.

We expect the provisions to apply in an appropriate and proportionate way, taking into
account the nature of the investment product, the investment service, and the target market
for the product. This approach takes forward our existing approach, and we therefore expect
the introduction of the new provisions to be an evolution of existing standards rather than
requiring significant change.

We plan to introduce the provisions in a new sourcebook for Product Governance and Product
Intervention (PROD). This will include the following elements:

e The Statement of Policy on our use of the FSMA temporary product intervention rule-making
power. The statement is currently available in policy statement 13/3°’, but we consider it
will be more readily accessible if we include it in the Handbook. Rather than put them in
this new sourcebook, we are likely to add product intervention rules themselves to relevant
parts of the Handbook, as we have in COBS 4.12 for distribution restrictions of certain
regulatory capital instruments.

e MIFID Il provisions as rules for MiFID business, equivalent third country business, and
distribution of MIFID products by Article 3 firms.

e MIFID Il provisions as guidance for other firms manufacturing and distributing MiFID products.

e The IDD will also introduce product governance provisions for products within scope. In due
course, we plan to implement these provisions in a new chapter in the Product Intervention

PS13/3, The FCA's use of temporary product intervention rules, March 2013: http://www.fca.org.uk/static/documents/
consultation-papers/fsa-ps13-03.pdf.
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and Product Governance sourcebook (PROD).

e In the future, we can consider whether to move or replace the RPPD with guidance and
rules in PROD for other market sectors.

References
13.20 The existing guidance is in the RPPD

13.21  The relevant provisions for product governance are:
e Recital 71 and Articles 16(3) and 24(2) of MiFID II

e Recitals 15 to 20 and Articles 9 and 10 of the MIFID Il delegated directive
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14.3
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Who should read this chapter

Firms undertaking MiFID or equivalent third country business which provide investment
advice’® and information’" to clients on services and financial instruments

Introduction

Article 25(1) of MIFID Il requires firms engaged in MiFID business to ensure, and be in a position
to demonstrate to us, that individuals giving investment advice or information about financial
instruments or investment or ancillary services to clients possess the necessary knowledge and
competence to fulfil their investor protection obligations.

Pursuant to Article 25(9) of MIFID I, ESMA has also produced Level 3 guidelines®® on the
assessment of knowledge and competence which focus on the attainment of appropriate
qualifications and appropriate experience by employees.

We notified ESMA that we intend to comply with the guidelines from 3 January 2018 in line
with the implementation of MIFID II.

The guidelines are intended to improve investor protection by increasing the knowledge and
competence of employees and the criteria it sets out for the assessment of knowledge and
competence includes:

e a proportionate application of knowledge and competence requirements reflecting the
scope and degree of the relevant services provided

e that the level and intensity of knowledge and competence expected for those providing
investment advice should be of a higher standard than those only giving information on
investment products and services

e employees to have both an appropriate qualification and appropriate experience

e flexibility for employees to achieve the required qualification through tests or training
courses that meet the criteria set out by the guidelines

For the purpose of a correct application of the guidelines, ESMA has referenced its CESR 2010 Q&As on “Understanding the
definition of advice under MiFID” which focuses on ‘personal recommendation’.

ESMA considers that “giving information” should be read in a broad sense so as to include all situations where employees are put
into direct contact with clients in the course of providing any of the investment services defined in the directive. ESMA has provided
examples where the provision of information in certain circumstances would be outside the scope of the guidelines eg people at the
reception desk who merely distribute brochures.
https://www.esma.europa.eu/press-news/esma-news/esma-publishes-final-report-mifid-ii-guidelines-assessment-and-knowledge.
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a high level ‘syllabus’ for the knowledge element with an annual review of employees’
knowledge, including action necessary to comply

o flexibility for employees to work under supervision with neither an appropriate qualification
nor appropriate experience for a maximum period of four years, unless a shorter period is
determined by the CA

® in order to work unsupervised employees must have a minimum of six month’s work
experience and an appropriate qualification

e that a supervisor who has both an appropriate qualification and appropriate experience
takes responsibility for the provision of the relevant services when the inexperienced
employee is providing relevant services under supervision.

e that the compliance function should assess and review compliance with the guidelines and
include the result in the report to the management body

e CAs to publish:
- information on the period of time required to gain appropriate experience

— the maximum period of time under which an employee lacking an appropriate
qualification or appropriate experience is allowed to work under supervision

— whether the review of employees’ appropriate qualifications should be carried out by
the firm or an external body

e CAs to publish:
— alist of specific appropriate qualifications that meet the criteria of the guidelines

— wherealist of the specificappropriate qualifications that meet the criteria of the guidelines
is not published, the CA must publish the guidelines together with characteristics that
an appropriate qualification needs to meet in order to comply with the guidelines

Existing provisions

Under the current MiFID framework investment firms are required to ensure that their employees
have the skills, knowledge and expertise necessary to discharge of the responsibilities allocated
to them.

The MIFID requirement has been incorporated into our existing training and competence regime
which helps to support our consumer protection objective. It aims to ensure that customers in
the regulated financial services markets deal with firm employees who are competent.

The regime consists of:

e a high-level ‘competent employees’ rule in SYSC, derived from the MIFID requirement,
which requires firms to employ personnel with the skills, knowledge and expertise necessary
for the discharge of the responsibilities allocated to them (including wholesale firms), and

e more detailed professionalism requirements in our Training and Competence sourcebook

(TC) for certain retail activities, including the need to attain an appropriate qualification
where relevant.
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Proposals
14.8 The ESMA guidelines are summarised above and they introduce some concepts which are new
to the UK. These include:

e a maximum time period of four years during which employees need to acquire knowledge
and competence, and

e a minimum time period of six months for employees to be considered eligible to have
acquired appropriate experience.

14.9 ESMA expects these guidelines to promote greater convergence in the knowledge and
competence of employees providing investment advice or information, and in competent
authorities when they assess the adequacy of compliance with such requirements. ESMA
confirms in the guidelines that in order to ensure a proportionate application of knowledge
and competence requirements firms should ensure that employees have the necessary levels of
knowledge and competence to fulfil their obligations, reflecting the scope and degree of the
relevant services provided.

1410 We propose to transpose Article 25(1) of MIFID Il in SYSC 5 to apply to all common platform
firms. As regards ESMA's guidelines, we propose to achieve compliance with these by amending
both TC and SYSC and also publishing material introduced by the guidelines on the FCA
website. This will also give firms flexibility when deciding the best approach to comply with the
qualification requirement in the guidelines.

14.11  Our existing TC sourcebook requirements®! will give effect to:

e the guideline requirement that the CA must publish whether the review of employees’
appropriate qualification should be carried out by the firm or an external body, and

e the guideline requirement to publish a list of specific appropriate qualifications that meet
the criteria of the guidelines

1412 We propose making amendments to TC to give effect to the guideline requirements that
employees must have a:

e minimum of six months appropriate experience (as well as an appropriate qualification)
before they can be considered eligible to work unsupervised

e maximum time period of four years in which to acquire appropriate knowledge and
competence under supervision

1413 FAMR made some recommendations®? that are relevant to both the TC sourcebook and to
firms subject to these guidelines. We will consult separately on any changes we may propose.

Implications for firms
14.14 The guidelines introduce more detailed knowledge and competence requirements for firms not
subject to our TC sourcebook. In particular, the guidelines are relevant to those who provide

TC includes rules and guidance on assessing and maintaining competence, ensuring employees are appropriately qualified,
supervised and trained, and that they maintain their competence for their role. Overall firms should ensure employees have the
knowledge and competence necessary to comply with the guideline requirements.

62 FAMR proposed: that the FCA should consult on modifying the time limits for employees to attain an appropriate qualification in TC
from the current 30 months to a maximum of 4 years.

6
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investment advice to professional clients and employees that give information to retail and
professional clients.

We consider that our existing rules and guidance in TC and SYSC are well placed to help firms
meet the guideline requirements. We propose to amend TC to ensure that it is consistent with
the guidelines where necessary, otherwise we will expect firms to have regard to the guidelines
in relation to the knowledge and competence of their employees and we will reflect this in our
approach to supervision.

Firms subject to the guidelines and SYSC requirements but not subject to TC will need to ensure
those employees providing relevant services to clients on behalf of the investment firm have the
knowledge and competence necessary. This will include ensuring employees are appropriately
supervised where they are not sufficiently knowledgeable and competent, and the provision of
training to attain and maintain their qualifications and experience.

Certain employees are able to benefit from limited exemptions to the qualification requirements
in TC. For example, where they were assessed as competent under a previous regime.®® We
consider that firms to which the guidelines apply would need to ensure compliance with the
guidelines with respect to those individuals.

Q53: Do you agree with our approach to implementing
the guidelines in TC and SYSC 5? If not, please give
reasons why.

Implications for consumers

The purpose of the guidelines is to improve investor protection by increasing the knowledge
and competence of employees in investment firms providing information or advice to clients on
services and financial instruments across Member States. It is intended that there is a common
approach across the EU. Consumers should benefit from these new guidelines through a higher
degree of investor protection and service to clients, as well as reduced risks of client detriment
and improper conduct.

References
Existing rules and guidance are in TC and SYSC 5. Firms should also read the guidelines for the
assessment of knowledge and competence referred to in this consultation.

Articles 24, 25(1) and 25(9) of MIFID Il are the relevant EU provisions.

63 https://www.handbook.fca.org.uk/handbook/TC/TP/1/1.html.
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15.
Recording of telephone conversations and
electronic communications (taping)

Who should read this chapter

Firms conducting MIFID or equivalent third country business, Article 3 firms and
non-MiFID Investment managers

Consumers and consumer organisations

Introduction

15.1  MIFID Il introduces for the first time an EU wide minimum harmonising requirement on firms to
record telephone conversations and electronic communications when providing specific client
order services that relate to the reception, transmission and execution of orders, or dealing on
own account.

15.2  We have had a taping regime in place since 2009, which is very similar to the new MiFID Il
regime which aims to strengthen investor protection, improve market surveillance and increase
legal certainty in the interest of firms and their clients. The MiFID Il taping provision is minimum
harmonising. It allows us to consider whether to extend the recording requirement to other
relevant activities undertaken by MIFID Investment firms. To advance our statutory objectives,
we propose to continue to apply a taping regime to discretionary investment managers, but
remove the current exemption where the calls are recorded by their broker. We will apply the
same approach to firms carrying out non-MiFID collective portfolio management activities. We
also propose to extend the rules to corporate finance business.

15.3  Our domestic regime applies taping requirements to non-MiFID firms where they conduct the
relevant activities® that fall to be recorded. We believe that the taping regime is a valuable
means of gathering evidence in the context of market abuse and related regulatory breaches,
and that these provisions are just as relevant to the activities of non-MiFID firms. We therefore
propose to retain a taping regime for these firms.

15.4  We propose to apply a taping regime to all Article 3 firms (Article 3 firms largely comprise of
financial advisory firms and a smaller number of corporate finance boutiques). This is because
based on information from the Financial Ombudsman Service the majority of complaints about
investments centre on the conversations that happened when they are sold. We think taping
conversations between firms and their clients is likely to be an effective way of advancing our
consumer protection objective.

15.5 However, we remain open, particularly for smaller financial advisers, to considering whether an
alternative approach could help us to achieve a similar level of consumer protection in this area
as taping but at a lower cost for firms.

64 COBs11.8.1R.
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This Chapter explains the changes we propose to make to the Handbook arising from the
implementation of MIFID Il and our domestic choices following feedback on Chapter 8 of
DP15/3.

Existing provisions

Our domestic rules under COBS 11.8 require firms to record and keep records of telephone
conversations and electronic communications about certain trading activities for six months.
Firms must also take reasonable steps to prevent mobile phones from being used if their
use would mean the firm is unable to record. These rules support the overarching PRIN 3 -
Management and Control principle.

Under our domestic rules, certain activities and persons which would be usually caught by
the rules are excluded; this includes corporate finance business, corporate treasury functions,
research analysts, retail financial advisers (including where they are investment firms) and
persons carrying on back office functions. We also have a qualified exemption from the taping
rule for discretionary investment managers.

Our domestic regime applies a taping requirement on non-MiFID firms undertaking the
relevant trading activities. This includes firms that carry on energy market activity and oil market
activity (COBS 18.2) and the activities of collective portfolio managers (full-scope UK AIFMs,
small authorised UK AIFMs, residual CIS operators, incoming EEA AIFM branches and UCITS
management companies).

Proposals

The MIFID Il regime is similar in outcomes but different in detail to our current domestic taping
rules in COBS 11.8. We therefore propose to delete COBS 11.8 and replace it with a new chapter
in SYSC. This will ensure that all of the MiFID organisational requirements are in one place,
and notes the importance of the role of senior management in ensuring firms’ compliance
with these obligations. Our proposed approach to implementation is to transpose the MiFID I
requirements and cross-refer to the provisions in the MiFID Il delegated regulation in SYSC.

We propose to apply the MIFID Il taping regime to a wider range of activities than those
required by the directive, namely:

e the service of portfolio management, including removing the current qualified exemption
for discretionary investment managers

e corporate finance business

e energy market activity or oil market activity

e the activities of collective portfolio managers (full-scope UK AIFMs, small authorised
UK AIFMs and residual CIS operators, incoming EEA AIFM branches and UCITS
management companies.

MIFID Il requires us to apply a taping obligation to financial advisers who are investment firms.

We are also consulting on applying the same taping standard to financial advisers who are

Article 3 firms.

Implications for firms

Since the overarching requirement to record certain activities already exists in the UK, the new
EU requirement is not new to most firms, however there are some differences:
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e The retention period is longer than our existing regime (six months). MiFID Il requires records
to be stored for five years, with the option for the Competent Authority (CA) to extend the
requirement to seven years in specific cases.

e The MIFID Il provisions require recording of conversations and communications with all
clients where these relate to/ intend to lead to the conclusion of a transaction, even where
the transaction is not concluded. Under our domestic regime, only such conversations and
electronic communications with professional clients and eligible counterparties are caught.
The MIFID II provisions apply to all MIFID financial instruments rather than qualifying
investments only.®>

e Under MIFID II, firms will also be subject to more prescriptive organisational requirements,
which are set out in the MIFID Il delegated regulation.

e Unlike our existing regime, MIFID Il does not include any exemptions or exceptions to the
requirement to record.

These changes on first reading seem more prescriptive and to have a different focus compared
with our domestic regime. We consider, however, that MiFID Il is in line with our regulatory
expectations; for example requiring training for staff, maintaining a record of employees
using a mobile device and monitoring records for compliance with regulatory requirements.
Furthermore it subjects firms to the ‘reasonableness standard’ which enables firms to adopt
measures appropriate to their business. As such, the organisational requirements should not
cause a material change to firms already subject to a taping requirement under our domestic
regime. We have also previously published material to outline our expectations on a number of
the requirements including storage and information requests, many of which are still relevant
and can be relied upon.®®

Our proposed application of the MIFID Il organisational and administrative taping provisions
to the service of portfolio management and our proposed removal of the qualified exemption
our rules currently provide for discretionary investment managers will have an impact on those
firms who currently rely on this exemption, such as those who do not record. For these firms,
there will be one off and on-going costs.

For firms who do not record corporate finance business but already record other activities
pursuant to COBS 11.8 or will have to record other activities under MiFID 11%7, only limited costs
to extend their recording facilities to this service are envisaged.

As financial advisers are currently exempt from our taping regime, our proposal to require
financial advisers which are Article 3 firms to tape will mean that these firms incur costs to
install and maintain new equipment, as well as ongoing compliance costs.

For non-MiFID firms currently subject to our taping rules, including those carrying on energy
market activity or oil market activity and collective portfolio managers (including UK AIFMs,
small authorised UK AIFMs and residual CIS operators, incoming EEA AIFM branches and
UCITS management companies), we intend to carry forward their requirement to tape where
they undertake the relevant activities, with those amendments that are necessary to align
the existing regime with the MIFID Il organisational requirements for taping. This will ensure,
for example, that the regime applies to MIFID financial instruments rather than to qualifying

Qualifying investments relates to financial instruments under the scope of the Market Abuse Directive. Under the Market Abuse
Regulation, the definition of financial instrument is aligned with MiFID II.

66 http://www.fsa.gov.uk/pubs/newsletters/mw_newsletter28.pdf.
67 Article 3 firms — corporate finance boutique firms.
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investments only, and will align the retention period applicable with that required for MiFID II.
We believe the taping regime is valuable for gathering evidence in the context of market abuse
and related regulatory breaches, and these provisions are equally relevant to the activities of
non-MiFID firms. We do not expect that implementing these measures will be overly resource
intensive or costly for these firms, as they are likely to be standard market practice.

For all firms, we expect that the knowledge that telephone conversations and electronic
communications will be recorded and readily available to compliance departments and to the
FCA will deter a greater proportion of individuals from potentially committing market abuse or
demonstrating other behaviours which fail to meet the standards expected of firms in respect
to their conduct of business.

Implications for consumers

These requirements are intended to help prevent, detect and deter market abuse, and help
to strengthen firms incentives to complying with conduct of business requirements (such as
best execution, client orders handling and inducements obligations). We consider that there
will be particular benefits in helping to resolve disputes between firms and their clients. In
our view, access to tapes will provide tangible and material benefits to both firms and their
clients (irrespective of categorisation) in resolving disputes in a speedy, efficient and cost
effective manner.

Discussion

Corporate finance business

Corporate finance business broadly involves advice and arranging activities in respect of
underwriting new debt or equity issuances, corporate restructuring, takeovers and acquisitions,
and business strategy. Certain corporate finance activities, such as advice and underwriting,
will not fall under Article 16(7) of MIFID Il. We are therefore keen to address this potential gap
in taping in relation to corporate finance business.

Firms (including Article 3 firms) undertaking corporate finance business routinely have access to
inside and confidential information, which presents a risk of improper disclosure that could lead
to insider dealing and market abuse behaviours, and potentially undermines market integrity.
Our proposals to require firms to record corporate finance business aligns with the outcomes
of FEMR, which highlighted the benefits of technology to help reduce/remove the scope for
poor misconduct in wholesale markets, and our operational objective to protect and enhance
market integrity.

From a supervisory perspective, we have seen in our recent thematic review — TR 15/13 ‘Flows
of confidential and inside information’ °® — poor systems and controls in respect of the handling
of confidential and inside information within these firms. Records of telephone conversations
and electronic communications could be a useful tool for firms' compliance functions and the
FCA to assess how the firm is complying with their wider regulatory requirements including
management of conflicts of interest which are inherent in the provision of corporate finance
business, particularly in respect of underwriting and placing.

Portfolio management

Our proposal to continue to require firms to record conversations related to portfolio
management activity and remove the current exemption for discretionary investment
managers is based on our supervisory and enforcement experiences.

68 TR15/13 https://www.fca.org.uk/your-fca/documents/thematic-reviews/tr15-13.
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15.25 We have observed shortcomings with the existing qualified exemption for portfolio managers
during investigations. We have faced difficulties in obtaining the relevant records as we only
have access to those records from the ‘sell-side’ firms (eg brokers). Additionally, removing the
exemption will ensure that the regulatory and operational burden is shifted to discretionary
investment managers, who are often the subject of our investigations. This will reduce the
costs and burden on those firms who are not the actual subjects of our enforcement or
supervisory investigations.®’

Firms exempt from MiFID under Article 3

15.26  Taping is one of the areas where we are required to extend ‘at least analogous’ requirements
to firms exempt from MiFID by virtue of Article 3(2). We have considered whether to apply
taping or some other requirement with a similar objective to these firms. Article 3 firms largely
comprise of financial advisers and corporate finance boutiques. We believe there are many
benefits in applying a taping requirement to corporate finance boutiques for the reasons set
out above. We also believe there are important benefits from applying a taping requirement
to financial advisers.

15.27  For example, we expect the increase in the sales of investment products to retail clients to
continue. However, we are aware that when complaints arise between firms and their clients
they often centre around the conversations that happen when the products are sold. Where
those conversations take place by telephone, the existence of tapes will therefore provide a
clear audit trail of the intention and understanding of the parties leading up to the conclusion
of a transaction, particularly in cases when allegations of mis-selling arise. We believe that
consumers will also benefit from the self-disciplining deterrent effect on advisers from recording
calls. Other benefits include providing supervisors with an additional tool when undertaking
thematic reviews or mystery shopping exercises. Access to tapes will also provide our Enforcement
division with an additional source of evidence. We also expect the market to become more
diverse in the delivery of its advice, which may involve more telephone conversations that
support online advice models, making it more important for the regulator to have effective
records in light of market innovations and developments in electronic communications.

15.28 Based on evidence from suppliers, our assessment is that the technology to tape phone
conversations has improved and costs have reduced significantly since the FSA introduced the
requirement to tape in 2008. We estimate that the cost of technology has fallen by a third.
Data retention costs have also fallen significantly since the development of third party cloud
storage and we expect this trend to continue.

15.29  We therefore propose to apply a taping requirement to all Article 3 firms. In our view, this
can help to reduce instances of misselling and advance our operational objective of securing an
appropriate degree of protection for consumers, by providing the FCA with an additional and
effective tool to support our supervision and enforcement activities, as well as a means to help
firms and consumers resolve disputes more efficiently. Responses to DP15/3 on this issue did
not identify a more cost-effective way of achieving an analogous outcome.

15.30 However, we acknowledge that many concerns were expressed to us in response to DP15/3
about the cost and practical implications for the many very small financial adviser firms amongst
the Article 3 firm population. After considering the responses to DP15/3, we are open to
receiving and exploring suggestions on alternative proposals for smaller financial advisers. Any
alternative proposal must meet an analogous outcome to a taping requirement in terms of
securing equivalent consumer protection benefits, and include a clear articulation of the costs

69 If we want to obtain the recordings of discretionary investment managers, we currently have to contact a numerous and wide
ranging selection of sell-side firms. This slows down our investigations, is unduly burdensome, and very resource intensive on
those firms.
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and relevant benefits, together with a reasoned view of where the delineation between smaller
and larger advisory firms could be drawn in practice.

For firms undertaking energy market activities or oil market activities, we considered
whether it is still relevant to require these firms to record their telephone conversations and
electronic communications relating to the relevant activities. We think that retaining a taping
regime on these firms remains appropriate because of their activities in the commodities markets.

References
The existing rules are at COBS 11.8, COBS 18.2, COBS 18.3, COBS 18.5.

The relevant provisions for taping are:
e Articles 3.2(c) and 16(7) of MiFID ||
e Article 76 of the MiFID Il delegated regulation.

Questions
Q54: Do you agree with our proposed unified approach to
implementing the MiFID Il requirements on taping of
telephone conversations and electronic communications?
If not, please give reasons why.

Q55: Do you agree with our proposed approach for Article 3
firms including larger financial advisors? If not, please
give reasons why. In your response, please identify
the size of your firms eg provide details of the
number of employees who will be subject to the new
taping requirements.

Q56: Do you agree with our approach for Article 3 financial
advisers? If not, what other alternatives do you
suggest that may meet the analogous requirements of
Article 3.2(c) of MiFID Il for smaller financial advisers?
Please also provide your views on what an appropriate
threshold level to distinguish between larger and smaller
financial advisers would be.

Q57: Do you agree with our approach to extend the MiFID Il
requirements to corporate finance business and the
service of portfolio management and to remove the
exemption for discretionary investment managers? If
not, please give reasons why.

Q58: Do you agree with our proposal to apply the MiFID I
taping provisions to UK branches of third country firms?

Q59: Some respondents to the CBA we undertook last year
indicated that the costs for adhering to the new taping
organisational requirements are likely to be minimal. Do
you agree with this view? If not, please provide further
empirical information as to why.
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16.
Supervision manual (SUP), authorisation and
approved persons

Who should read this chapter

Firms conducting MIFID business who are making changes to the composition of their
management body and firms who wish to seek authorisation as MiFID firms

Introduction

16.1  MIFID Il requires firms applying for authorisation to provide us with information on
their organisational structure and sets out specific requirements concerning the firm’s
management body.

16.2 These requirements are supplemented by detailed RTS and implementing technical standards
(ITS) which are included in ESMA's final report, issued on 29 June 2016, on ‘MiFID/MiFIR draft
technical standards on authorisation, passporting, registration of third country firms and
cooperation between competent authorities’.”® More specifically, the ESMA final report includes:

e RTS under Article 7(4) of MiFID Il on information and requirements for the authorisation of
investment firms (the Authorisations RTS)”’

e TS under Article 7(5) of MIFID Il on notifications by and to applicant and authorised
investment firms (the Authorisations ITS).

16.3 When the RTS and ITS above are adopted and have come into force, they will be directly
applicable under EU law and be legally binding on firms. Article 4 of the Authorisations RTS
requires applicants to provide specificinformation about the management body and the persons
who effectively direct the business when seeking authorisation under MiFID Il. That information
must be submitted to the FCA as part of the firm’s initial application. The authorisations ITS
require applicants to provide that information by using the template available in Annex | of the
Authorisations ITS. In addition, applicant firms are required to submit a list of the members of
the management body using the template in Annex Il of the Authorisations ITS, while existing
authorised firms are required to use the template in Annex Ill of the same ITS to notify the FCA
of any changes to the membership of the management body.

16.4 The forms in the authorisations ITS allow applicants to provide information in the forms
themselves or by annexing additional information. In view of that, we propose to introduce a
new version of Form A’? which firms may use to provide the information above and which can

70 Available at: https://www.esma.europa.eu/sites/default/files/library/2015/11/2015-esma-1006_-_mifid_ii_final_report_on_mifid_ip_
technical_standards.pdf.

71 http://ec.europa.eu/transparency/regdoc/rep/3/2016/EN/3-2016-4417-EN-F1-1.PDF.

72 Form A'is a form contained in the FCA Handbook and it must be used where the firm is applying for approval of an individual to
perform controlled functions.
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be used as an annex to the ITS forms. The proposals focus on the forms in Annexes | and Il to
the Authorisations ITS.

We plan to open the gateway for firms applying for the new permissions and investment
types under MiIFID Il before 3 January 2018. We will direct at that point all new firms seeking
authorisation under MIFID for the first time, such as new firms and existing firms varying
their permissions to perform MiFID activities to provide the information required under the
Authorisation RTS and to submit the ITS Annexes and the new Form A with their application.

We will provide further details on the process, and forms that firms will have to submit, in a
separate MIFID Il Application and Notifications Guide that we aim to publish in Q4 2016.

Comments on this chapter should reach us by 31 October 2016, before the deadline for
comments on the rest of the CP, to enable us to have the forms in place by early 2017. This is
when we want to be able to start receiving applications for authorisation under MiFID II.

Existing Provisions

Section 59 of FSMA 2000 requires a regulated firm to take reasonable care to ensure that
no person performs controlled functions for the firm without previous approval by the FCA,
or the PRA, as appropriate. To seek approval for individuals to perform controlled functions
(including senior management functions where relevant), firms are required to submit a ‘Long
Form A'. The relevant forms to be used by firms for the approval of these individuals can be
found in SUP 10A Annex 4D, for firms subject to the approved persons regime, or in SUP 10C
Annex 2D, for firms subject to the senior managers regime (as explained below, we are not
proposing changes to the Long Form A in SUP 10C Annex 2D at this stage). We also direct
new applicant firms to use these forms with their initial application for authorisation. When
the relevant individuals meet certain conditions, we allow firms to use a shorter version of the
relevant Form A (‘Short Form A’).”3

Proposals

New Form A for MiFID firms

Annex | and Annex Il of the Authorisations ITS do not spell out the information that firms have to
provide in accordance with Article 4 of the Authorisations RTS. We propose to introduce a new
tailored Form A to help investment firms subject to the approved persons regime submitting all
the required information with their initial authorisation application under MiFID. Firms will still
have an obligation to submit the relevant forms in Annex | and Annex Il of the ITS with their
authorisation application under MiFID. However, they will be able to simply cross-refer to the
relevant information included in the new Form A. This will avoid unnecessary duplication in the
information provided.

The information required by Article 4 of the Authorisations RTS is mandatory, and we have
concluded that firms seeking authorisation under MiIFID will no longer be able to use a short
version of the Form A for the appointment of members of the management body or persons
who direct the business.

We do not, at this stage, propose to introduce a new Form A for prospective MiFID Investment
firms who will be subject to the senior managers’ regime.

For example the individual has previously been approved to perform a controlled function and there have been no changes relevant
to the person’s fitness and propriety since the previous approval.
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16.12  We have conducted a gap analysis between the information required under the Authorisations
RTS and ITS and the information that firms are currently required to submit in the existing Long
Form A. Although most of the information to be provided under the Authorisations RTS and
ITS is already covered in the existing Long Form A, the Authorisations RTS and ITS require firms
to submit some additional information.

16.13  As a consequence, the new Form A for MiFID firms will include the following information:

e a question requiring the individual’s contact telephone number (required by Annex Il of
the ITS)

e achange Section 4 to which now requires details of the individual’s employment history for
the past 10 years instead of 5 (required under Article 4(a)(iii) of the RTS)

e a follow-up instruction requiring candidates who have disclosed a criminal offence to
provide an official certificate of conviction where available (required under Article 4(a)(v)
of the RTS)

e aquestion asking whether the candidate or the firm are aware of any financial or non-financial
interests of the candidate and/or close relatives to members of the management body and
key function holders at the firm, its parent, its subsidiaries or shareholders (required under
Article 4(a)(ix) of the RTS)

e additional instructions requiring applicants to provide:

information on the minimum time that will be devoted to the performance of the
function within the firm (required under Article 4(a)(xi) of the RTS)

- information on human and financial resources devoted to the induction and training of
the candidate (required under Article 4(a)(xii) of the RTS)

— documentation relating to the person’s reputation and experience, in particular a list of
reference persons including contact information, letters of recommendation; (required
under Article 4(a)(iv) of the RTS)

- information on whether an assessment of reputation and experience as an acquirer or
as a person who directs the business has already been conducted (including the date
of the assessment, the identity of that authority and evidence of the outcome of this
assessment) (Article 4(a)(viii) of the RTS)

16.14  Where a candidate is currently subject to an ongoing criminal investigation, the RTS requires
firms to confirm that fact by providing a declaration of honour (Article 4(a)(v) of the RTS).
We consider that the declaration at the end of the new Form A will satisfy this requirement.

Q60: Do you agree with our proposal to introduce a specific
Form A to for applications for the approval of individuals
who will be members of the management body or who
will effectively direct the business? If not, please give
reasons why.
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Persons who are not members of the management body or who do not direct the
business

Prospective MIFID firms will only need to provide the information under Article 4 of the
Authorisations RTS for persons who are members of the management body or who effectively
direct the business. We have outlined below an indicative list of persons performing controlled
functions who might be considered as members of the management body and/or of persons
who effectively direct the business of the firm for the purpose of the requirements of the
Authorisations RTS and ITS:

e CF1 Director

e (CF2 Non-Executive Director

e (CF2a Chair of the Nominations Committee
e (CF3 Chief Executive

e CF4 Partner

e (CF29 Significant Management

A firm submitting an application for authorisation under MiFID will have to provide the relevant
information on the members of the management body, and on individuals who effectively
direct the business, in accordance with the Authorisations RTS and Authorisations ITS for any of
the functions listed above and should do so by using the new Form A. However, if the relevant
individual is not a member of the management body, or does not effectively direct the firm’s
business, the firm will not need to provide the information required under the Authorisations
RTS and Authorisations ITS for that individual and may continue to use the existing Long or
Short Form As, as appropriate.

Our proposed approach is consistent with MIFID Il and does not extend the information
requirements in Article 4 of the Authorisations RTS to individuals who would not otherwise be
subject to it. However, we recognise that prospective MiFID firms might find it easier to use one
single Form A for all the relevant functions applied for even if the individuals in question are
not members of the management body. This could reduce complexity and make the process
easier for new applicants. However, it would increase the regulatory information requirements
provided by the firm.

Q61: Do you agree with our proposed approach? If not, please
give reasons why.

Q62: Do you see merit in allowing prospective MiFID firms
to use the new Form As also for the appointment of
persons who are not members of the management body
or who do not direct the business? If not, please give
reasons why.

Implications for firms
We aim to make a new Form A available with the new MIFID authorisation forms at the
beginning of 2017.

The new Form A will have to be submitted, for each member of the management body and
person who directs the business, by:
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e New firms applying for authorisation to undertake activities under MiFID.

e Existing non-MIFID firms with Part 4A permissions applying for a variation of permissions
which will bring them into the scope of MiFID. Since these firms are already known to the
FCA, they will only have to use the new Form A for new individuals they plan to appoint.
For existing approved persons at the firm who are members of the management body
or persons who direct the business, the applicant firm will have the choice of submitting
the new Form A together with the ITS Annexes or to simply refer to the original Form A
already submitted for the initial approval of these individuals and provide any additional
information required under the Authorisations RTS directly in the ITS Annexes

e Prospective Article 3 firms applying for authorisation. Since Article 3 firms must be subject
under MiFID Il to analogous conditions and procedures for authorisation to those applicable
to MIFID firms’4, our proposal is that Article 3 firms should use the same forms as MiFID
firms when applying for authorisation when the gateway opens in 2017.

Forms for Authorised MIFID firms

16.20 Article 9(5) of MIFID Il requires Member States to require firms to notify the CA of all changes
to the management body. The Authorisations ITS requires firms to provide that information
using the form in Annex Ill to the ITS. We are not proposing to require firms to use that
form until 3 January 2018. Existing MiFID firms should therefore continue to use the existing
Form A (or Form C where a person ceases performing a controlled function) available on
Connect for any changes to members to the management body or to persons who direct the
business. After 3 January 2018, firms will be required to use the form in Annex Ill of the ITS.
We are considering whether, in such cases, firms are required to provide the information under
Article 4 of the Authorisations RTS and are discussing this with ESMA. We will look to make
any relevant changes to the forms to be used by authorised MiIFID firms in the course of 2017.

RAP Form A

16.21  There is currently a separate version of Form A for relevant authorised persons subject to the
Senior Managers’ Regime (in SUP 10C Annex 2D) (the RAP Form A). We do not, at this stage,
propose to make any changes to the RAP Form A for the purposes of making authorisation
applications under MiFID. In view of the scope of the SMR, we think it unlikely that any
relevant authorised persons will need to use the ITS form between the time when the MiFID Il
authorisations gateway opens in 2017 and 3 January 2018. In particular, it is unlikely that
existing RAPs will need to apply for authorisation under MIFID during that period since many
are authorised as credit institutions or are already authorised to undertake MIFID activities. In
the event that there is a need to amend the RAP Form A before January 2018, we propose to
amend it in line with the amendments to the APR version and will liaise with the PRA. We will
consider during 2017 whether it is necessary to amend the RAP Form A for the period after
3 January 2018.

16.22  Our proposed guidelines for authorisation under MiFID Il will provide details on the processes
discussed above.

Implications for consumers

16.23  These proposals will indirectly increase consumer protection by ensuring that the information
on the members of the management body, and on the persons who direct the business, we
receive as part of a new investment firm authorisation application meets the standards set
by MiFID II.

74 Article 3(2)(a) of MIFID II.
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References
16.24  The relevant provisions are:

e Article 7 of MiFID Il and RTS required by Article 7(4) of MiFID Il and ITS required by Article 7(5)
of MiIFID I
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17.

Perimeter guidance (PERG)

171

17.2

17.3

17.4

17.5

Who should read this chapter

This chapter is relevant to regulated and unregulated firms, and individuals performing
investment services and activities

Introduction

MIFID Il imposes a series of scope changes supplemented by the MiFID Il delegated regulation.
Perimeter Guidance (PERG) on several of these new features was consulted on as part of
CP15/43 notably in relation to dealing on own account, structured deposits and multilateral
systems. We noted then that we would issue a later consultation addressing scope matters to
be expanded on in the delegated acts.

This Chapter explains the changes we propose to make arising from those matters not dealt
with in our earlier consultation, notably those new elements introduced by the MIFID I
delegated regulation including forward foreign exchange (FX), commodity derivatives, and new
exemptions for professional firms and commodity derivatives trading. It is based on the draft
statutory instruments the Treasury published in March 2015 — please note these were produced
for the purposes of consultation and both the drafting and policy may be subject to change.
We may need to consult again on the relevant aspects of PERG when the Treasury finalises its
statutory instruments. It is also based on the draft of RTS 20 on the ancillary exemption for
commercial firms trading commodity derivatives that ESMA provided to the Commission in
September 2015. We may need to consult again on the relevant aspects of PERG when the
Commission adopts RTS 20.

For ease of consultation, our Handbook text is prepared as if the amendments to PERG in
CP15/43 have been made and are in force. We are considering separately, the responses to
CP15/43 and will, of course, take account of these when we come to finalise our guidance.

Existing Provisions

PERG's purpose is to give guidance about the circumstances in which authorisation is required
or exempt status available. PERG 2 provides guidance on the activities which are regulated
under FSMA and available exclusions. It also contains a map in Annex 2 showing how the FCA's
permission regime read across to regulated activities. PERG 13 contains guidance mainly on the
scope of MiFID and was first issued in connection with the former Financial Services Authority’s
transposition of the original MIFID, following which it has been updated to take account of
subsequent EU legislation.

Proposals
In addition to the matters consulted on in CP15/43, we propose to issue guidance on various
topics including the following:

Financial Conduct Authority September 2016 123



CP16/29

124

17.6

17.7

17.8

17.9

17.10

17.11

17.12

Markets in Financial Instruments Directive Il Implementation —
Consultation Paper Il

e what is a personal recommendation for the purposes of MiFID II?

e what is the scope of the expanded category of financial derivatives, notably in relation to
FX products?

e what is the scope of the amended categories of commodity derivatives?
e how are emission allowances treated under MiFID II?

e what is the scope of the exemptions for professional firms and commodity trading firms
under MIFID 1I?

We also propose to create a new permission category of ‘binary bets’ to help target effective
supervision of those firms doing business in relation to this new category of investments arising
under the Treasury’'s proposed changes to the RAO.

The MIFID Il delegated regulation amends the definition of ‘personal recommendation’, which
is part of the definition of investment advice, to remove the exclusion where a recommendation
is issued exclusively through a distribution channel. PERG 13 is updated to take account of this
and provides additional guidance on the status of generic advice and general recommendations
under MiFID II.

A new provision in the MiIFID Il delegated regulation (article 10) aims to clarify the scope of
derivative contracts relating to currencies which necessitates a change in the scope of domestic
regulation, notably in regard to forward FX contracts. We have amended our existing guidance
on such contracts in PERG 13 Q30 and included new material to help firms understand the scope
of the new regulation. This new guidance includes, in particular, several practical examples of
the scope of the ‘'means of payment’ exclusion in the MiFID Il delegated regulation and an
explanation of its exclusion for FX spot contracts.

In addition to scope changes to derivative contracts relating to currencies, the MiFID Il delegated
regulation imposes changes to the current types of commodity derivatives as well as those
miscellaneous derivatives within the C10 category. Our PERG 13 guidance is updated to take
account of these changes and likewise in the case of emission allowances. More specifically,
we have expanded our guidance from CP15/43 on how emission allowances are treated under
MIFID Il and the interaction of the directive with the emission auction regulation. Similarly, we
have updated PERG 2 to explain the relationship between emission allowances and the existing
RAO category of emission auction products.

The MIFID Il delegated regulation also includes provisions supplementing the exemptions
from the authorisation requirement for professional firms and commodity trading firms under
MIFID II. In the case of professional firms, this guidance should be read in conjunction with the
changes to PERG 13 Q39, consulted upon as part of CP15/43.

We explain the scope of binary bets within amended article 85 RAO ('Contracts for
differences etc.”) in PERG 2, using a worked example.

Implications for firms

Firms will need to consider whether MIFD Il requires them to seek new permissions and
passports, which result from the changes in scope in investment services, financial instruments
and exemptions. The guidance should help them in this.
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17.13

1714

17.15

17.16

Implications for consumers

The purpose of PERG is to give guidance about the circumstances in which authorisation is
required and so is of most relevance to authorised and unauthorised firms. Our proposed
guidance may also help consumers guard against dealing with firms and individuals who are
not regulated when they should be.

References
Existing chapters 2 and 13 of the Perimeter Guidance.

Chapter 11 of CP15/43 and supporting draft Handbook text in Annex G

References
The relevant provisions are:

e Article 2 and Annex 1 MIFID I
e Chapter 1 of the MiFID Il delegated regulation
Q63: Do you agree with our proposed amendments to PERG

2 and 13? If not, please indicate where you disagree
and why.
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18.
Consequential changes to the Handbook

Who should read this chapter

Those impacted by the SYSC, and/or IPRU(INV), and/or CASS changes consulted on
within CP16/19

Organisational Requirements

Introduction

18.1 In CP16/19 we consulted on our main proposed changes to the Senior Management
Arrangements, Systems and Controls sourcebook (SYSC) in relation to the requirements on the
management body and general organisational requirements arising from MiFID Il. These include
the impact in SYSC of those requirements that are in an EU directly applicable regulation.

18.2  This section sets out our proposals for implementing consequential changes to the Handbook
derived from the proposed amendments to SYSC 1 Annex 1, SYSC 4 to 9 and SYSC 18F
included in CP16/19.
Existing provisions

18.3  The proposed consequential amendments are administrative and they do not reflect any change
in policy. Most of them consist of incorporating cross-references to organisational requirements
in the EU directly applicable regulation.

Proposals
18.4  We propose to amend the Handbook modules listed below:

e Statements of Principle and Code of Practice for Approved Persons (APER)
e Consumer Credit sourcebook (CONC)

e Decision Procedure and Penalties Manual (DEPP)

e Fit and Proper test for Approved Persons (FIT)

e Insurance: Conduct of Business sourcebook (ICOBS)

e Supervision Manual (SUP)

Q64: Do you agree with our proposed changes to these
modules? If not, how could we amend them?
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Prudential rules

Introduction
18.5 This section sets out our proposals for implementing a consequential change to chapter 3 of
the Interim Prudential Sourcebook for Investment Businesses (IPRU(INV)).

Existing provisions

18.6  The proposed consequential amendments are administrative and they do not reflect any change
in policy. They consist of incorporating cross-references to prudential requirements as a result
of the scope of changes in the EU directly applicable legislation.

Proposal
18.7 We propose to amend rules 3-60(1) and 3-72 in chapter 3 of IPRU (INV) replacing the current
reference to article 2(1)(i) of MiFID with the new reference to article 2(1)(j) of MiFID II.

Q65: Do you agree with our proposed consequential changes
to IPRU(INV) 3? If not, how could we amend them?

Client Assets and COBS

Introduction
18.8 In CP16/19 we consulted on our main proposed changes to the Client Assets sourcebook
(CASS) in relation to safeguarding assets and monies belonging to clients.

18.9 This section sets out our proposals for implementing consequential changes to the client
reporting and information rules (CASS 9) derived from the proposed amendments to COBS 6
and COBS 16 included in Chapter 5 (Disclosure requirements) of this CP.

Existing provisions
The proposed consequential amendments are largely administrative and incorporate into CASS
cross-references to disclosure requirements in a directly applicable EU regulation.

Proposals
18.10 We propose to amend the CASS 9 provisions below to take account of the following:

Information about safeguarding client financial instruments and money (Article 49)

18.11  CASS 9.4.1G reminds firms of their obligations under COBS 6.1.7R. In relation toFor MiFID
business, we propose to amend guidance and rules in CASS 9.4 to cross-refer to the new
MIFID Il requirement (Article 49 of the MIFID Il delegated regulation) in COBS 6X.2.6EU.
We propose to apply this requirement to such firms when they hold custody assets or client
money for all clients. In relation toFor non-MiFID business, we propose to retain the existing
application of COBS 6.1.7R in CASS 9.4.2R, so that it will apply such firms when they hold
financial instrumentscustody assets or client funds money for all clients. This approach ensures
consistency with the proposed changes to COBS and MiFID Il, whilst continuing the existing
level of consumer protection.

Statements of client financial instruments or client money (Article 63)

18.12  CASS 9.5 reminds firms of their obligations under COBS 16.4. For MiFID business, we propose
to amend guidance and rules in CASS 9.5 to cross-refer to the new MiFID Il requirement
(Article 63 of the MIFID Il delegated regulation) in COBS 16A.4.1EU. The new requirement
will increase the minimum frequency of providing statements of client financial instruments
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or client money from an annual basis to a quarterly basis for MiFID business. For non-MiFID
business, we propose to retain the existing references to COBS 16.4. This approach ensures

consistency with the proposed changes to COBS and MiFID Il, whilst continuing the existing
level of consumer protection.

Q66: Do you agree with our proposed consequential changes
to CASS? If not, how could we amend them?
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Annex 1
List of questions

Q1: Do you have comments on the general issues raised in
this overview, such as: the application of MiFID conduct
rules to non-MiFID business; our approach to applying
COBS rules to firms selling and advising on structured
deposits; and our approach to the structure of COBS?

Q2: Do you agree with our proposal to apply the MiFID I
inducement rules for independent advice to all advice
provided to retail clients? If not, please give reasons
why, including evidence as to why, in your view, the
costs of such an approach would outweigh benefits.

Q3: Do you agree with our proposal to ban firms providing
advice or portfolio management services to retail clients
from receiving and rebating monetary benefits to
such clients? If not, please give reasons why, including
evidence as to why, in your view, the costs of such an
approach would outweigh benefits.

Q4: Do you consider that the ban on receiving and
rebating monetary benefits to clients should also
apply to professional clients? If so, please explain
why and provide cost-benefit data. If not, please give
reasons why.

Q5: Do you agree that we should apply MiFID Il's
requirements in relation to inducements to Article 3
firms? If not, please explain why, and also provide cost-
benefit data to support your explanation.

Q6: Do you agree with our proposal to extend the MiFID Il
limitation on non-monetary benefits to the wider
business of providing advice in respect of RIPs? If not,
please give reasons why.

Q7: Do you think we should extend the MiFID limitation
on non-monetary benefits to the wider business
of providing advice for all MiFID products, and not
just RIPs? If so, please explain why and provide cost
benefit data.
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Qs:

Qo:

Q10:

Q11:

Q12:

Q13:

Q14:

Q15:

Do you agree with our proposal not to subject advice on
structured deposits to our existing RDR adviser charging
rules and, instead, to apply only the MiFID Il inducement
requirements to such business? If not, please give
reasons why.

Do you agree with our approach to transpose the MiFID
Il proposals for the receipt of research linked to the new
MiFID Il inducement rules as a new COBS 2.3B? If not,
please state why and provide any suggestions for an
alternative approach.

Do you agree with our approach to extending the
research and inducements requirements to firms carrying
out collective portfolio management activity? If not,
please give reasons why.

Do you agree with proposals to retain some guidance
provisions from the existing COBS 11.6 in the new COBS
2.3B section, where they continue to be relevant under
the new proposals? If not, please give reasons why.

Do you have any views on areas where we have
proposed new guidance provisions to clarify our
interpretation of steps firms could take to ensure
compliance with the new inducements and research
proposals and the detail of the proposals? If not, please
give reasons why and any alternative suggestions.

Do you have any views on whether further guidance
provisions are needed to clarify other aspects of the
new inducements and research proposals and how firms
should interpret and implement changes to comply with
these provisions? If so, please detail specific aspects on
which you think FCA guidance is desirable.

Should we consider any modifications to the
requirements linked to the use of RPAs under the
inducements and research provisions for full scope UK
AIFMs of internally managed AIFs? If so, please provide
details on what modifications we should consider

and why.

Should we apply the new MiFID Il inducements
standards to firms carrying out non-discretionary
portfolio management activity(as defined in our
Handbook glossary), including where they receive third
party research, in the same way as for other types of
portfolio management? Please provide evidence to
support your views.
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Q16: Do you agree with our approach to revise the
quantitative thresholds as part of the opt-up criteria for
local authorities by introducing a mandatory portfolio
size requirement of £15m? If not, what do you believe
is the appropriate minimum portfolio size requirement,
and why?

Q17: Do you agree with our approach to extend these
proposals to non-MiFID scope business? If not, please
give reasons why.

Q18: Do you agree with our approach to implementing
the MIFID Il requirements that relate to providing
information to clients?

Q19: Do you agree with the decision not to extend the ‘fair
clear and not misleading’ information requirements to
firms communicating with an eligible counterparty in
relation to non-MiFID business? If not, and you think
that we should extend the fair, clear and not misleading
information requirements to non-MiFID eligible
counterparty business, please provide evidence to
support your view.

Q20: Do you agree with our proposal not to extend the
MIFID requirements in relation to costs and charges
to non-MiFID business (that is not the business of an
Article 3 firm)? Do you think there will be difficulties for
firms if they need to comply with different disclosure
requirements in relation to costs and charges for their
MiFID and non-MiFID business?

Q21: Do you agree with our proposal not to propose a
standardised format to point-of-sale and post-sale
disclosures? If not please give reasons why.

Q22: Do you agree with our proposals to amend COBS 16.3
and 16.4 to allow firms doing non-MiFID business to
avoid the need to provide their clients with periodic
statements, so long as clients have accessed their
statements via an on-line system which qualifies as a
durable medium? If not please give reasons why.

Q23: Do you agree with our analysis of the two (MiFID Il
and RDR) independence standards? If not, please give
reasons why.

Q24: Do you agree with our proposal to apply the MiFID
standard of independence to financial instruments,
structured deposits and other non-MiFID RIPS for UK
retail clients? If not, please give reasons why.
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Q25:

Q26:

Q27:

Q28:

Q29:

Q30:

Q31:

Q32:

Q33:

Q34:

Q35:

Q36:

Q37:

Do you agree with our approach to implementing MiFID
Il's requirements around providing both independent
and non -independent (restricted) advice? If not, please
give reasons why.

Do you agree with our approach to reading across
these further requirements from the MiFID Il delegated
regulation? If not, please give reasons why.

Do you have any comments on our proposal to keep
the current rules for non-MiFID products pending
implementation of the IDD? If not, please give
reasons why.

Do you have any comments on the new COBS 9A in
Appendix 1?

Do you agree that the new COBS 9A should apply in full
to Article 3 firms? If not, please give reasons why.

Do you agree that, for non-MiFID firms, we should limit
the current rules in COBS 10 to direct offer financial

promotions relating to a non-readily realisable security,
derivative or a warrant (and also, through COBS 22.2, to
mutual society shares)? If not, please give reasons why.

Do you agree with our proposal to limit the new COBS
10A to MIFID products? If not, please give reasons why.

Do you have any comments on the new draft of
COBS 10A?

Do you agree with our proposed approach to
implementing the MiFID Il requirements on best
execution? If not, how could we amend our
proposed approach?

Do you agree with our proposal to add new guidance to
the Handbook chapter on best execution? If not, please
explain why.

Do you agree with our proposals for non-MiFID
business? If not, what alternative approach could
we consider?

Do you agree with our proposed approach to COBS 11.3?
If not, please give reasons why.

Do you agree with our proposed approach to COBS 11.4?
If not, please give reasons why.
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Q38: Do you agree with our proposed approach to retain the
extension of MiFID requirements to non-MiFID business
and level-up the requirements to MiFID Il standards? If
not, please give reasons why.

Q39: Do you agree with our proposed approach to
implementing the MiFID Il requirements on record
keeping of client orders, decisions to deal, transactions
and order processing to Article 3 firms? If not, please
give reasons why.

Q40: Do you agree with our proposal to apply the
requirements to UK branches of third country firms? If
not, please give reasons why.

Q41: Please give us your views on whether we should apply
the new MIFID Il transaction record keeping standard to
the following firms, for whom we currently propose to
maintain the existing requirements in COBS 11.5 for

i. Occupational pension schemes

ii. Non-MiFID business related to commodity or
exotic derivatives

iii. Small authorised UK AIFMs and residual CIS operators

iv. authorised professional firms with respect
to activities other than non-mainstream
regulated activities

Q42: Please give us your views on whether or not we should
consider applying new MIFID Il standards on transaction
record keeping to the following firms which are not
currently subject to COBS 11.5, namely:

i. Article 3 exempt corporate finance firms
ii. UCITS Management companies

iii. Full scope UK AIFMS and incoming branches of
EE AIFMs

Q43: Do you agree with the approach to implementing the
MiFID Il requirements on personal transactions? If not,
please give reasons why.

Q44: Do you agree with our proposed approach to
implementing Articles 38 to 43 of the MIFID Il delegated
regulation on underwriting and placing? If not, please
give reasons why?
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Q45:

Q46:

Q47:

Q48:

Q49:

Q50:

Q51:

Q52:

Q53:

Q54:

Do you agree with our proposed approach to apply
Articles 38 to 43 of the MiFID Il delegated regulation on
underwriting and placing to third country branches? If
not, please give reasons why.

Do you agree with our proposed approach to
implementing Articles 36 and 37 of the MiFID Il
delegated regulation on investment research? If not,
please give reasons why.

Do you agree with our proposed approach to apply
Articles 36 and 37 of the MiFID Il delegated regulation
on investment research to third country firms, non-
MiFID OMPs and EMPs, and Article 3 firms carrying
out corporate finance business, in the same way as the
current COBS 12 applies to them? If not, please give
reasons why.

Do you agree with our proposed approach for client
agreements? If not explain why and provide cost-
benefit data.

Do you agree with our proposed approach to restructure
and amend COBS 18.5 to make it clearer for firms
carrying out CPM activity? If not, why not and what
alternative approach you would propose?

Do you agree with our proposal to apply MiFID I
product governance requirements as rules to UK
branches of third country firms, on the basis that these
requirements have a strong conduct-focus? If not, please
give reasons why.

Do you agree with our proposal to apply the MiFID
Il product governance provisions as rules for firms
engaged in MiFID business? If not, please give
reasons why.

Do you agree with our proposal to apply the MiFID I
product governance provisions as guidance for non-
MiFID firms involved in the manufacture or distribution
of MiFID products? If not, please give reasons why.

Do you agree with our approach to implementing
the guidelines in TC and SYSC 5? If not, please give
reasons why.

Do you agree with our proposed unified approach to
implementing the MiFID Il requirements on taping of
telephone conversations and electronic communications?
If not, please give reasons why.
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Q55: Do you agree with our proposed approach for Article
3 firms including larger financial advisors? If not,
please give reasons why. In your response, please
identify the size of your firms eg provide details of the
number of employees who will be subject to the new
taping requirements.

Q56: Do you agree with our approach for Article 3 financial
advisers? If not, what other alternatives do you suggest
that may meet the analogous requirements of Article
3.2(c) of MIFID Il for smaller financial advisers? Please
also provide your views on what an appropriate
threshold level to distinguish between larger and smaller
financial advisers would be.

Q57: Do you agree with our approach to extend the MiFID
Il requirements to corporate finance business and the
service of portfolio management and to remove the
exemption for discretionary investment managers? If
not, please give reasons why.

Q58: Do you agree with our proposal to apply the MiFID I
taping provisions to UK branches of third country firms?

Q59: Some respondents to the CBA we undertook last year
indicated that the costs for adhering to the new taping
organisational requirements are likely to be minimal. Do
you agree with this view? If not, please provide further
empirical information as to why.

Q60: Do you agree with our proposal to introduce specific
Form As to for applications for the approval of
individuals who will be members of the management
body or who will effectively direct the business? If not,
please give reasons why.

Q61: Do you agree with our proposed approach? If not, please
give reasons why.

Q62: Do you see merit in allowing prospective MiFID firms
to use the new Form As also for the appointment of
persons who are not members of the management body
or who do not direct the business? If not, please give
reasons why.

Q63: Do you agree with our proposed amendments to PERG
2 and 13? If not, please indicate where you disagree
and why.

Q64: Do you agree with our proposed changes to these
modules? If not, how could we amend them?
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Q65: Do you agree with our proposed consequential changes
to IPRU(INV) 3? If not, how could we amend them?

Q66: Do you agree with our proposed consequential changes
to CASS? If not, how could we amend them?
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Cost benefit analysis
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When proposing rules we must publish a cost benefit analysis (CBA) as required under Section
1381(2)(a) of FSMA, as amended by the Financial Services Act (2012). In CP15/43 we provided an
overview of EU work on the impact of MiFID Il and its relevance to the UK. We also explained
that in implementing MiFID Il we would provide a high-level CBA on matters where we have
little discretion, but that we would provide a more detailed CBA where we exercise discretion
in our implementation. A significant number of the proposals in this CP involve discretion and
therefore there much more substantive rather than high-level CBA than in our previous CPs.

Inducements, including adviser charging

Introduction
Our discretionary proposals in Chapter 2 include:

e applying the MIFID Il inducement standard for independent advice also to non-independent
(restricted) advice (which we consider is a substantially similar standard to the current
COBS 2.3.1), including for structured deposits and Article 3 firms

e extendingthe application of the core inducement rules set outin Article 24(9) to Article 3 firms

e amending the RDR adviser charging rules by applying the MiFID Il provisions on non-monetary
benefits to the wider business of providing advice on RIPs (in relation to both MiFID RIPs and
non-MiFID RIPs)

e extending the rebating ban to discretionary portfolio management (DIM) for retail clients
Our approach to inducements in relation to research is discussed in the next section.

The firms affected by these rules and proposals include independent and restricted financial
advisers, portfolio managers, product providers, wealth managers and Article 3 firms.

Rationale for intervention

Inducement standards applied to restricted advice

MIFID Il's inducement ban relates to independent advice only. It does not cover restricted advice.
In DP15/3, we asked whether we should copy across MIFID II's inducement ban to cover all
advice, ensuring we continue to have clear and consistent standards across advisers domestically.

Because our existing rules on inducements — read together with the RDR adviser charging
provisions — already substantially meet the MiFID Il standard, we consider that it is appropriate
to apply the core inducement ban in Article 24(9) to both independent and restricted advice,
including in relation to the distribution of structured deposits. This will also apply to Article 3
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firms. We consider that it would cause confusion and permit firms to undermine the RDR
adviser charging rules if we allowed restricted firms greater flexibility than independent firms
over the payments or benefits they can accept from providers and other third parties.

Application of the core inducement rules to Article 3 firms

7. Article 3 firms must be subject to requirements ‘at least analogous’ to those set out in
Article 3(2) of MIFID Il. Article 24(7) is listed, but the general inducement rule in Article 24(9) is
not. We consider that applying the core inducement rule in Article 24(9) to Article 3 firms is a
sensible approach; not only as a continuation of current practice, but also to provide a coherent
framework for firms to prevent regulatory arbitrage and provider bias in favour of products
which provide higher overall remuneration to Article 3 firms, to the detriment of clients.

Clarifying our expectations on the application of the inducement ban

8.  Our clarification (through amendment of the RDR adviser charging rules) that the inducement
rules apply to the wider business of providing advice on RIPs builds on the findings of recent
supervisory work and the guidance contained in FG14/1.”> FG 14/1 clarified that payments
which result in, or could have the effect of resulting in, the channelling of business to a particular
product provider are not considered to be in line with our inducement rules. In explaining what
we believe to be reasonable non-monetary benefits that do not give rise to conflicts of interest,
we highlighted a set of common features of such benefits, including that they would need to
be reasonable and proportionate, of limited scale and nature, and not result in the advisory firm
recovering more than its reasonable costs.

9. Follow-up supervisory work highlighted improvements in the types of inducements distributors
are offering to advisory firms, but we remain concerned about the potential for advice to
be biased as a result of payments and non-monetary benefits offered by distributors. There
continue to be issues around the provision of extravagant hospitality and other benefits that
we do not believe meet the inducement rules. In order to address the persistence of these
issues, we propose clarifying, also in line with the RDR, that the inducement ban covers the
wider business of providing advice to retail clients on RIPs, and not just the provision of a
personal recommendation.

Portfolio management

10. The MIFID Il ban on inducements for portfolio managers (discretionary investment managers)
will introduce new obligations in the UK. The current MiFID/RDR bans do not apply to firms
conducting discretionary management. MiFID Il allows firms to accept, but not retain, third
party payments. In effect, this allows the rebating of these payments back to the client.

11.  We continue to consider that there are strong arguments that retaining the ability to rebate
payments to the client risks introducing provider bias to the detriment of the consumer: this
could provide incentives for discretionary managers to choose commission-paying products.
When this commission is rebated to the client, it could be seen as 'free money’, and suggest
discounted charges for the service. So it may, at the very least, cause confusion and hinder
transparency about the price the client is paying for the service, and the cost of funds within it.
We also propose extending this ban to discretionary management when carried on in relation
to non-MiFID scope RIPs.

Baseline for analysis

12.  Inducement standards applied to restricted advice
Our domestic adviser charging and inducements rules currently apply to all adviser firms,
including those providing restricted advice. Under COBS 6, all advisers (both independent and

75 FCA FG14/1 "Supervising retail investment advice: inducements and conflicts of interest’, 2014
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restricted) can only be remunerated for personal recommendations to retail clients on RIPs by
adviser charges.

Application of the core inducement rules to Article 3 firms in MIFID Il Article 24(9)
MIFID Il requires that Article 3 exempt firms be subjected to a set of requirements ‘at least
analogous’ to those included in Article 24(7). Our current rules on inducements apply to firms
in relation to ‘designated investment business’, with the disclosure requirements applying only
in relation to MiFID business or, for Article 3 firms, only when they are providing a personal
recommendation in respect of RIPs.

Clarifying our expectations on the application of the inducement ban to RIPs
Our Finalised Guidance FG14/1 'Supervising retail investment advice: inducements and conflicts
of interest’ sets out our expectations of firms on the application of the inducement ban.
Therefore, firms should already be familiar with the types of arrangements which we consider
as incompatible with the spirit of the RDR.

Extending the rebate ban to discretionary portfolio management for retail clients only
MIFID is silent on inducements in relation to portfolio management and our current adviser
charging rules do not apply to this activity. The MiFID Il inducement standard allows the rebating
of fees and commissions and the reception and retention of minor non-monetary benefits.

Costs

MIFID Il inducement standards apply to restricted advice including in relation to
structured deposits

Our domestic adviser charging and inducements rules already apply to firms providing restricted
advice. This CBA, therefore, is limited to the potential costs of our discretionary proposal to
extend the requirement to firms offering restricted advice in relation to structured deposits.

Ban on rebating

Of the 201, mainly small, financial advisers responding to our October 2015 MIFID II CBA
survey, only a small proportion (8%) stated that they receive inducements related to the sale
of structured deposits. An even smaller proportion (2%) indicated that they would incur some
costs if they were banned from rebating inducements to clients (and therefore unable to
accept inducements at all). Average costs across the 4 firms that provided cost estimates were
approximately £2,000 in one-off costs, and £1,700 in ongoing costs. These estimates might
not be reflective of the wider adviser population.

Given the very small proportion of firms likely to be affected by the ban on rebating in relation
to structured deposits, we do not consider the cost impacts to be material.

Extending the ban to restricted advice

Of the 40 survey respondents providing restricted advice, a very small proportion (2/3%) receive
revenue from advice on structured deposits. An even smaller proportion receive inducements
in relation to structured deposits. Firms did not report any likely cost implications of a proposal
to ban the receipt and rebating of inducements on these products.

Given the very small proportion of restricted advice firms likely to be affected by the ban on

accepting and rebating inducements on structured deposits, we consider that the costs would
be of minimal significance.
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Application to Article 3 firms of requirements analogous to those in Article 24(9)
including in relation to structured deposits

21.  We consider that requiring Article 3 firms to comply with the wider MiFID Il core inducement
rules would translate into costs of minimal significance. This is because our current rules
already apply to Article 3 firms (COBS 2.3.1 applies to firms conducting ‘designated investment
business’). However, there is an additional disclosure requirement, which currently applies only
to personal recommendations on RIPs and P2P agreements, and the need to apply the quality
enhancement test to the inducement, which currently applies only to regulated activities in
respect of RIPs and advising on P2P agreements.

22. For Article 3 firms selling or advising on structured deposits, in line with the survey results
in relation to our proposal to apply the MiFID inducement standards to restricted advice, we
note that fewer than 8% of respondents stated that they receive inducements in relation to
structured deposits; and only between 2% and 3% indicated that they would incur some
costs if they were banned from rebating inducements to clients. As Article 3 firms will be an
even smaller percentage, given the very small proportion of firms affected, we expect that the
application of this provision will result in costs of minimal significance.

Clarifying the scope of the inducement ban

23. We consider that our proposal to clarify the scope of the inducement ban does not establish
new proposals or go beyond the existing guidance as, in practice, FG14/1 already provides
firms with extensive material to draw from in setting their compliance approach in line with
the spirit of the RDR. FG14/1 also clearly states that “Payments made/received should always
enhance the quality of the service provided to customers. A provider making, or an advisory
firm accepting, any payment will create the risk that such a payment is not in line with our
rules. If a product provider or advisory firm wishes to take no risk in this area, it should not
make or receive such a payment. The making or receiving of such payments will require both
firms to satisfy themselves that they comply with the COBS inducements rules.” Our proposed
clarification does not extend the ban beyond this: it re-emphasises the importance of firms
considering holistically how payments could result in suboptimal consumer outcomes.

24. In FG14/1, we said that we “did not consider that we should account for costs incurred by
firms knowingly trying to undermine the RDR’s objectives, so the costs to firms of correcting
agreements that do not meet the relevant rules are not included.”

25. In line with our cost-benefit analysis assessment at that time, we continue to believe that the
only costs that firms could incur because of our clarification would relate to their decision to
perform reviews of their service and distribution agreements and systems and controls. We
expect these would result in costs of minimal significance, as most firms should already have
the relevant system and controls arrangements in place. Based on our work for FG14/1, we
estimate that 3 working days should be sufficient for a typical firm’s legal and compliance
functions to conduct the review, with a cost of approximately £1,000 for each agreement.

Ban on accepting inducements for discretionary managers dealing with retail clients
26. Our CBA survey indicated that 95% of respondents do not accept and rebate third party
payments. Respondents also confirmed that they do not distinguish between MiFID-scope
products and non-MiFID RIPs. We therefore do not expect our proposal to extend the ban in
relation to those instruments to carry additional costs. Further, none of the respondents that
accept inducements indicated that there would be any negative impact from not being able
to continue to do so, including on their operating costs, number of clients, or choice of funds.

27. We believe that there would not be any additional costs in implementing our proposal. On the
contrary, there may be potential costs savings in the longer term including those stemming
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from the reduced complexity of processes and IT arrangements, as firms will no longer be able
to accept payments, and so will not need systems to make rebates to retail clients.

Wider impacts

MIFID Il inducement standards apply to restricted advice including in relation to
structured deposits

Banning inducements on non-MiFID financial instruments including structured deposits,
could create a more level playing-field which, in turn, may remove incentives for firms to give
preference to non-MiFID business in general (and structured deposits in particular) thereby
avoiding the risk of regulatory arbitrage.

Application to Article 3 firms of the core inducement rules in MiFID Il Article 24(9)
including in relation to structured deposits

There are unlikely to be any wider impacts of these proposals beyond the compliance costs
outlined above.

Inducement ban applied to the wider business of providing advice on RIPs
There are unlikely to be any wider impacts of these proposals beyond the potential for
compliance costs outlined above.

Ban on rebating for discretionary managers

Some respondents to our March 2015 Discussion Paper argued that banning the rebating of
inducements for retail clients of portfolio managers would mean adopting a different approach
to other Member States. They said this could have an adverse effect on the competitiveness of
UK-based discretionary portfolio managers vis-a-vis their European counterparts.

We believe the risk of this materialising to be low and would, on the contrary, argue that a
ban on rebating could translate into savings for firms given the operational, IT and compliance
complexities involved in rebating commissions to clients.

Benefits

We expect there to be minimal incremental benefits, which would build on those envisaged
by the RDR, where in our CBA in PS10/067%, we estimated benefits of £223m through the
prevention of sales of certain investment products. Further analysis in relation to Arch Cru
funds indicated that the annual detriment arising from the sales of unsuitable products could
be in the range of £0.4bn—-£0.6bn.

MIFID Il inducement standards apply to restricted advice including in relation to
structured deposits

This ensures that we continue to have clear and consistent standards across advisers domestically,
thereby mitigating any risk of regulatory arbitrage and providing an appropriate degree of
consumer protection.

Application to Article 3 firms of the core inducement rules in MiFID Il Article 24(9)
including in relation to structured deposits

This proposal aims at ensuring that we continue to have clear and consistent standards across
the advisory community domestically, thereby mitigating any risk of regulatory arbitrage and
providing an appropriate degree of consumer protection.

“Distribution of retail investments: Delivering the RDR”
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Inducement ban applied to the wider business of providing advice on RIPs

36. We believe consumers will benefit from our proposals through the full realisation of the benefits
envisaged by the RDR. These include a reduction in the risk of provider bias that could arise as
a consequence of particularly lavish hospitality offered to distributors by product providers or
other benefits that we believe do not meet the inducement rules.

Ban on portfolio managers accepting (and rebating) inducements in relation to
retail clients

37.  We believe this will bring clarity and consistency for clients who may otherwise see the rebate
as 'free money’ and as discounting the firm’s charges.

Inducements and research

Introduction

38. We propose to apply the MIFID Il standards on inducements received by investment firms
offering portfolio management and specifically in relation to the receipt of research to MiFID
exempt firms carrying out CPM. These firms include:

e UCITS management companies

e full-scope UK AIFMs

e small authorised UK AIFMs and residual CIS operators
® incoming EEA AIFM branches.

39. As described in the CP Chapter, MiFID Il restricts firms providing discretionary individual
portfolio management (IPM) services from receiving any material third party non-monetary
benefits. However, the MIFID Il delegated directive allows investment firms to continue to
receive research without breaching the inducement rules by paying for it either:

e Directly, out of the firm's own resources, or

e From a research payment account (RPA) funded by a specific, separate charge to the firm’s
client. The charge must be agreed and disclosed upfront to the client, be based on a research
budget set by the firm and not be linked to execution volumes and values. An RPA is subject
to further controls and accountability requirements on the firm.

40. It is worth noting that where a UCITS management company or alternative investment fund
manager carries out any MiFID IPM activity, they will be subject to the new requirements in
MIFID Il due to the cross references set out in Article 6(4) of the UCITS Directive and Article 6(3)
of AIFMD respectively.

41. Otherwise, CPM activity is not subject to MiFID Il. However, firms carrying out CPM are subject
to our domestic use of dealing commission rules in COBS 11.6, which are activated through
the COBS specialist regime provisions in COBS 18.5. This means UK firms must comply with
consistent standards for IPM and CPM activity.

Rationale for intervention

42. Extending the MIFID Il requirements to firms providing CPM would address existing market
failures established during successive supervisory and policy reviews carried out by us in
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the recent years on investment managers’ use of dealing commission. The reviews found
systematically poor controls by investment managers of the use of dealing commissions to
acquire additional research goods and services despite the costs to their clients, with only a
small minority of the firms reviewed meeting our expectations.”” We believe this has led to
clients bearing higher costs in dealing commission charges for additional research goods and
services than is necessary due to firms applying insufficient scrutiny over total amounts paid for
research and whether it adds sufficient value for their clients compared to the costs.

We believe extending the MIFID Il reforms in this area to firms carrying out CPM will address
the market failure observed in the UK. As outlined in the CP Chapter, it will ensure that where
these costs are passed by a firm to the fund as an additional cost, it is fair more transparent
to the underlying investor and is subject to an appropriate degree of oversight and controls by
the firm managing the portfolio. Alternatively, the firm can choose to bear all research costs
themselves, giving them a direct incentive to manage external research procurement effectively
as a cost of business.

It will make CPM firms more efficient in their procurement of research, with the likely impact
of reducing costs for investors and / or improving the quality of research consumed on their
behalf, and reducing over-consumption and over-production of low quality research in the
market. Investment Association figures suggest that retail clients make up 70% of investments
in UK authorised funds. By extending MIFID Il standards, these clients will benefit from
improved incentives on firms to manage costs of third party research purchased as part of their
CPM activity and reducing the potential conflicts of interest by enhancing the transparency
of benefits received from brokers, preventing items being received in return for transaction
COmMMIsSioNs or Costs.

Applying the MIFID Il standards to CPM would also remove any perverse incentive for firms
that carry out both IPM and CPM activities to seek to pass on higher costs to CPM investors for
research that may also benefit a firm’s IPM activity. This regulatory arbitrage may occur if less
robust requirements applied to CPM activities.

An extension of the MiFID Il standards on receiving and paying for research would also promote
fair competition in the asset management sector as all economically equivalent investment
management activity would be subject to the same requirements. As many firms providing
CPM delegate the investment management to a MiFID investment firm (either within the same
group or to a third party), these funds would still benefit from the application of MiFID II
requirements from 2018 if we did not extend the MIFID Il standard. However, the funds of
any CPM firms who manage assets in-house would not. Having some funds in the market that
meet the MiIFID Il standards while others do not will make cost comparisons difficult for clients
may distort competition within the UK.

Many asset managers carry out both IPM and CPM activity, managing portfolios to the same
strategy and transmitting orders as a single, aggregated transaction to a venue or a broker. This
creates efficiencies and economies of scale in their commercial operations, benefits their clients
by reducing trading costs and harnesses research and ideas generated by the firms' analysts
across multiple portfolios. So by applying common standards on inducements and research for
IPM and CPM activities, it reflects and facilitates the integrated nature of dealing and managing

Thematic supervisory work in 2011-12, reported in the FSA Report, ‘Conflicts of interest between asset manager s and their
customers’ (November 2012), and supervisory findings in 2014 that were published as part of DP14/3, ‘Discussion on the use
of dealing commission regime’ (July 2014) both highlighted significant shortcomings in firms’ controls and oversight of dealing
commission used for research in assets managers who generally carried out both IPM of large segregated mandates and CPM
of funds.
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functions within many asset managers. Most of these firms could not feasibly separate these
activities without increasing costs to themselves and their clients.

Baseline for analysis

48. The MIFID Il rules on inducements and research will supersede our rules on the use of dealing
commission in COBS 11.6 for MIFID firms carrying out IPM activity. COBS 11.6 also applies
to non-MiFID firms carrying out CPM activity in equities and equity-related derivatives. We
therefore assume for the purposes of this CBA a baseline as follows:

e For firms carrying out IPM and CPM activity, we assume as the baseline that firms will be
upgrading their systems and controls to MiFID Il for their IPM activity and that their CPM
business was already compliant with our rules in COBS 11.6 and have considered and acted
on our relevant publications.

e In addition, for these firms carrying out IPM and CPM activity, 89% of a sample of firms
surveyed (48/54) told us they would in fact scale up their non-MiFID CPM business to the
MIFID Il standard regardless of our discretionary changes. On that basis, we therefore assume:

— For the proportion of IPM and CPM firms likely to extend standards anyway, that will
form our baseline scenario.

- Fortheresidual IPMand CPM firmswho are unlikely to voluntarily extend MiFID Il standards,
the baseline for their CPM activity will be our current dealing commission requirements.

e For firms who only carry out CPM activity with no MiFID permissions for IPM, we assume
they comply with our COBS 11.6 requirements and have considered and acted on our
relevant publications.

49. We take the view that compliance with COBS 11.6 under our current rules as amended in
June 2014 includes firms already having at least the following processes in place, as a baseline
for existing costs:

e controls to manage, monitor and reconcile dealing commissions used to pay for research,
for example in-house or third party commission management software

e systems and controls to identify whether goods and services obtained in return for dealing
commission charges meets our evidential provisions for substantive research and assists
the firm in the provision of its services to clients on whose behalf orders are executed, and
budgeting and valuation processes to ensure charges passed on reflect the best interests
of their clients,

e production of client disclosures, including prior disclosure on the nature of dealing
commission arrangements and periodic statements at least annually of arrangements
entered into, including details of the goods and services received

50. We set out our expectations as part of DP14/3 published in July 2014, with good and poor
practices based on our rules. We have observed improvements in practices since then by some
firms carrying out both IPM and CPM.

51.  The transfer of the existing cost of research itself between the fund and the fund manager, for
example, is not considered as a cost of the reforms, but only any net difference in expenditure.
Any change in tax treatment of payments for research is not considered as a cost for these
purposes, and in any case is also uncertain.
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Costs
We begin our discussion of the costs of the policy proposals with the likely scale of impact
across the different groups of firms, and then present the direct cost estimates.

Likely scope of costs

The scope of costs and CBA discussion below is based on a survey sent to around 200 firms
carrying out investment management activities, of which 86 responded. We asked questions
relating to the potential extension of MIFID Il inducements and research proposals to CPM
activity, to which 54 provided responses to qualitative questions, and just over 20 gave more
detailed cost estimates relating to adapting MiFID Il standards to their CPM business.

As noted above, 48 of the respondents to the qualitative questions who carry out both MiFID
and non-MiFID Investment management activity stated that they would adopt common
procedures across their MiFID and non-MiFID business based on the MIFID Il approach. Six
firms noted an intention to maintain current standards for their CPM activity rather than the
MIFID Il standard (assuming as did not impose it on them).

We estimate there are 1,044 firms performing some type of CPM activity. Approximately two
thirds of this population (670 firms) also have MiFID IPM permissions and so perform both types
of activity. This will mean they need to make changes to meet the MIFID Il standard for their
IPM business anyway. Based on responses noted above, we also assume 89% or 596 firms
out of this population intend to read across the MIFID Il inducement and research standards
to their CPM business regardless of our discretionary decision. This leaves 11% or 74 firms of
this ‘mixed-scope’ firm population who do not intend to do so and therefore would incur more
material costs due to our proposals.

374 firms perform only non-MiFID CPM activity, and do not hold MiFID IPM permissions. These
firms are not therefore directly impacted by MiIFID Il changes in this area and are only affected
due to our decision to extend these requirements. Combined with the 74 firms who do not
intended to level up anyway, this provides a population of 448 firms who we envisage could
incur direct material costs from our discretionary policy decision.

However, a proportion of firms who carry out CPM activity currently delegate the investment
management of their funds entirely to another firm (or firms), in which case the delegated
mandate is regulated as IPM activity subject to MIFID requirements. This means, assuming
such firms continue this approach in future, they would benefit from the MiFID Il requirements
being applied by the firm to which they delegate the management of their collective portfolios
without incurring any direct cost themselves.

For the purposes of this CBA we have calculated a range of between 33-76% of firms carrying
out CPM activity that do not delegate 100% of the investment management of their collective
portfolios to a third party, which we have estimated based on answers to several CBA survey
guestions. We will apply this range to the 448 firms we identified who may face material costs
from or decision. For the proportion that delegate entirely, eg between 66-24% of firms, we
believe the CPM firm itself will not incur any direct costs from our discretionary decision to
extend the MIFID Il inducements reforms.

In light of this, the cost impacts of extending the MIFID Il requirements on inducements and
research to CPM activity are likely to be material for a minority of CPM firms.

The size of firms in this sector also varies widely. However, we do not believe applying these

standards will unduly impact smaller versus larger firms. The MIFID Il requirements on how
firms can purchase research includes flexibility, such that firms can opt to either pass research
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costs onto clients, with some additional oversight requirements, or pay for research directly,
which removes the need for enhanced oversight.

Even if a firm seeks to pass costs on to clients and hence incur some compliance costs, these are
likely to be proportionate to the size of firm — eg smaller firms who have fewer funds, strategies
and / or individual staff to consult when setting budgets, establishing their research needs and
disclosing costs to clients, are likely to face lower costs than a large firm with more complex
operations. As set out below, given the costs that firms are already likely to incur under our
dealing commission rules, we do not believe the incremental costs will be overly burdensome.

Compliance costs

Compliance costs on firms from extending MiFID Il requirements to CPM business are difficult
to estimate due to the options within MiFID Il as to how a firm may choose to pay for research
going forward. Some firms also said initial uncertainty as to the precise legal interpretation of
aspects of the requirements created uncertainty as to the levels of compliance costs likely to
be incurred. While we sought figures from a large sample of firms, supplemented by a second
round of surveys, the level of returns with any estimated figures has been relatively small.
Nonetheless, we have used figures provided from 23 firms to formulate the below estimates of
potential costs where relevant.

In figures cited below, we have assumed that all firms will seek to use a form of research
payment account (RPA), since this will be the costliest option in terms of compliance. While a
sizeable number of firms may choose the alternative option of paying for research from their
own resources, and so would not need to meet the more onerous requirements related to
establishing a separate client research charge and using an RPA, we do not have reliable figures
on what proportion this would be.

For those firms that chose to pay for research out of their own resources, any compliance and IT
costs are likely to be lower than those described below. One-off costs in such cases are likely to
involve re-negotiating broker execution rates and communications with clients to inform them
of changes to costs incurred by their funds, and any corresponding negotiations to increase
management fees if the firm seeks to pass on some of these research costs previously paid
for in transaction costs passed to collective portfolios. The firm may also need to review their
broker and research provider lists generally.

However making direct payments is likely to involve less compliance resources and IT to manage
charge deductions from clients and remove the need to provide disclosures linked to the RPA
as required by MIFID II. We have therefore been conservative in assuming all firms will use the
RPA model, meaning the total costs for firms is likely to be an over-estimate once some firms
adopting direct payments are taken into account.

One-off costs

Firms carrying out IPM and CPM and intending to level up

We consider that for the 598 firms already carrying out IPM business alongside CPM activity,
many would extend the MIFID Il standards to their CPM business voluntarily regardless of our
discretionary decision, as such there will be costs of minimal significance resulting from our
policy proposals.

Even if some of the firms we assume intend to level up may not have do so, we assess that any
one off costs from extending MIFID Il standards to their CPM business would be of minimal
significance if made alongside the changes required to systems and processes changes for their
MIFID Il business. Most of these firms told us their use of research and commission management
systems are currently integrated across their IPM and CPM activities, meaning the upgrades to
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meet MIFID Il standards for their IPM business would largely read across to their CPM activity
with marginal additional changes potentially needed purely for their CPM business.

CPM-only firms and firms carrying out IPM and CPM not intending to level up

374 firms have permissions for CPM but not IPM, and 74 firms carry out IPM and CPM but do
not intend to apply the MIFID Il standards to their CPM business (448 firms in total), we know
that a number of firms fully delegate the investment management to a MiFID firm. In this case,
we assume a negligible one-off cost if the firm continues to delegate entirely, the management
of their fund(s) will receive the benefit of MIFID Il standards in this area with costs of minimal
significance to themselves.”®

For the proportion of the 448 firms who do not delegate all of the investment management
activity, for which we have estimated a range of 33-76% of firms, they will incur costs from our
discretionary proposals to require firms undertaking CPM activity to meet the MiFID Il standard
in this area.

We have estimated potential one-off costs based on data provided to us as part of the MiFID I
CBA survey. From this data, we estimate an average one-off cost for individual firms of £36,000.
When combined with the firm population of 448 and accounting for our estimated range of
firms who may delegate in full the management of its collective portfolios, we have calculated
total one-off costs as a range between a lower estimate of £5.4m and a higher estimate of
£12.1m.

Few firms provided any detailed breakdown or justification for what changes these costs will
cover. However, based on our own analysis of the MIFID Il requirements, we assume one-off
costs would primarily include:

e Revising internal governance and policies for establishing a research budget (although we
expect most firms to already have some form of budget and process in place under our
current rules), setting up governance and systems to enable ongoing assessments of the
eligibility of research and the quality of services to be received in line with new MiFID II
standards and scope, and undertaking a review of existing providers. This may involve
upgrades to IT systems to ensure the firm can adequate track and review research usage
and quality for this purpose.

e Converting existing in-house systems or updating third party outsourced arrangements to
enable the firm to deduct separate research charges from portfolios (either directly from
portfolios or alongside transactions) to meet the new RPA requirements and extend this
approach across all financial instruments. This will include processes to accrue deductions
into an research payment account, and monitor this in line with a pre-set budget. The RPA
system will also need to facilitate payments to third party research providers, and record an
audit trail of payments.

e Establishing a written research policy, replacing initial disclosures on use of dealing
commission arrangements, and a new template for periodic cost disclosures for research
(although we propose to modify this requirement for internally managed AlFs), which will
require more detail on what research providers have been paid for compared to current
practices (eg the Investment Association’s model ‘Level 2’ disclosures used by most firms to
disclose current dealing commission costs).

For these firms, we assume they already have processes in place to regularly review their outsourcing arrangements including a
periodic review of the terms of their arrangements and performance, which we would expect under our rules. This means any
review of the third party they use to delegate the investment management to and their terms and conditions would not pose
additional costs but be absorbed into their existing baseline costs.
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Ongoing costs

Firms carrying out IPM and CPM and intending to level up

Consistent with our analysis above, we assume zero ongoing costs for the 598 firms carrying
out both IPM and CPM activity and who already intended to adopt the MiFID Il standards on
inducements and research to their CPM business, since taking this as our baseline there are
costs of minimal significance created by our discretionary decision.

CPM-only firms and firms carrying out IPM and CPM not intending to level up

For ongoing costs, our broad analysis of the impact is similar to the above for this sub-set of
448 firms. We assume material costs for the range of 33-76% of firms who do not delegate
all of the investment management of their collective portfolios to third parties. Conversely, for
those that do delegate 100%, we assume zero direct costs.

Based on the same survey from 23 firms referenced above, we estimate an average ongoing cost
for an individual firm of £19,000. Based on the same methodology, using the firm population
of 448 and the range of possible delegation of all management activity, we calculate a range
of total ongoing costs of between £2.9m and £6.5m.”°

Again, with respect to ongoing costs for CPM firms, few survey responses gave any description
in response to the survey of what specific processes or requirements caused the ongoing costs
firms stated to us. However, ongoing costs of managing collective portfolios entirely in-house
are likely to be lower once one-off changes to disclosure templates, and policies and procedures
are in place. We suggest the main ongoing costs will most likely stem from:

additional IT systems maintenance and reconciliations of client research charges, above
current costs of commission management tools, for the new RPAs

e reviewing research policy and governance on at least annual basis, including the amount of
the research budget set for each relevant group of portfolios®

e providing enhanced ongoing periodic disclosures to CPM clients compared to current
dealing commission disclosures

e regularly reviewing research provider quality and performance in more detail than firms may
perform under current rules

The level of additional ongoing costs could vary quite widely from firm to firm depending on
their current approach to assessing third party research under our dealing commission rules.
CPM firms who currently adopt best practices in robustly assessing and valuing research paid
for with dealing commission are likely to incur lower additional ongoing costs from adapting
processes to meet the MIFID Il standard given it mandates greater ongoing rigour and
accountability for spending on third party research.

As noted above, our cost estimates also assume firms choose to make use of an RPA approach.
If firms choose to pay for research directly, they would not have to provide periodic disclosures
to clients, review research policies, or ring-fence and monitor separate RPAs. In such cases, the
implementation costs, especially for CPM-only firms, are likely to be much lower. Our figures
are therefore likely to be an over-estimate of the total one-off and ongoing costs.

We excluded two figures for ongoing costs that appeared to be significant outliers, and would have made the ongoing costs more
than treble this estimate.

This estimate only seeks to identify marginal additional costs that may arise under MiFID Il standards compared to current periodic
reviews we would expect firms to undertake on their dealing commission arrangements and processes to ensure they purchase
research and use commissions in the best interests of their clients.
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Wider impacts

It is likely that other EU member states will not choose to apply the MiFID Il standards in this
area to firms carrying out CPM. Since funds can be passported and marketed across the EU
under both the UCITS Directive and (for professional investors) AIFMD, this will initially create
some competitive distortion for UK funds versus EU counterparts. However, we think the net
benefit outweighs this risk, and that over time the impact of the reforms should make UK funds
more transparent and better value for money. There is also the possibility that subsequent
revisions to the UCITS Directive and AIFMD may harmonise standards, meaning any differences
may be temporary and at that stage UK fund managers would already meet the requirements
and not need to make changes.

Benefits
Extending MIFID Il rules on inducements to CPM of funds or collective investment schemes will
result in improvements in the quality of research and avoid firms overbuying research.

Investment Association figures indicate that £1,023bn was invested in UK-domiciled funds at
the end of 2015, with £551bn of underlying funds in equities, although around 12-13% of
this represents passive equity tracker funds for which research costs will not be incurred.®
Assuming a figure of £480bn invested in equities in authorised funds managed on an active
basis, if applying MIFID Il reforms to CPM firms produced a further 1 bps of cost savings as
a proportion of AuM due to the greater oversight and control by investment managers over
spending on research in their CPM business compared to dealing commission costs incurred
for research under current UK market practices, this could lead to £48 million per annum in
reduced costs for investors.®2

For fixed income and other asset classes, costs versus benefits may be broadly cost-neutral in
the short term. This is because separate payments for research on fixed income may offset out
any potential reduction in transaction costs passed to clients, or with any net difference likely
to be very small.

The new regime on research procurement will also remove the potential inducement and
conflicts of interest for firms carrying out CPM over where they execute orders or purchase
research. By ensuring firms' trading decisions are separated from and not influenced by their
receipt of research from brokers, this could encourage CPM firms to make further improvements
in execution quality and costs to the benefit of investors. They may also buy better quality
research that more directly informs their investment decisions on behalf of clients. Both effects
are likely to be positive, although we have not tried to quantify them.

We also believe that the new MIFID Il regime for receiving research will encourage a more
competitive market for research by separating out payments for research from execution
services. This will allow independent research providers to compete more easily with brokers,
who will no longer be able to bundle research on an unpriced basis with execution, and provide
greater choice and specialisation in the market. This should benefit firms carrying out CPM in
the same way as IPM business.

Figures based on IMA Fund Statistics for December 2015, see: http:/www.theinvestmentassociation.org/fund-statistics

Estimate based on a combination of IA figures and estimates from our internal data. This estimate reflects a very broad brush
calculation, due to the difficultly of identifying amounts spent through dealing commissions on research and further segregating this
for collective portfolio management activity only. Our data does not provide a precise break down between investment managers’
IPM and CPM activities. Since many firms will execute orders and consume research on an aggregated basis across both individual
and collective portfolios / funds, it is unlikely any data could provide figures for existing spending through dealing commission on
research purely for funds activity and thereby indicate more precisely possible savings.
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Client categorisation

Local Authorities

Introduction

As set out in the chapter 4, we propose the following discretionary amendments arising from
MIFID Il in relation to the client categorisation of local authorities®®:

Amending the criteria by which local authorities can opt-up to professional client status by
increasing the portfolio size requirement under limb (b) of COBS 3.5.3R (2) from €500,000 to
£15 million, and rendering this requirement mandatory.

Where a local authority acts in the capacity as the administrator of a pension scheme®* as
well as in its principal (treasury management) capacity, to apply the revised opt-up criteria
separately to the pension scheme and principal (treasury) functions (meaning that the local
authority must be able to opt up independently for each function).

Extend the default retail categorisation of local authorities to non-MiFID scope business®’
(subject to the same revised opt-up criteria).

The firms affected by these policies include:

e Firms (brokers, banks, investment managers) providing investment services to local
authorities. These proposals also apply to the branches of third country firms.

e For the purposes of this note, ‘treasury management’ refers to activities of local authorities
relating to the management of public funds required for the fulfilment of their statutory
duties (eg local waste management and collection, social housing, social services). The
reference to “Local authorities acting in their capacity as the administrator of a pension
scheme” relates to a separate activity of managing the pension funds of local authority staff.

Rationale for intervention

The financial crisis saw local authorities and municipalities suffering significant losses because
they were sold financial instruments which were inappropriate for their needs.®® These issues
arose in the UK in relation to interest-rate swaps®’ for example. This has demonstrated
the vulnerability of many UK Local Authorities when faced with decisions to invest in
financial products.

There are two main conditions that may lead to consumer detriment:

e information asymmetry, whereby local authorities may not always hold sufficient information
or expertise to adequately understand and assess investment risks, and

As set out in the CP chapter, the definition of “local authority” will determine the size of the entities to be considered by this policy.
For the purposes of this analysis, we adopt DCLG’s ‘E-code’ definition of local authority, which identifies 518 local authorities. See
https://www.gov.uk/government/statistical-data-sets/live-tables-on-local-government-finance#borrowing-and-investment.

This refers to the management of the pension funds of local authority staff members.

With the exception of Article 3 firms (independent financial advisors, corporate finance boutique firms and venture capital firms).
These are considered to fall outside of the scope of MiIFID business since they are optionally-exempt entities under Article 3 of MiFID.
The European Commission MiFID Il Framework Directive impact assessment (2011) highlights the risk of inappropriate categorisation
of local authorities, citing a number of alleged cases of mis-selling of derivatives and other complex products involving
municipalities. See page 17:

http://ec.europa.eu/internal_market/securities/docs/isd/mifid/SEC_2011_1226_en.pdf.

In previous years local authorities were banned from investing in derivative products due to significant losses suffered by
Hammersmith & Fulham Council and subsequent legal action, but this restriction has subsequently been lifted. In addition, banks are
able to effectively enter into derivative contracts with councils through the use of LOBOs (Lender Option Buyer Option) loans.
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e ‘regulatory avoidance’, whereby investment firms may have incentive to treat local
authorities as professional clients in order to avoid applying the more onerous retail client
protection standards or to sell more complex products with higher returns.

The specific rationale for each policy area is as follows:

e Increasing the quantitative threshold for opting-up

It is essential to distinguish between sophisticated and non-sophisticated local
authorities®®, to ensure that only those which have the necessary knowledge, experience
and expertise can opt-up to professional client status, foregoing the regulatory protections
afforded only to retail clients. The size of a local authority’s financial instrument portfolio
(including cash deposits) is used as a proxy measure of the client’s knowledge, experience
and expertise®. We believe that those local authorities that have portfolio sizes in excess
of £15 million are likely to have the necessary skills and knowledge so as not to require
the same regulatory protections given to smaller local authorities®.

e Applying the opt-up criteria separately to the treasury and pension fund administration
capacities of local authorities

Local authorities acting in their capacity as the administrator of a pension scheme as
well as in their principal capacity (ie treasury management) generally do so within the
same legal entity, even though the two functions are managed separately. By virtue of
the scale of the pension fund assets managed by local authorities which also administer
pension funds (referred to as Local Government Pension Scheme administering
entities®"), all of these local authorities would be likely to automatically satisfy the
guantitative test if we applied the opt-up criteria to the entity as a whole (even if the
treasury functions considered alone fell far below the minimum threshold). Applying the
criteria separately will ensure that small treasury functions, regardless of whether their
local authorities also administer a pension scheme, remain categorised as retail clients
with the associated protections.

e Extending MIFID Il changes to non-MiFID scope business

— We also propose to extend the retail categorisation, and the corresponding discretionary

opt-up criteria, to non-MiFID scope business. This is because similar risks apply to MiFID-
scope business as to non-MiFID scope business. This will help to avoid any potential
regulatory gaps or avoidance, and will ensure that local authority clients are adequately
protected by retail investor protections for all of the business they conduct.

Baseline for analysis
The baseline for our analysis of the policy proposals is as follows:

* Revised quantitative opt-up criteria for local authorities in relation to MiFID scope business:
the baseline is the current situation whereby Local authorities are categorised as per se

In the UK, the approximate portfolio sizes of local authorities imply that almost all would exceed the €500,000 threshold

(around 97 per cent). The portfolio size requirement under MiFID Il applies to a wide range of entities, not only local authorities/
municipalities. Further, the portfolio size requirement in COBS 3.5.3R (2) was devised primarily with high-net worth clients in mind.
This is because, for example, larger local authorities are more likely to have in-house investment advisers and have adequate
resources to pay for financial advice. Using size as a proxy for sophistication is one of the underlying assumptions of MiFID’s client
categorisation regime.

The FCA understands that smaller local authorities tend to have portfolio sizes of approximately £10,000,000.

These are administering entities of the Local Government Pension Scheme. Assets under Management are approximately

£150 billion across 89 administering entities.
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professional clients if they meet the MiFID Large Undertaking test in COBS 3.5.2R (2) or, if
they do not, they are retail clients, but can be opted-up to elective professional status if they
meet the criteria in COBS 3.5.3R.

e Separately applying the opt-up criteria to the pension scheme administration and treasury
functions within a local authority: the baseline would be that, under MiFID Il, the opt-up
criteria would apply to the local authority as a whole?.

e [Extending the default retail client cateqgorisation with the revised opt-up criteria to local
authorities undertaking non-MiFID scope business: the baseline is the current situation,
namely that local authorities are considered as per se professional clients for non-MiFID
scope business. However, investment firms servicing local authorities in relation to both
MiFID and non-MiFID scope business (‘mixed scope business’) need to categorise these
clients as retail clients for the purposes of complying with the mixed business rule in
COBS 3.1.4R.” The baseline for such firms would therefore become the same as above,
namely default retail categorisation with the MiFID Il opt-up criteria.

Costs
We begin our discussion of the costs of the policy proposals with the likely scale of impact
across the different groups of firms, and then present the direct cost estimates.

Likely scope of costs

Local authorities acting in their principle capacity (treasury management)

The most significant impact of the revised quantitative opt-up criteria for MiFID scope business is
that fewer local authorities would be able to opt-up to professional client status compared with
the baseline situation. We estimate that out of a total of 518 local authorities with investments,
324 (around 63 per cent) have investments in MiFID scope instruments and are thus relevant to
this policy.?4?> Of these, all but one have total portfolio sizes greater than €500,000 and thus
would be able to opt-up to professional client status in the baseline situation (provided they
met the qualitative criteria). However, only 261 out of 518 have total portfolio sizes greater
than or equal to £15 million. The policy therefore implies that 63 additional local authorities
would not be able to opt-up to professional client status for the purposes of engaging in MiFID
business as a result of our policy, compared to the baseline situation.

For all local authorities (ie acting as treasury managers or pension fund administrators)

There are 89 local government pension scheme administering entities in England and Wales.
Most of these are administered by local authorities, but not all. However, if we take this as
the maximum possible number of local authorities that may be acting in their capacity as a
pension scheme administrator, then there could potentially be around 89 local authorities (and
their associated investment firms) impacted by our policy to separately apply the opt-up criteria
to pension scheme administrator functions and treasury functions. Official figures reveal that
the 89 local government pension scheme administering entities collectively manage assets of
around £181 billion. As such, although such local authorities will need to consider the revised

The fact that pension fund administration functions and treasury management functions are carried out within the same entity

(ie local authority) appears to be a UK-specific structure.

Our Handbook currently states that for mixed-scope firms MiFID client categorisation rules prevail. These Handbook rules will remain
the same (essentially reinforcing our discretionary policy to mandate the extension of MiFID Il client categorisation to non-MiFID
business). It is therefore not clear the extent to which mixed-scope firms will apply the MiFID Il client categorisation rules to
non-MiFID business voluntarily, or because of our rules.

Source: Department for Communities and Local Government, Statistical dataset,

Live tables on local government finance, “Borrowing and Investment table
https://www.gov.uk/government/statistical-data-sets/live-tables-on-local-government-finance#borrowing-and-investment

Relevant MiFID Instruments include for example corporate and sovereign bonds, money market funds, certificates of deposits, and
treasury bills.
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threshold, it is not expected that any will be unable to meet the quantitative criteria in order to
opt-up to professional client status, notwithstanding that they will be automatically classified
as retail clients by virtue of the wording of MiFID Il (Annex Il (2)).

Extending MIFID Il changes to non-MiFID scope business

The general impact of the policy option to extend the default retail categorisation and revised
opt-up criteria for non-MiFID scope business is that investment firms would also need to
categorise these local authorities as retail clients in relation to any non-MiFID scope business
provided; and then continue to treat those unable to opt up to professional status as retail
clients. However, we estimate that only a small number of local authorities currently invest in
non-MiFID Instruments®® or are serviced by non-MiFID firms. Of these, we understand that
the vast majority have portfolios large enough to opt up to professional status under our
proposed new criteria®’. Further, the majority of firms servicing these local authorities are likely
to provide both MiFID and non-MiFID scope business, and therefore would need to undertake
the re-categorisation and opt-up procedures for MiFID business in any event to comply with
MIFID 11.°8 The mixed business rule in COBS 3.1.4 would also apply in this context.

Direct costs to investment firms

Whilst our proposed policy would not involve investment firms incurring additional costs of
re-categorising all of their local authority clients as retail clients in relation to MiFID business,®
they would potentially incur costs of dealing with a greater number of local authorities as
retail clients, compared to the baseline situation. This could include one-off costs such as staff
training in dealing with retail clients, client communication, compliance and legal procedures.
To the extent that affected firms do not have retail permissions, they would also incur the
cost of applying for such permission' if they chose to continue servicing local authorities
categorised as retail clients.

Investment firms may also incur ongoing costs of treating a greater number of local authorities
as retail rather than professional clients, eg time spent verifying that local authorities fully
understand investment risks and conducting suitability and appropriateness tests on
certain products.

However, the magnitude of these costs is likely to be small. Only a small proportion of local
authorities would be unable to opt-up to professional status under our proposed quantitative
criteria as revised (we estimate around 63) and it is likely that these are currently served by only
a few investment firms. It is also likely that many of these firms would have other retail clients
and thus would already have in place the necessary procedures to deal with those retail clients.
In the event that any of the affected firms do not have other retail clients, they would potentially
incur additional costs of implementing retail procedures, including obtaining retail permissions.

The majority of local authorities” investment is not in designated investment business, for example bank and building society
deposits, which fall outside of the scope of all policies discussed here.

Publicly available data from the Department of Communities and Local Government does not include data in respect of town and
parish councils.

The vast majority of the local authorities engaged in non-MiFID designated investment business are also engaged in MiFID business.

The requirement to automatically categorise local authorities as retail clients for MiFID business is part of MiFID Il requirements, and
not our discretionary policy.

Direct costs in this respect would be minimal with firms being required to pay an application fee of £250.
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99. We estimate that'! the one-off costs to investment firms could be in the region of £1.7 million.
On-going costs are estimated in the order of £750,000.° These cost estimates assume that
the affected firms already have retail clients and thus the relevant procedures are already in
place. If these investment firms do not have any retail clients, then the costs of adopting all the
necessary retail procedures — for example, retail permissions, suitability and appropriateness
tests etc. — could be higher (one large firm quoted a cost of around £300,000 for implementing
such procedures across its business). In the face of these costs, we would expect the firm to no
longer service the local authority classified as a retail client, rather than incur the costs.

100. The costs to investment firms of applying the opt-up criteria separately to the treasury and
pension administration functions of local authorities are not likely to be material, but would
involve some additional administration time spent reviewing any additional applications. For
example, the cost of time spent checking which local authority function the firm is dealing with,
or communicating the requirement to apply the opt-up criteria separately to the local authority.

101. The costs to firms of extending the retail categorisation and revised opt-up criteria to local
authorities for the purposes of non-MiFID scope business will depend on the nature of the firm.
For firms that provide both MiFID and non-MiFID scope business, we assume that they would
adopt the same categorisation procedure for both types of business, and therefore that the
costs of extending the requirements to non-MiFID scope business would not be material. The
majority of respondents to our survey that provide services in non-MiFID scope business also
provide MiFID scope business. Where firms only provide non-MiFID scope business, incremental
costs would be greater. We estimate one-off and annual ongoing costs of £770,000 and
£350,000 respectively'®, relating to categorising local authorities as retail clients, including
compliance and legal costs, and treating them as such.”® However, these costs represent
a notable upper-bound, as we consider it unlikely that this many firms would be providing
non-MiFID services only and would need to deal with local authorities which are ineligible to
opt up to professional client status.

Direct costs to local authorities

102. For the first policy proposal (ie the revised quantitative criteria), fewer local authorities would
be able to opt-up to professional status compared to the baseline situation. The costs to local
authorities of being treated as a retail client rather than a professional client could be driven by
having restricted access to the more sophisticated parts of financial markets, for example being
treated differently by counterparties and subject to higher transaction costs, for example. Such
costs could fall across all local authorities that can no longer be classified as per se professional
clients or opt up to professional client status. While the reclassification would not by necessity
mean that certain more complex or higher risk financial products were not available to these
local authorities, this is a potentially foreseeable effect (eg because it may not be within the risk
appetite of some firms to provide more complicated products to retail clients).

103. For the second policy proposal (separate application of the opt-up criteria to treasury and
pension fund administration functions respectively), local authorities may incur higher

101 Cost information from our survey is very uncertain, due to a range of assumptions used by respondents which were not always
aligned with the policy.

102 This is based on an estimated average cost of £25,000 per firm. The aggregated estimate is heavily dependent on the number of
firms affected (ie those serving local authorities that would not be able to opt up). The figure we present represents a maximum
because we have assumed each of the 63 affected local authorities is served by a different firm — whereas in reality it is likely that
they are serviced by a much smaller number of firms. We assume that all these firms would have retail clients and thus would have
retail procedures already in place.

103 Please note that the estimated costs to firms providing only non-MiFID scope business to Local authorities is based on estimated
costs provided by both firms providing MiFID scope and non-MiFID scope business to Local authorities because we received very few
responses from firms who provide only non-MiFID business to Local authoritie

104 Again, the figures we present represent a maximum because we assume each of the estimated 8 local authorities are served by
different firms. Average one-off and ongoing costs per firm of approximately £95,000 and £45,000 respectively.
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administrative costs as a result of having to apply the opt-up criteria separately to their treasury
functions and pension administration functions (where relevant). However, as these functions
are generally managed separately, separating out the opt-up process should result in costs of
minimal significance.

For the third policy option (extension to non-MiFID scope business), local authorities would
only incur incremental costs if they solely engage in non-MiFID business (otherwise they
would incur the retail categorisation and opt-up costs as part of MiFID Il anyway). Our data
shows that virtually no local authorities are investing solely in non-MiFID Instruments, and
thus we do not expect these costs to materialise. Local authorities may be treated differently
by different counterparties depending on their categorisation, and this distinction may apply
to non-MiFID Instruments, in which case it would make a difference to the local authority if
they were classified as, say, ‘retail’ for MiFID scope instruments and remain ‘professional” for
non-MiFID Instruments. Applying the MiFID Il requirements across the board in this case may
have wider impacts.

Wider impacts

There is some risk that the new threshold portfolio size captures within the definition of ‘retail’
some local authorities that are in fact adequately skilled to operate as professional clients.
A number of investment firms responding to our survey have indicated that the types of financial
instruments that they make available to retail clients are significantly simplified and limited
compared to those available to professional clients. In addition, counterparties may treat local
authorities differently depending on whether they are retail or professional clients, eg offering
less favourable terms for a particular transaction. As such, while local authorities who are
unable to opt up to professional status will benefit from added regulatory protections'®, they
could potentially face more limited investment options which could negatively affect their
ability to manage their funds or limit their hedging'® abilities. Where local authorities are in
fact qualified to act as professional clients, the revised criteria could bring about adverse wider
impacts without the associated benefits.

A particular issue is raised in the categorisation of local authorities acting in their capacity as
pension scheme administrators. The intention of the revised threshold, however, is to enable all
pension scheme administrators to opt up to professional status (based on our understanding
of the size of these portfolios). However, if for any reason a pension scheme administrator’s
portfolio size is below the threshold, they could suffer particularly adverse consequences of
being categorised as a retail client, such as being unable to hedge inflation and interest rate
risks if they are restricted in, eg, the derivatives instruments they can access.

Local authorities that cannot opt up to professional client status may no longer be served by
certain investment firms, ie those that do not currently have retail permissions and for whom
the costs of servicing retail clients may not be cost-effective. However, we assume that these
affected local authorities would easily be able to find other investment firms to serve them as
retail clients.

Benefits

As a result of the higher quantitative threshold under the proposed policy, investment firms
will now offer greater retail protections to a larger number of local authorities compared to
the baseline (ie because fewer local authorities will be able to opt-up). The full spectrum of
regulatory protections associated with retail client status will help local authorities to be better
informed about the investments which they make by placing a higher level of responsibility on

Compared with professional clients.

For instance, if certain firms decide not to provide derivatives products such as future or options traditionally used for hedging
purposes to retail clients.
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the firms which are servicing them. Local authorities with portfolios in excess of £15million can
be assumed to be more sophisticated than those with portfolios in excess of €500,000, subject
to satisfying the qualitative criteria.

109. This means that they are much less likely to invest in products which are not suited to their risk
appetite/financial portfolio size. It will also help to avoid situations in which local authorities
are opted-up to professional status inappropriately, without the knowledge or expertise to
understand the risks attached to their investments — which often leads to detriment. Where
local authorities are opted-up to elective professional client status, they will benefit from added
protection because firms are required to monitor, on an on-going basis, whether or not elective
professional clients (local authorities in this case) continue to satisfy the criteria which allowed
them to opt-up to professional status in the first place. Furthermore, if a firm becomes aware
that the client no longer meets the criteria, it must take appropriate action '%. As a result of
these added protections, pension fund assets and treasury reserves would be better protected
from potential losses associated with the mis-selling of products which are unsuitable for the
local authority.

110.  Quantifying the incremental benefits of our revised criteria is not reasonably practicable for a
number of reasons, namely that it is not possible to know which local authorities that would be
categorised as “retail” client would be those which otherwise would be exposed to detrimental
investment risks if continuing to operate as “professional”. In addition, it is not possible to
identify the extent to which prior losses involving local authorities were the result of a lack
of retail protections on the part of investment firms, or other factors such as local authorities
diverging from standard treasury management policies.'*®

ECPs
Introduction

111.  As set out in Chapter 4, the FCA is proposes to apply MiFID II's changes in respect of opting
up elective professional clients to elective eligible counterparty (ECP) status to non-MiFID scope
business. This would mean:

e Removing the possibility for elective professional clients to opt-up to ECP status for
non-MiFID scope business.

e Introducing additional procedural notification requirements for opting-up clients to ECP
status (which will only be available for per se professional clients) as follows:

— Firms must provide clients with a clear written warning of the consequences for the
client of such a request [ie a request to opt-up to ECP status], including the protections
they may forego;

— Clients must confirm in writing the request to be treated as an ECP and that they are
aware of the consequences in respect of the protections they may lose further to such
a request.

112.  However, we believe that this change would have a very limited market impact. Our firm survey
indicates that fewer than two per cent of respondents have ever had occasion to opt-up elective
professional clients to ECP status.

113.  The firms affected by this policy option include:

107 See COBS 3.5.9R.

108 For example, evidence given in a Treasury Select Committee hearing in relation to the impact of the failure of the Icelandic banks
indicates that during the crisis some local authorities continued to invest in the banks in breach of treasury management policies.
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e Firms providing investment services to ECPs or professional clients in relation to non-MiFID
scope business' or non-MiFID scope instruments (such as insurance-based investment
products or personal pensions). These would include discretionary investment managers,
stockbrokers, corporate finance firms and banks, and

e Branches of third country firms.

Rationale for intervention

The conduct of business rules and other protections applicable to retail and professional clients
seek to address the potential consumer detriment that may arise from these clients tending to
possess less information and knowledge about investment risks than other more sophisticated
market participants (eg some of the firms which might provide them with investment services).
Ultimately these rules aim to protect against the risk of these clients making inappropriate
investment decisions and potentially suffering investment losses.

This risk may be particularly acute for elective professional clients who then opt-up to
become elective eligible counterparties, without fully considering the consequences'’® - ie the
disapplication of specific regulatory protections afforded exclusively to professional and retail
clients, such as the obligation on firms to provide best execution. It is therefore essential that the
FCA addresses such risks, which are of paramount importance to the protection of consumers.

We note that the current framework does not mandate any specific procedure to be
followed by firms opting-up their clients from per se or elective professional status to the ECP
category for non-MiFID scope business."" Such clients are presumed to possess the required
market knowledge and experience'” and are expected to understand the implications of
re-categorisation in terms of the level of regulatory protection afforded to them. Requiring
firms to provide their clients with an appropriate level of information, ensuring that they fully
understand the type(s) of protection they are losing when opting-up from one category to
another, as well as ensuring that clients explicitly confirm this change, will avoid the risks
deriving from insufficient information as well as any uncertainty or lack of transparency around
the opt-up process.

Baseline for analysis
The relevant baselines against which we measure the additional impacts of the FCA's proposed
policies are as follows:

e Opting up elective protessional clients for non-MiFID business: Elective professional clients
are currently able to opt up to ECP status for non-MiFID scope business. The new rules we
intend to introduce will remove that possibility.

e Procedural changes: Currently, firms only need to receive confirmation from the client that
it wishes to be treated as an ECP (for MiFID business, express confirmation is required).
Under MiFID II, additional procedural notifications will be required for MiFID business (clear
written warning to be provided by firms and written confirmation to be provided by clients
being opted-up).

These proposals will not apply to optionally exempt Article 3 firms (Independent Financial Advisors, Corporate Finance Boutique
Firms and Venture Capital Firms).

For example, in the course of its Best Execution thematic review, the FCA received feedback that investment firms can re-categorise
clients to ECP status in order to avoid certain regulatory requirements (eg the obligation to provide best execution).

In the case of MIFID business, the firm must obtain express confirmation from the client that it agrees to be treated as an eligible
counterparty (see COBS 3.6.4R (2). However, this does not need to include that they are aware of the consequences of the
protections they may lose further to such a request.

Notwithstanding the fact that elective professional clients cannot be presumed to possess the market knowledge and experience
comparable to a per se professional client — see COBS 3.5.7G.
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Costs
Likely scope of costs

118.  Our survey responses suggest that the practice of opting up elective professional clients to ECP
status for non-MiFID scope business is very uncommon — less than two per cent of respondents
said they had ever had occasion to do this."® Further, for those firms currently operating under
MIFID scope, our conversations with industry suggest that these firms would, in general, apply
the same approach to clients for both MiFID and non-MiFID scope instruments, and that any
changes stemming from MIFID Il would need to be applied across the board in any event'.
Therefore, for a large proportion of the potentially affected population, it is unlikely that the
FCA's discretionary policy would lead to material additional implementation costs over and
above those which firms would incur anyway to comply with MiFID II.

119.  This suggests that the overall impact of the FCA's discretionary policy in this area will not be
material, and, as such, we have not undertaken a full quantification of the costs and benefits'™.
The FCA has spoken to both firms and trade associations to confirm our survey findings (ie that
the facility for opting-up elective professional clients to ECP status is very uncommon) and
these conversations confirm our analysis''® in terms of the likely impact.
Possible direct costs to investment firms

120. For the few firms potentially affected by this proposed policy, the direct costs of no longer
being able to opt-up from elective professional clients to ECP status for non-MiFID scope

business might include:

e One-off costs of re-categorising all elective ECPs to professional client status such as policy
development, legal and compliance activities, re-papering and client communication
costs; and

e Ongoing costs of complying with the greater number of regulatory requirements for
professional clients compared to the requirements for ECPs. These requirements will
include best execution obligations, the rule on inducements and certain client order
handling requirements.

121.  The direct costs to firms with respect to the procedural notification requirements could include:

e one-off costs of updating client communication procedures (for example, including a
comprehensive list of the regulatory protections clients would lose as ECPs), and

e on-going processing costs of providing clients opting-up to ECP status with more
information, and waiting for written confirmation of their acceptance.

122. These additional costs are likely to be of minimal significance. As set out above, we do not
expect the overall cost impact of this policy approach to be material across the industry.

Direct costs to clients

123. Clients unable to opt up to ECP status for non-MiFID scope business would incur minimal
direct costs. These could include administration costs associated with being re-classified as
a professional client from ECP status (ie for clients currently classified as ECPs but who were

113 Two out of 120 respondents

114 For firms carrying out both MiFID and non-MiFID scope business, the “mixed business” rule applies in COBS 3.1.4R.

115 This is also in line with the findings of the European Commission’s 2011 MiFID Impact assessment that the impact of changes to
client categorisation in relation to ECP status would be negligible.
See page 191 http://ec.europa.eu/internal_market/securities/docs/isd/mifid/SEC_2011_1226_en.pdf

116 For example, the FCA has spoken to the Investment Association and JP Morgan.
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opted-up from elective professional client status). Again, to the extent that clients would need
to undergo this review in any event as part of MiFID Il for any MiFID scope business carried out,
the incremental cost of compliance for non-MiFID business is unlikely to be material.

Clients wishing to opt-up to ECP status would need to spend some additional time confirming
in writing that they are aware of the consequences of the protections they may lose. As they
already need to provide written consent when opting up, any costs associated with this are
likely to be negligible.

Wider impacts

The wider impacts of these proposals would be similar to those implied by the MIFID I
requirements on the treatment of ECPs and the categorising of elective professional clients
as ECPs.

Elective professional clients unable to opt-up to ECP status could be subject to several impacts:

e The increased costs to investment firms of providing services may be passed on to them
in the form of higher prices (ie because the firms providing them with services will have
additional regulatory rules to comply with). The extent to which this would happen will
depend on whether the clients can switch to firms with lower costs (eg those with already
a large professional client base that would not experience many additional costs of treating
more clients as professional rather than ECPs). However, firms which service ECPs generally
also tend to service professional clients'"”. We therefore do not anticipate that this will be
a significant impact.

e These clients might be less attractive as counterparties to trades and transactions because
of the additional regulatory requirements which will apply (eg the obligation to provide best
execution), thereby making transactions potentially slower and more costly.'™ This may
lead to potential difficulties in finding counterparties to deal with. Again, however, most
firms which deal with ECPs will also have a significant professional client base.

The extent to which these potential indirect costs are outweighed by the increased protections
they will receive as professional clients is unclear — but given the European Commission’s
rationale for the policy ie that non-retail clients can have limited appreciation of investment
risk, the benefits of protection are likely to outweigh the indirect costs.

Benefits

The extension of the MIFID Il requirements of removing the possibility of opting up elective
professional clients to ECP status for non-MiFID scope business will ensure that clients are
afforded the same type of regulatory protections irrespective of the type of financial instruments
they are investing in or the types of investment service with which they are provided. This will
avoid any regulatory arbitrage by firms seeking to circumvent certain regulatory protections
through offering non-MiFID scope business in preference to MiFID scope business where such
protections would apply.

The increased protections applied to elective professional clients no longer classified as
ECPs will help to address information asymmetries. Although it is not possible to quantify
the detriment arising from elective professional clients inappropriately being treated as ECPs

Particularly given that a client can only be classified as an eligible counterparty (ECP) for ECP business which is defined by a narrow
subset of specific activities (eg dealing on own account).

For example, when dealing with ECPs the lower regulatory requirements can imply quicker transaction times and a simpler
contractual relationship (less reporting and paperwork to take into account, as well as fewer obligations and risks related to
litigation, fiduciary duty, care etc.).
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(as the scale of any opting up in practice appears to be very low), analysis conducted by the
European Commission has shown that elective professional clients such as local authorities and
corporates do not always possess sufficient knowledge to appreciate the risks attached to all
of the investments they are making. With fewer regulatory protections provided to ECPs, it is
not unreasonable to assume a high risk of potential detriment which this policy would help to
mitigate for non-MiFID scope business.

Similarly, the benefits of the procedural notification requirements will stem from ensuring that
clients are not opted-up to ECP status without being fully aware of the protections they will
lose, and that opting up only occurs with clients for whom it is appropriate. We expect that,
given the additional transparency of the opting up procedure, some per se professional clients
who would have opted up under the previous regulatory framework will now elect to remain in
their existing category. In such cases, they would benefit from retaining regulatory protections
afforded to professional clients and not to ECPs, as noted above.

Disclosure requirements

Introduction

MIFID II improves the requirements applying to firms in relation to the information they
must provide clients, in particular non-retail clients. MiFID Il also introduces improved costs
and charges disclosure requirements, and some minor additional requirements relating to
cross-selling products or services, post-sale reporting and record-keeping.

In addition, in certain areas, MIFID Il requires Member States to implement an ‘analogous’
record keeping regime — in line with the new requirements — for Article 3 firms. Article 3 firms
primarily consist of retail financial advisers, corporate finance boutiques, and a small number of
venture capital firms. Where required, we intend to apply the relevant revised MiFID Il disclosure
requirements to Article 3 firms.

In order to ensure consumer protection, and consistency with the EU principle that third country
firms should be treated ‘'no more favourably’ than Union firms, we propose applying the new
requirements to third country firms as well as MiFID investment firms.

This is an area where it is intended that there is a common approach across the EU and therefore
we have little or no margin for discretion in implementing MiFID Il disclosure provisions. We
therefore provide a high-level cost benefit analysis for firms acting within MiFID scope, for firms
undertaking equivalent third-country business and for firms distributing MiFID products under
the Article 3 exemption.

When implementing or reflecting the MiFID Il provisions in the FCA Handbook, we have sought
to avoid exercising discretion and applying them to firms doing non-MiFID business (with the
exception of Article 3 firms). However, where the recast provisions are identical to, very similar
to, or can be inferred from, existing provisions in the Handbook, we have proposed to amend
some rules relevant to non-MiFID business so they are consistent with the provisions applying
in relation to MiFID business.

Rationale for intervention

As explained in Chapter 5, the amended disclosure requirements consulted on are designed to
ensure appropriate investor protection, provide information to clients and potential clients, and
provide for reporting to clients.
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The improved requirements will promote common disclosures at a European Level. They will
help competent authorities to more effectively and consistently undertake their supervisory
work where financial instruments are marketed and sold across jurisdictions.

Baseline for analysis

UK branches of third country firms and Article 3 firms, are already subject to the FCA's disclosure
requirements, based on MiFID. These requirements are therefore the baseline for our analysis in
respect of the enhanced MIFID Il provisions.

Costs
We begin our discussion of the disclosure policy proposals with a view on the likely scale of
impact across the different types of firm, and then present our analysis of the costs.

Likely scope of costs

The direct cost of applying the revised, non-discretionary MiFID Il disclosure requirements to
firms doing MIFID or equivalent third country business, and Article 3 firms, is likely to vary,
depending on the extent firms do business with clients who will be considered professional
clients or ECPs. However, the new MIFID Il requirements will require extensions or updates to
the existing disclosure procedures of such firms, whatever their business model.

As only minor changes are being proposed in relation to the disclosure requirements apply to
firms doing non-MiFID business, it is our view that the discretionary application of the provisions
proposed will have a negligible impact on the industry, with costs of minimal significance.

Direct costs to firms doing MiFID business

One-off costs for firms doing MIFID or equivalent third country business (and Article 3 firms)
will include costs for: staff training, legal costs, compliance costs, and the cost of updating
disclosure processes. However, for most firms, we do not consider the on-going costs of
complying with the revised disclosure requirements, by providing more detailed information, to
be significantly different from the on-going costs of complying with the existing disclosure rules.

We expect firms, that offer investment products and services, for which there are complex
costs and charges arrangements in place, and firms with a significant number of professional
clients, to incur the most additional costs. These firms will need to provide their clients with
more information than previously. Further, given the changes proposed in relation to client
categorisation, more firms will be affected by increased disclosure costs than would have been
the case if the client categorisation rules had stayed the same. For example, firms will now face
additional costs if they have clients, who would have been categorised as professional clients
but will now need to be considered retail clients, or clients, who would have been ECPs but will
now need to be considered professional clients.

Direct costs to firms doing non-MiFID business

One-off costs for firms doing non-MiFID business may include costs for: staff training, legal
costs, compliance costs, and the cost of updating disclosure processes. However, as we are not
altering the effect of the rules applying to these firms, we expect that these one-off costs will
have a negligible impact on the industry, and result costs of minimal significance.

Since changes proposed in relation to the client categorisation rules are to apply in relation to
non-MiFID scope business, a small number of non-MiFID firms may incur additional disclosure
costs, because they will need to provide more information to their clients. This will be the case
if they have Local Authority clients, who would have been professional clients but will now
need to be considered retail clients, or who would have been ECPs but will now need to be
considered professional clients. As explained in the CBA section considering the changes to
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the client categorisation rules, we expect these changes to have only limited impact on the
non-MiFID market, and result in costs of minimal significance.

Benefits

146. As mentioned above, MiFID Il enhances the disclosure material provided to professional clients,
the applicable costs and charges disclosure requirements, and adds some minor requirements
relating to cross-selling products or services, post-sale reporting and record-keeping.

147. Calculating these benefits is not reasonably practicable because the benefits stemming from
firms needing to provide additional information will vary depending on the product or service
the information relates to, and the use the client makes of the information received. Examples
of the benefits the new disclosure requirements may provide include:

e benefits arising from common disclosure standards applying across the EEA, facilitating
easier cross-border activities;

e the potential for better investment decision-making by Local Authorities, indirectly
benefitting tax payers;

e Dbenefits arising from an improved awareness, by the FCA and industry stakeholders, of the
costs and charges applying in the market that may lead to better regulatory decisions and
more effective competition in the market, which will indirectly benefit consumers.

148. If clients are better informed about the costs and charges applying to them, their options,
and the investment risks involved, so that they make better investment decisions and avoid
unsuitable investments, then the benefits of improved disclosure are likely to outweigh the costs.

149. In relation the proposal to exempt firms doing non-MIFID business from the need to provide

clients with periodic statements, so long as their clients can, and do, access their statements via
online systems, we consider that this may result in minimal savings for firms.

Independence

Introduction

150. The policy option being proposed is to implement MiFID II's standard in relation to independent
advice. This will mean a move away from our current definition of ‘independent advice’,
whereby firms’ recommendations must be based on a comprehensive and fair analysis of the
retail investment products (RIPs)'"® comprising their ‘relevant market’, to MiFID II's definition,
whereby firms must assess a sufficient range of financial instruments which must be sufficiently
diverse with regard to their type and product providers to ensure the client’s objectives can be
suitably met. This will apply to MiFID financial instruments, structured deposits and non-MiFID
RIPs for retail clients.

151.  To help clarify our expectations about the range of products that should be considered, we
are proposing to provide guidance confirming that since the assessment conducted by an
independent firm must ensure that the client’s objectives can be suitably met, a firm providing

119 RIPs are (a) a life policy; or (b) a unit; or (c) a stakeholder pension scheme (including a group stakeholder pension scheme); or (d)
a personal pension scheme (including a group personal pension scheme); or (e) an interest in an investment trust savings scheme;
or (f) a security in an investment trust; or (g) any other designated investment which offers exposure to underlying financial assets,
in a packaged form which modifies that exposure when compared with a direct holding in the financial asset; or (h) a structured
capital-at-risk product; whether or not any of (a) to (h) are held within an ISA or a CTF.
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independent advice should be in a position to advise on all product types within the scope of
the market on which it provides advice.

In addition to structured deposits, MiFID II's independence standards will also apply to firms
providing advice on shares, bonds and derivatives, ie firms wishing to hold themselves out as
independent in respect of these products will need to comply with the new requirements. This
is a matter where it is intended that there is a common approach across the EU and therefore
we have little or no margin for discretion in implementing MiFID II.

The firms potentially affected by these proposals will be those providing financial advice to
retail clients and professional clients, both on an independent and restricted basis as currently
defined by us.

Rationale for the policy proposal

MIFID II's definition of independent implies that some firms may consider a potentially narrower
range of products than currently and still hold themselves out as independent. However, we
do not consider that moving to this standard would materially affect the practical impact of
the current independence definition and would not have negative consequences for consumer
protection — this is discussed in more detail in the CP chapter 6, see paras 6.21 to 6.27.

Baseline for analysis

The baseline for the analysis is our current independence standard, introduced with the RDR
at the end of 2012. The incremental changes implied by MiFID II's standard are set out in the
introduction to this section.

Costs to firms

We consider that the “discretionary changes” (ie those which we are proposing alongside
those we are required to make by MiFID) will lead to costs of minimal significance imposed on
firms. This is because we believe that where we are proposing to apply MiFID’s independence
standards to areas which fall outside of MIFID’s scope, the differences between the new
requirements and the current FCA requirements are minimal.

Chapter 6 explains how there are a small number of aspects of the MiFID Il delegated regulation
requirements which we are proposing not to read across to non MiFID business. These are
where the detailed obligations are not currently reflected in similar rules and guidance currently.
Where this is the case, we are not proposing to apply them to advice which falls outside of
MIFID Il so as to avoid disproportionate additional costs for industry. This includes, amongst
other requirements, the prohibition on a natural person giving both independent and non
independent advice.

Wider impacts
There are unlikely to be any wider impacts of these policy changes beyond compliance costs.
We do not foresee any loss of business or adverse competitive impacts.

Benefits

The benefits of adopting the MIFID Il independence standard for all types of advice are
considered in relation to the alternative of retaining the current independent standard for
retail clients in relation to RIPs, and the MIFID Il standard for independent advice on shares,
bonds, derivatives and structured deposits and for advice on all MiFID financial instruments to
professional clients.

Having two independence standards in place would add complexity and confusion for consumers
and firms. It might be confusing for consumers if some firms which refer to themselves as
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‘independent’ were required to consider all the products in the market and others did not.
It would also create particular uncertainty for firms, many of whom are likely to advise on
products both in and out of MiFID scope.

161. By providing guidance for firms confirming our expectations of how firms may comply with

the overarching standard, it will help clarify to firms how they may demonstrate that they are
meeting the requirement and provide regulatory certainty in so doing.

Suitability and appropriateness

Introduction

162. These are matters where it is intended that there is a common approach across the EU, with
detailed requirements contained in the MiFID Il delegated regulation, and therefore we have
little or no margin for discretion in implementing MiFID Il for MiFID products. We therefore
provide a high level cost benefit analysis.

163.  Our proposed approach for these issues is that the new MiFID Il provisions should apply only to
MIFID firms and products, and that application of new rules to non-MiFID firms and products
should wait until we implement the Insurance Distribution Directive (IDD). We consider that
this approach allows us to continue to meet our statutory objectives, including consumer
protection. The implications for MiFID firms and consumers of the new MiFID requirements are
discussed in the relevant chapter.

164. We therefore retain the current rules for firms and products not covered by MiFID, including
those rules which were read across when we implemented MiFID. In the case of appropriateness,
this means that the current rules will continue to apply to ‘a firm which arranges or deals in
relation to a non-readily realisable security, derivative or a warrant with or for a retail client and
the firm is aware, or ought reasonably to be aware, that the application or order is in response
to a direct offer financial promotion’ . In the case of suitability, the current rules will continue
to apply to insurance-based products and investments.

Costs to firms

165. The new MiIFID requirements include more specific requirements than before to ensure suitability
of personal recommendations, such as the requirement to ensure information about the client
is up-to-date if the firm is providing ongoing advice or a discretionary management service and
a requirement for periodic suitability reports for discretionary management. Firms will need to
make any changes necessary to allow them to comply with the additional obligations. However,
we do not expect these obligations to lead to significant costs for firms. The requirement to
ensure information about the client remains up-to-date reflects good practice. And firms already
need to ensure suitability of their decisions when providing discretionary management services,
so being required to provide an updated statement of how the investments are suitable for the
client should not be onerous.

Benefits

166.  Consumers will benefit from the additional requirements, which should reduce the likelihood
that unsuitable personal recommendations or decisions to trade will be made.
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Dealing and Managing — Best Execution

Introduction

As set out in Chapter 9, we are proposing to apply, on a discretionary basis, the MiFID Il best
execution requirements to certain non-MiFID firms and business where this business involves
the execution of orders, placing client orders for execution as part of portfolio management
services, or the reception and transmission of orders to other entities for execution, in relation
to MIFID financial instruments.

In line with the approach adopted when implementing MiFID, we are proposing a general
application of the improved MIFID II provisions to non-MIFID firms, in particular, Article 3
financial advisers as well UCITS management companies and other firms carrying out collective
portfolio management (CPM). We also propose to extend the RTS 28 reporting requirements
to full scope UK AIFMs and incoming EEA AIFM branches, and make consequential changes
to the COBS rules that are already applied to these firms under COBS 18.5.4AR to reflect
MIFID Il reforms.

However, we are, proposing to exempt Article 3 retail financial advisers from the requirement
to publish the RTS 28 report in the interests of proportionality.

The main aim of the MIFID Il proposals is to increase the transparency of order execution to
facilitate better scrutiny of performance by clients and their agents. This is fully consistent with
the findings of our thematic review (TR 14/13) that the fundamental information asymmetry
currently makes client scrutiny of execution outcomes difficult.

The MIFID Il best execution rules build upon the current framework in relation to the content
and quality of information disclosure to be provided by firms. Firms will be subject to a higher
over-arching best execution standard having to implement a policy for taking all sufficient steps
to obtain the best possible result of the clients. Supplementing this incremental increase in the
high-level obligation, firms will be required to disclose additional detail in their execution policies
(eg information on venue selection and fees and third party payments). Furthermore, firms will
be expected to check the fairness of price quoted to clients in relation to OTC products.

MFID Il also introduces two new Regulatory Technical Standards (RTS 27 for execution venues
and RTS 28 for firms carrying out client orders). RTS 27 requires execution venues to publish
quality reports on execution quality. ESMA published in September 2015 a comprehensive cost
benefit analysis that covers the expected impacts these new requirements may have on firms.
Firms carrying out client orders (including reception and transmission) will have to comply with
the disclosure requirements set out in RTS 28. This includes an annual report summarising the
top five venues to which firms sent orders for execution and a summary of the analysis and
conclusions drawn from their monitoring of execution quality.

Approach to extending MiFID Il best execution standards to Article 3

financial advisers.

Financial advisers exempted under Article 3 of MiFID will be affected by the FCA's discretionary
proposals. These Article 3 firms are currently subject to the MiFID best execution rules since we
decided to apply these standards to such firms when implementing the MiFID best execution
requirements. Therefore, Article 3 financial advisers already owe a duty of best execution in
all circumstances when receiving and transmitting orders for the sale and purchase of financial
instruments (including units in regulated CIS) thereby putting them in the same position as
MIFID financial advisers.
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We propose to maintain a similar approach by extending the MIFID Il best execution
requirements to Article 3 financial advisers. In the interests of proportionality, however, we
intend to moderate these requirements for Article 3 financial advisers such that they will not be
required to comply with the RTS 28 reporting obligation. Our proposed approach to extend the
MIFID Il best execution requirements in this way to Article 3 financial advisers is likely to have
minimal incremental impact on these firms.

The extent to which non MiFID financial advisers are expected to be affected is likely to be
limited given that they are already subject to the MIFID best execution requirements and
therefore are likely to incur only costs of minimal significance in updating their existing policies
and procedures to reflect the MIFID Il standards. In line with current MiFID obligations, we
expect these firms to have the necessary systems in place, both in terms of their execution
arrangements and monitoring in order to understand how and why orders have been executed
in a particular manner. They are also required to regularly review their execution arrangements.

In terms of the changes under MIFID II, Article 3 financial advisers would have to review and
update the disclosures provided in their execution policies to reflect the improved MIFID I
requirements where these are relevant to their business model and activities. These are likely to
involve costs of minimal significance because the majority of these firms’ activities are confined
to the reception and transmission of client orders, particularly in units in collective investment
schemes. In general, the additional disclosures they would need to provide in their execution
polices relate to greater transparency around costs, fees and venue selection. We would expect
this information to be readily available for firms to disclose in their order execution policies.
Other changes under MiFID Il include an amplification of current requirements, for example
order execution polices will have to be customised depending on the class of financial instrument
and type of service, which represents an incremental change to the MiIFID requirement.

While firms will have to review their execution arrangements and monitoring to meet the
higher standard, the rules are not prescriptive in this area thereby giving firms discretion as to
how to achieve this. Article 3 firms are also already subject to a requirement to review their
arrangements at least annually, so they can reflect MiFID Il changes and updates to disclosures
in the course of their usual annual review.

Given the nature of their services and activities which is limited to the reception and transmission
of client orders, some of the enhanced best execution obligations may not be relevant, for
example, the requirement to check the fairness of price in relation to OTC products.

Rationale for intervention

The updated MIFID Il provisions address policy concerns regarding investor protection,
transparency and market efficiency. In particular the new requirements strengthen the existing
framework with respect to execution monitoring, venue selection and information asymmetries
between firms and clients.

Our 2014 thematic review of best execution identified poor outcomes in this area. The review
highlighted that firms did not understand the key elements of the best execution regime and
did not adequately embed this in their business practices. It found that firms were not providing
adequate information to clients in their execution policies which were found to be generic and
lacking in meaningful detail. It identified that many firms were not doing enough to deliver
best execution through adequate management focus, front office practices or supporting
controls leading to significant risk that best execution was not delivered to all UK clients on
consistent basis.
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We also took action in 2014 against a firm for breaches of the best execution rules. The firm
was fined for (amongst other things) failing to check that its order execution systems were
effective and that it was delivering best execution to its clients on consistent basis'?°.

The general lack of transparency in this area reduces the ability of market participants to
scrutinise execution quality, order routing practices and any potential conflicts, leading to poor
outcomes for clients.

The new set of rules and requirements introduced by MIFID Il would help in addressing these
issues as it essentially builds upon the current best execution standard. Consequently, these
improved requirements should assist firms in meeting their requlatory obligations to the benefit
of consumers.

Baseline for analysis

The relevant baseline against which we measure the additional impacts of the FCA’s policy is
the current best execution requirements these firms are subject to, namely the requirement
for firms executing client orders and/or receiving and transmitting client orders or decisions
to deal to take all reasonable steps to achieve on consistent basis the best possible results for
their clients.

While the best execution regime will not radically change under MiFID II, the new requirements
will raise the compliance standard and introduce several detailed and prescriptive requirements
within a similar high-level framework. It will require firms to provide clients with more
detailed execution policies and level of information disclosed to their clients. While we would
expect most firms to provide this detail already in order execution policies under the current
requirements, and indicated our expectations previously in TR14/13, the existing rules do not
explicitly proscribe such detail and so some firms may need to improve their arrangements to
meet the MIFID Il standard. MiFID Il will also require firms to assess the fairness of the price
guoted when proposing OTC bespoke products. However, as mentioned earlier, this obligation
is unlikely to be relevant to the business model of Article 3 financial advisers.

The most significant change MIFID Il will introduce is the obligation for firms executing client
orders to publish reports on yearly basis setting out the top five venues they have sent orders
to and a summary of their execution quality monitoring (as set out in RTS 28). As mentioned,
in the interests of proportionality, we propose not to apply the RTS 28 reporting requirements
to Article 3 firms. We think these reports would be of limited usefulness for clients, given that
Article 3 financial advisers are mainly receiving and transmitting orders in in units in collective
investment schemes via an intermediary, typically a platform, details of which are disclosed
to the clients under current requirements. We therefore think that this would impose an
unnecessary cost on Article 3 firms with limited benefits for their clients.

Costs
We first discuss the likely scope of the impacts of the policies, and then present the associated
costs estimates.

Scope of cost impact. While the MIFID Il best execution obligations are broadly comparable
to the requirements of the current FCA rules, firms will need to familiarise themselves with
the new requirements and make the necessary adjustments to their current arrangements.
Since firms are expected to already have the necessary arrangements in place (in line with
their current obligations), they are likely to face costs of minimal significance associated with

In 2014 we fined Forex Capital Markets Ltd and FXCM Securities Ltd (FXCM UK) £4m for best execution failures. It was also required
to provide compensation of £ 6 million to its UK retail clients.
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providing more detailed disclosure to clients. In general, costs are expected to be minimal for
the majority of Article 3 firms which are predominantly receiving and transmitting orders in
units in collective investment schemes

Direct costs to firms. Article 3 financial advisers may incur some costs. The most common driver
is likely to be the need to review and amend the existing disclosures contained in the firms’
execution policies. However, firms are already required to review their execution arrangements
on an at least annual basis. As mentioned, we therefore expect that Article 3 firms are likely
to incur only costs of minimal significance when adhering to the enhanced best execution
standards under MiFID II.

Wider impacts
There are unlikely to be any wider impacts of these policy changes beyond those identified above.

Benefits

The extension of the scope of the MIFID Il best execution framework to non-scope firms would
avoid regulatory arbitrage, as well as avoid situations (and associated potential detriment)
where consumers engage with non-scope firms but expect the same level of disclosure as
present for MiFID business (for example if they were not aware of the MIFID distinction).

We expect that the introduction of these new reporting requirements will provide clients with
valuable tools that will reduce information asymmetries and help them select the firms they
wish to work with. It shall also improve competition and even the playing field across all firms
(irrespective of where they are located within the European Union).

Clients would benefit from more rigorous disclosure requirements. We expect that the
enhanced disclosures provided by firms in their execution policies will help (i) inform service
provider selection (ii) enhance investor protection by increasing transparency and (iii) enhance
competition. This should bring positive benefits, although difficult to quantify, of reducing
costs or improving investment returns for clients through a combination of choosing providers
who apply more scrutiny to achieving good execution outcomes, or clients’ existing providers
improving their execution procedures and practices.

Overall, we expect the changes under MiFID Il may help in addressing information asymmetries
between clients leading to better informed service provider selection and positive changes in
firms” execution monitoring and order routing practices. We believe that extending the revised
rules to non-MiFID business will help avoid inconsistent standards between MiFID and non-
MiFID firms.

Approach to extending MiFID Il best execution to Collective Investment Scheme
(CIS) Operators, including UCITS management companies and AIFMs

The FCA is proposing to apply the MIFID II standards on best execution to non-MiFID firms
carrying out collective portfolio management given that they carry out economically equivalent
activities to MiFID portfolio managers. These firms include:

e UCITS management companies

e Full-scope UK AlIFMs and incoming EEA AIFM branches

e Small authorised UK AIFMs and residual CIS operators

Financial Conduct Authority September 2016 168



CP16/29

169

196.

197.

198.

199.

200.

201.

Markets in Financial Instruments Directive Il Implementation —
Consultation Paper Il

We propose to:

e level-up best execution rules to MIFID Il standards for UCITS management companies
subject to some modifications to tailor the provisions for collective portfolio management.

e level-up best execution rules to MIFID Il standards for small authorised UK AIFMs and
operators of residual CISs, subject to the current concession as provided in COBS 18.5.4R,
which switches off best execution obligations where a small authorised UK AIFMs of an
unauthorised AIF and operators of residual CISs only deal with professional clients and
the fund documents specify that best execution requirements are dis-applied. In practice,
this will mean that many of these firms will not be subject to the enhanced MiFID Il best
execution standards because they routinely use this exemption.

e Where the best execution provisions apply to small authorised AIFMs and residual CIS
operators, we propose to apply similar modifications to the best execution provision to
those that will apply for UCITS management companies. This will be included in COBS 18.5.

e Supplement the existing best execution obligations for full scope UK AIFMs and incoming
EEA AIFM branches with the MiFID Il RTS 28 reporting requirements and make consequential
changes to the references to additional COBS best execution provisions that currently apply
to full scope UK AIFMs (as currently set out in COBS 18.5.4AR)to reflect the MiFID Il changes,
although in substance these latter requirements remain largely the same.

While the MIFID Il best execution regime is broadly comparable to the current requirements,
UCITS management companies will have to review their execution arrangements to ensure
they are meeting the higher standard of taking all sufficient steps to achieve the best possible
results. They will also have to review and update the disclosures in their execution polices to
reflect the new MIFID Il requirements. Some of the new disclosures include information on
venue selection and fees as well as third party payments.

Also, when taking decisions to deal in OTC products, firms will be required to check the fairness
of the price proposed to the client.

The main change for UCITS management companies and full scope UK AlIFMs and incoming
EEA AIFM branches will be the requirement to annually publish the RTS 28 report on execution
quality achieved during the year and the top five venues to which orders were passed
for execution.

Rationale for intervention

Our thematic review TR14/13 on best execution identified significant failings in a number of
areas. Overall, firms were found to lack a thorough understanding of their best execution
obligations. The review highlighted that firms did not understand the key elements of the
best execution regime and did not adequately embed this in their business practices. It found
that firms were not providing adequate information to clients in their execution policies which
were found to be generic and lacking in meaningful detail. It identified that many firms were
not doing enough to deliver best execution through adequate management focus, front office
practices or supporting controls leading to significant risk that best execution was not delivered
to all UK clients on consistent basis.

We recently conducted a review of the oversight and governance of best execution by
investment managers as part of our follow-up work from the thematic review. Our findings are
consistent with the good and poor practice identified in the original review. We found many
firms had not conducted a robust gap analysis in 2014, and therefore much of the poor practice
we outlined in TR14/13 had not been addressed.
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202. The changes to the best execution regime under MIFID Il address some of the key risks on
conflicts of interest and information asymmetries between clients and their agents, which we
identified in our review''.

203. For the purposes of best execution, UCITS management companies and other firms carrying
out collective portfolio management (CPM) present similar issues as other types of portfolio
managers. Therefore, the rationale for extending our proposals to non-MiFID scope business is
based on our view that the same risks apply to non-MiFID scope as to MiFID scope business. In
the order to ensure consistent standards of transparency and investor protection, we consider it
important to maintain a common approach between MiFID portfolio managers and non-MiFID
collective portfolio managers to the best extent possible.

204. A general extension of the MIFID Il best execution standards would also promote fair
competition in the asset management sector as all investment management activity would be
subject to the same requirements. As many CPM firms delegate the investment management
to a MiFID investment firm (either within the same group or to a third party), these funds would
still benefit from the application of MiFID Il requirements from 2018 if we did not extend the
MIFID Il standard. However, the funds of any CPM firms who manage assets in-house would
not. Having some funds in the market that meet the MiFID Il standards while others do not will
make cost comparisons difficult for clients and create inconsistencies in conduct standards that
may distort competition within the UK.

205. Many asset managers carry out both IPM and CPM activity, managing portfolios to the
same strategy and transmitting orders as a single, aggregated transaction to a venue or a
broker. This creates efficiencies and economies of scale in their commercial operations that
benefits their clients. So applying common best execution standards reflects and facilitates the
integrated nature of dealing and managing functions within many asset managers. Hence, a
number of firms that carry out CPM also do MIFID business and will be gearing up for MiFID |I
requirements already. We do not therefore expect there to be any additional difficulties for
extending compliance requirements to non MIFD CPM in such cases.

Baseline for analysis

206. The relevant baseline against which we measure the additional impacts of the FCA's policy is
the current best execution requirements that these firms are subject to. These are in the form of
FCA rules and guidance. For UCITS, the best execution provisions are derived from the UCITIS
Implementing Directive and for AIFMs the best execution rules are derived from the AIFMD
Implementing Regulation (as modified and supplemented by the existing COBS 18.5).

Costs
207. We first discuss the likely scope of the impacts of the policies, and then present the associated
costs estimates.

Scope of cost impact.

208. The scope of costs is based on a survey sent to around 200 firms carrying out investment
management activities, of which 86 responded. 48 of the respondents carried out both MiFID
and non-MiFID Investment management activity and mentioned that they would adopt a
common procedures across their MiFID and non-MiFID business based on the MiFID Il approach.
Six firms mentioned that they would maintain current standards for their CPM activity rather
than the MIFID Il standard (assuming we did not impose it on them), and 32 firms did not
provide any response.

121 Notwithstanding this, we expect all firms in the sector to revisit the findings from the TR14/13 review in order to ensure they are
meeting their best execution obligations.

Financial Conduct Authority September 2016 170



CP16/29

171

2009.

210.

211.

212.

213.

214.

215.

Markets in Financial Instruments Directive Il Implementation —
Consultation Paper Il

This suggests that most firms undertaking MiFID business would voluntarily apply any new
MIFID Il requirements to their non MIFID business as part of their standard operational
procedures. Given that these firms have confirmed that they will adopt a common approach
across both their MiFID and non-MiFID business, this implies a baseline for our analysis that
approximately 89% of firms undertaking both individual and collective portfolio management
will incur only marginal incremental costs as a result of our discretionary proposals.

Among the mixed scope firms that mentioned they would maintain current standards for best
execution, and firms who only carry out non-MiFID CPM activities, there could also be a number
of firms that delegate all of their management activities. Where firms do outsource 100% of the
investment management, they will bear negligible (if any) costs from enhanced best execution
standards, as these will be borne by the MIFID portfolio manager(s) to whom it delegates
this activity. It will therefore only be a minority of CPM firms who do no MiFID business,
manage their funds entirely or partly in-house, and do not make use of the concession from
the best execution requirements for small scope AIFMs of an unauthorised AIF and residual
CIS operators, who will incur material additional costs from enhancing their best execution
arrangements to the MiFID Il standard.

Direct costs to firms

We estimate there are 1,044 investment managers performing some type of CPM activity.
Two thirds (670) provide MiIFID IPM alongside CPM activity. As mentioned above, we assume
89% of these 670 firms will incur costs of minimal significance as a result of our discretionary
proposals, because they would voluntarily choose to level up to the MIFID Il standards across
their business regardless of our decision. This indicates that 11% of firms doing mixed scope
business that may incur some costs as a result of our discretionary proposals (approximately 74
firms).

This leaves 374 firms that perform only CPM activity without IPM permissions, plus the
74 mixed scope firms who would not otherwise level up, who are likely to be subject to costs
as a result of FCA discretion (448 firms in total). However, we think a number of these firms
currently delegate all of the investment management to another firm (either intra-group or to
an unconnected third party). In such cases, the firm will bear no direct costs to its CPM business
from the MIFID Il changes, since the third party manager will be conducting IPM activity subject
to MIFID requirements and so have to provide the enhanced MiFID Il best execution standards.
Only where a firm carrying out CPM does not delegate all of the investment management
would they incur costs from our discretionary decision to extend the MIFID Il best execution
standards to CPM activity.

From the survey responses, we estimate that a range of between 33% — 76% of firms do not
delegate any investment management activities and therefore are likely to incur costs as a
consequence of our discretionary proposals

Based on this range, the average one-off industry costs for these firms are estimated to be
between approximately £7.5 million at the lowest end and £17.1 million at top of this range.
Similarly, the on-going industry costs for these firms are estimated to be between approximately
£2.8 million and £6.4 million. However, we believe that some firms in their responses included
both the discretionary and non-discretionary elements of the costs they are likely to incur as
a result of extending the MIFID Il best execution rules to collective portfolio management
activities so this could be an over-estimate of costs.

We also do not account for small authorised UK AIFMs of an unauthorised AIF and residual CIS

operators who may avail themselves of the exemption from best execution where they state
in fund documents that best execution will not apply in relation to the fund and no investors
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in the fund are retail clients (or were at the point they invested). In such cases, these firms
would not have to implement MiIFID Il enhancements to best execution and so would have no
additional costs. This is another factor that means the above costs may be an overestimate.

216. Some of the survey responses mentioned that the requirement to annually publish the top five
venues or brokers to which orders were passed for execution was the most costly aspect of the
new requirements to implement.

Wider impacts

217.  Other EU member states may not choose to apply the MIFID Il standards in this area to firms
carrying out CPM. Since funds can be ‘passported’ and marketed across the EU under both
the UCITS Directive and (for professional investors) AIFMD, this may initially create some
competitive distortion for UK funds versus EU counterparts. However, we think the benefits of
common investor protection standards and est execution reforms should make UK funds more
transparent and better value for money. There is also the possibility that subsequent revisions
to the UCITS Directive and AIFMD may harmonise standards, meaning any differences may be
temporary and at that stage UK fund managers would already meet the requirements and not
need to make changes.

Benefits

218.  MIFID Il will increase transparency on execution quality and is expected to improve execution
practices of firms. In this regard, we mentioned in our thematic review TR14/13, that given
the scale of assets under management in the UK, how firms perform on best execution could
have a significant impact on investor returns. We also referenced research based on equity
assets under management in the UK, which indicated that every basis point of cost saving
could translate into £264 million in additional client returns each year as a result of proper
monitoring of best execution'??. While this figure was based on assets managed in the UK
across both individual and collective portfolios, it indicates the potential scale of improved
returns for investors in funds from even modest reductions in execution costs.

219. The extension of the scope of the MiFID Il best execution framework to non-scope firms would
avoid regulatory arbitrage, as well as avoid situations (and associated potential detriment) where
consumers engage with non-scope firms but expect the same level of disclosure as present for
MIFID business (for example if they were not aware of the MIFID distinction). Applying a similar
approach across MiFID portfolio managers and CIS operators would ensure that consumers
benefit from consistent standards of information disclosure and investor protection.

220. The RTS 28 reports introduced by MiFID Il will require firms to provide information on order
routing, execution, fees and rebates etc. These reports are intended to provide investors and
firms of all levels of sophistication with a single landing point to scrutinise execution quality and
routing decisions. They will allow for a robust comparison between different investment firms
and also to enable comparison of performance over time. We expect that the introduction of
these new reporting requirements will provide investors in funds and other third parties, with
valuable tools that will reduce information asymmetries and help them select which firms’ funds
they wish to invest in. There is also an expectation that this will feed into firms’ monitoring of
their own execution quality as well as giving investors a useful tool to challenge their brokers
and service providers. The reforms should also promote more effective competition on costs
among collective portfolio managers over time.

122 TR14/13, best execution and payment for order flow: https://www.fca.org.uk/your-fca/documents/thematic-reviews/tr14-13
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Dealing and Managing - Client order handling

Introduction

This is a matter where it is intended that there is a common approach across the EU, with
detailed requirements contained in the Level 2 delegated regulation, and therefore we have
little or no margin for discretion in implementing MiFID Il for MiFID products. We therefore
provide a high level cost benefit analysis.

As outlined in Chapter 9, incremental changes have been made in MiFID Il to the rules dealing
with client order handling and client limit orders.

The substance of the obligations for client order handling remains unchanged under MiFID II.
However, the relevant provisions now are featured in the MIFID Il delegated regulation.
We therefore propose to copy these out into our Handbook.

MIFID Il makes incremental updates to the rules on client limit orders which are not expected
to have a significant impact on firms. Firstly, the existing requirement to disclose unexecuted
client limit orders to the public with regard to shares admitted to trading on a regulated market
has been extended to also include shares traded on trading venues eg MTFs. Secondly, the
delegated regulation updates the existing obligation as to how firms are able to fulfil the
requirement to make limit orders available to the public. This now includes the option for
firms to meet the obligation where the order is published by a data reporting services provider
located in one Member State and can be easily executed as soon as market conditions allow.

Costs
As indicated above, since there are no changes in the substance of the client order handling
rules under MiFID II, we expect there to be no cost impact on firms.

The updates to the rules on client limit orders slightly widen the scope of the obligation, however
it also provides greater flexibility for firms with regard to how they are expected to make client
limit orders available to the public. Firms may face a marginal cost as a result of the extended
scope of the requirement to include trading venues. It may be the case that firms would need to
undertake a one-off review of their current arrangements for making client limit orders public
to ensure that they not only capture shares traded on a regulated market but also other types
of trading venues. Since the changes to client limit order rules do not represent a significant
departure from the existing requirements, and any minor adjustments to firms’ practices could
be included as part of the existing obligation to annually review its execution arrangements
and policy, we expect any costs to firms to be negligible. With regard, to the greater flexibility
provided to firms in relation to making client limit orders publically available, we do not expect
this to impose additional costs on firms, rather this could mitigate any costs that may arise as a
result of the widening of the scope of the requirement.

Benefits

The client order handling rules provide an important consumer protection mechanism where
a firm executes orders on their behalf by requiring firms to have processes and procedures
in place to ensure client orders are handled fairly, including where a firm aggregates orders.
However, since these provisions are substantively unchanged under MiFID II, there are no new
implications for clients.

Client limit order provisions likewise are not substantively changed aside from scope, and ensure

transparency of orders in a potentially wider range of shares traded on venues where they are
not immediately executed. The changes to the scope of the provisions also provide firms with
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more flexibility as to how they can make limit orders public. Overall, the changes may have a
marginal benefit to clients by increasing market transparency and integrity.

Dealing and Managing - Record keeping of client orders decisions to deal and
transactions

Introduction

MIFID Il enhances the record keeping requirements on firms in respect to the items they must
record for client orders, decisions to deal and transactions. The scope of the record keeping
requirement has also been widened to include transactions that are carried out on own account
and order processing details.

MIFID Il requires Member States to implement an ‘analogous’ record keeping regime — in line
with the new requirements — for firms exempt from MiFID under Article 3 which receive,
transmit or execute orders on behalf of their clients or deal on own account. Article 3 firms
primarily consist of retail investment advisors and corporate finance boutiques, with a very small
number of venture capital firms. The new requirements will also apply to MiFID Investment
firms and UK branches of third country firms.

While we intend to apply the revised requirements to Article 3 retail investment advisers and
venture capital firms, we intend to keep the existing dis-application of the record keeping
requirements under COBS 11.5 to Article 3 corporate finance boutiques as for the most part
these firms are not undertaking the relevant activities which require the revised provisions to
apply. However, they will be subject to the taping requirements as well as the general record
keeping requirements under SYSC 9.

Rationale for intervention

As explained in Chapter 9, the revised record keeping requirements for client orders, order
processing, decisions to deal and transactions will assist Competent Authorities in identifying
and deterring market abuse and improve market surveillance. The enhanced requirements will
also provide additional information for competent authorities that can be used to improve the
regulator’s overall supervisory efforts, including identification of firm-specific and market-wide
risks as well as better monitoring of firms' compliance with their regulatory obligations, such
as those on best execution or client order handling. As a result, the revised requirements will
improve market integrity and strengthen investor protection.

The improved requirements will also promote common record keeping standards at a European
Level. This will help competent authorities to more effectively undertake their supervisory work
where instruments are traded across jurisdictions.

Baseline for analysis

UK branches of third country firms and Article 3 retail investment advisers and venture capital
firms are already subject to our record keeping requirements for client orders and transactions.
These requirements are therefore the baseline for our analysis.

Costs
We begin our discussion of the costs of the policy proposals with the likely scale of impact
across the different groups of firms, and then present the direct cost estimates.

Likely scope of costs
The direct cost impact of applying the MiFID Il record keeping requirements to affected firms is
likely to be relatively widespread — for example around 60 per cent of relevant respondents to
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our survey indicated they would incur some costs. However, the majority of these indicated that
they did not expect complying with the new requirements to be too onerous and envisaged
that the new provisions would mostly result in a moderate extension or an update to their
existing procedures.

Direct costs

One-off costs for MiFID Investment firms, UK branches of third country firms and Article 3 retail
investment advisers would be driven by staff training and legal and compliance costs, including
time spent developing new policies and procedures. Costs arising from changes to IT systems
would also be relevant.

Ongoing costs associated with the new requirements for MiFID Investment firms, UK branches
of third country firms and Article 3 retail investment advisers would include IT maintenance, data
gathering and processing (the latter will vary depending on how [T-intensive the record-keeping
system is).

Wider impacts

While the majority of respondents have indicated that they expect the requirements to have
little, if any, impact to their business, a significant minority have expressed concern over the
additional administrative and compliance burden arising from the revised regime, resulting in
less time spent with the end-client and with the costs arising from implementing the changes
ultimately being passed on to the client.

Benefits

It is not reasonable practicable to estimate the benefits from record keeping. As described
above, the record keeping requirements under MiIFID Il change the current provisions in two
main ways: they widen the scope of the requirements to include transactions carried out on
own account and order processing; and they increase the number of items firms are required to
record and keep in respect of client orders, decisions to deal, order processing and transactions.

The benefits stemming from the additional details for firms to record are described in ESMA's
cost-benefit analysis. For example, the precise time stamp and characteristics of orders
transmitted to trading venues by market members or participants (or received by the latter
from their clients) can demonstrate whether information which is not publicly available has
been used (insider dealing) or that the price-setting mechanism of financial instruments has
intentionally been distorted (price manipulation).

The harmonising of information on orders and transactions and the use of standardised formats
will improve our market monitoring abilities, especially as currently some of the key details of
an order such as trader or algorithm identification, sequence numbers, etc. cannot be always
obtained from trading venues.

Other benefits of the new record keeping requirements are as follows:

e facilitates our use of cross-market information

* improves our market surveillance

e helps us in detecting and deterring market abuse

e enhanced our overall supervisory efforts

e promotes common record keeping standards across the EEA
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e improves accountability of firms receiving, transmitting or executing client orders or
decisions to deal

e provides firms with an enhanced data set to improve internal controls and the design of
their policies and procedures

e allows firms to better demonstrate their compliance with their regulatory obligations

Dealing and Managing — Personal account dealing

244. As outlined in Chapter 9, the substance of the personal account dealing requirements is
unchanged under MiFID Il. However, the relevant provisions are now in the MiFID Il delegated
regulation. We therefore propose to copy these out into our Handbook as a new section, while
retaining the current requirements in COBS 11.7 for non-MiFID firms to whom this section
currently applies. This requires some consequential changes to application provisions and
existing cross-references to MiFID accordingly.

245. This is a matter where it is intended that there is a common approach across the EU, with
detailed requirements contained in the Level 2 delegated regulation. Therefore we have little
or no margin for discretion in implementing MiFID Il for MiFID products. We therefore provide
a high level cost benefit analysis.

We therefore estimate that there will be no incremental costs and benefits as a result of these
policy changes.

Underwriting and placing

Introduction

246. MIFID Il introduces new provisions for firms to manage conflicts of interest and to disclose
information relevant to underwriting and placing activities, which are set out in Articles 38
to 43 of the MIFID Il delegated regulation. This is a matter where it is intended that there
is a common approach across the EU, with detailed requirements contained in the MiFID I
delegated regulation, and therefore we have little or no margin for discretion in implementing
MIFID Il for MiFID products. We therefore provide a high level cost benefit analysis. We are
proposing to extend the application of these new MiFID Il requirements on underwriting and
placing to third country firms carrying out such activity in the UK.

Rationale for intervention
247. A number of conflicts of interest can arise during underwriting and placing activities. Indeed,
various risks have emerged across the market in recent years, including:

e the pricing of an offering promoting the underwriting and placing firm’s own interests,
rather than those of the issuer client

e the allocation of securities by the underwriting and placing firm in a way that is skewed
towards to their top-dealing clients or their own asset management arms, and
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e the placement of financial instruments issued by the underwriting and placing firms
themselves (or by entities within the same group) to their own clients, including existing
depositor clients in the case of credit institutions

The new underwriting and placing provisions in Articles 38 to 43 are designed to address
these types of risks. These risks may also be apparent amongst third country firms carrying out
underwriting and placing activities in the UK, we propose applying the new requirements as
rules to third country firms. In order to avoid regulatory arbitrage and ensure consistency with
the EU principle that third country firms should be treated ‘no more favourably’ than EEA firms,
it is necessary to apply the underwriting and placing requirements as rules.

Baseline for analysis
The baseline for analysis is our overarching conflicts of interest rules in SYSC 10 and our specific
guidance in SYSC 10 on the management of a securities offering.

Our current conflicts of interest rules in SYSC 10 require firms to identify, record and manage
conflicts of interest and these apply to underwriting and placing activities. Prior to the
introduction of MiFID, there was more detailed guidance on underwriting and placing activities
within COB 5.1. When MIFID was implemented, this guidance was replaced with the current
guidance in SYSC 10.1 on the management of a securities offering, although our regulatory
expectations in this area remained unchanged. SYSC 10.1.14G reminds firms that, during
a securities offering, its duty is to its corporate finance client but that its responsibilities to
provide services to its investment clients are unchanged. SYSC 10.1.15G contains guidance on
measures a firm may wish to consider including in its conflicts of interest policy in relation to
the management of a securities offering.

Costs

There are approximately 120 third country firms in the UK. To the extent that these third
country firms carry out underwriting and placing activity in the UK, the new requirements
relating to underwriting and placing will require these firms to establish specific measures
to ensure compliance, if they do not already exist. There will be some resource implications,
particularly around the new disclosure of information requirements, which are not explicitly
required under our existing SYSC guidance.

Benefits

It is not reasonably practicable to estimate the benefits from this policy. The new MIFID I
requirements add rigour to the conflicts of interest principles in SYSC 10 and reinforce protection
by ensuring that firms act in the best interest of their issuer clients. The new requirements for
firms to disclose relevant information related to underwriting and placing will provide greater
transparency to the issuer about possible conflicts of interest and enable them to make a more
informed choice at various stages of a securities offering process.

MIFID Il has introduced some targeted requirements aimed at addressing risks that have
emerged across the market in recent years. For example, there are some specific requirements
designed to ensure that the pricing of an offering should promote the interests of the issuer
client. These should help to improve the efficiency and integrity of the price formation process
and avoid any mispricing.

There are also a number of explicit provisions requiring firms to allocate securities to investors
in a way that best serves the interests of the firms' issuer client.
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255. The requirements will also help to improve the protections to firms’ investment clients that
subscribe to securities as part of the offering process, eg through supporting efficient price
formation and a fair allocation of securities.

Investment research

Introduction

256. MIFID Il changes the rules around investment research by introducing a new requirement for
firms to maintain a physical separation between financial analysts and ‘other relevant persons’,
as an additional measure to manage possible conflicts of interest. This requirement is set
out in Article 37(2)(C). Under this provision, physical separation should exist unless it is not
considered to be appropriate to the size and organisation of the firm, as well as the nature,
scale and complexity of its business. In these circumstances, the firm is required to establish and
implement appropriate alternative information barriers.

257. In line with our approach to implementing MiFID, we are proposing to extend the application
of this new MiFID Il requirement on investment research to third country firms, Article 2 energy
market participants (EMPs) and oil market participants (OMPs), and Article 3 firms carrying out
corporate finance business, since they may be subject to the same conflicts of interest.

Rationale for intervention

258. The new MIFID Il requirement for investment research addresses potential conflicts of interest
between the analysts involved in the production of investment research and other staff whose
responsibilities and interests may conflict with those of the recipients of the investment research.
It aims to ensure the objectivity and impartiality of investment research. For example, in primary
equity and debt issuance, investment banking staff serve the issuer client with the aim of
maximising capital being raised, whereas the research analysts serve prospective investors
which are the recipients of investment research. The investment research must, therefore, be an
objective opinion on the present or future value or price of one or more financial instruments or
the issuers of financial instruments. Without adequate controls and systems in place to manage
the flow of information between parties, it is more likely that those with conflicting interests
will be able to exert influence over the research product, to the detriment of the recipients.

259. These risks may also be apparent amongst third country firms producing and disseminating
investment research in the UK. We propose applying the new requirement as a rule to third
country firms. In order to avoid regulatory arbitrage and ensure consistency with the EU
principle that third country firms should be treated “no more favourably” than Union firms, it
is necessary to apply the new investment research requirement as a rule.

260. Similarly, these risks may also arise with Article 2 OMPs and EMPs, along with Article 3 firms
carrying out corporate finance business. For example, OMPs and EMPs may take proprietary
positions in energy or oil markets, whilst corporate finance firms may be advising a corporate
client on a securities offering. In such cases, commercial interests in one part of the business
may conflict with the research analysts’ production of investment research.

Baseline for analysis

261. The baseline for the CBA analysis is our existing overarching conflicts of interest rules in SYSC 10,
and our existing rules on managing conflicts of interest in the production and dissemination
of investment research in COBS 12.2, which apply to third country firms, EMPs and OMPs
and firms carrying out corporate finance business. The only additional element introduced by
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MIFID Il is the need for physical separation, or at least information barriers, between financial
analysts and other relevant persons.

Costs

There are an estimated 15-20 firms classified as EMPs or OMPs, 565 firms carrying out
corporate finance business, and approximately120 third country firms operating in the UK.
Since the existing provisions in SYSC 10.1 and COBS 12.2 already set out requirements for the
use of information barriers, this new provision is unlikely to have a material impact on the way
that conflicts of interests relating to the production and dissemination of investment research
are managed by Article 2 OMPs and EMPs and Article 3 firms carrying out corporate finance
business. As such, we would not expect any material impact on the potential compliance
burdens of these firms. In line with our current regulatory expectations, the requirement also
provides the option for a firm to consider alternative information barriers if physical separation
is disproportionate for a firm.

In fact, for OMPs and EMPs, our survey and associated fieldwork suggests that it is highly
unlikely that any of these firms undertake investment research along the lines of that subject to
the policy proposals. The same applies to the majority of other firms responding to our survey
which are involved in energy and oil markets (although not officially categorised as EMPs or
OMPs). The few firms in the latter group that do undertake some investment research do
not consider the new requirement to impose any additional changes to their current business
practice and therefore to have any incremental costs. It is therefore our view that the application
of this policy would have a negligible impact on the industry, with costs of minimal significance.

Benefits

To the extent that third country firms, non-MiFID OMPs and EMPs, and Article 3 firms carrying
out corporate finance business produce and disseminate investment research now or in the
future, there will be benefits from a more robust set of policies managing conflicts of interest.
The new requirement for these firms to introduce physical barriers, unless it is not proportionate
to do so, should further improve the independence of the research. This should, therefore,
reduce the likelihood that the investors using the research make investment decisions on the
basis of material that may not be impartial. Moreover, having to implement a physical barrier
between analysts and all other staff should have the benefit of reducing the likelihood of
someone misusing sensitive information originating from within the research department.

A more robust set of policies managing conflicts of interest in the production and dissemination
of research should, in turn, create the wider benefit of enhancing the integrity of the research
market and confidence across the wider financial markets. This helps consumers to make better
informed investment decisions, and encourages investment activity and liquidity in primary and
secondary markets.

Other conduct issues - client agreements

Introduction

This is a matter where it is intended that there is a common approach across the EU, with
detailed requirements contained in the MIFID Il delegated regulation, and therefore we have
little or no margin for discretion in implementing MiFID Il for MiFID products. We therefore
provide a high level cost benefit analysis.

Our proposed approach for these issues is that the new MiFID Il provisions should apply only to
MIFID firms and products, and that application of new rules to non-MiFID firms and products
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should wait until we implement the Insurance Distribution Directive (IDD). However, we propose
to introduce the new MiFID Il record keeping requirement for non-MiFID business other than
pension transfers, pension conversions, pension opt-outs or FSAVC, for which records will
continue to be required to be kept indefinitely. So for both MiFID and non-MiFID business, the
requirement will be to keep records for at least the duration of the relationship with the client
(and not for at least 5 years, if longer).

268. We consider that this approach allows us to continue to meet our statutory objectives, including
consumer protection.

Costs

269. Firms already have to provide client agreements to retail clients. In future they will also need
to provide client agreements to professional clients, although in practice they are likely to do
so already, so we do not expect this to be an onerous requirement. The requirements include
greater detail for information to be included in client agreements, although again we expect
that firms will already provide this information to their clients. So we do not expect firms to
need to make major changes to their systems to produce the relevant agreements.

270.  Firms will now be able to keep records for less than five years, if the relationship with the
customer lasts for less than five years, except for certain pensions business (where records will
continue to need to be held indefinitely), so will be able to decide for themselves whether, and
if so, for how long, they wish to keep records after the relationship with a particular client has
ended. Given that this is a relaxation of the current requirements (which require records to be
kept for at least 5 years if this is longer than the relationship with the client), we consider this
proposal to result in costs of minimal significance to firms.

Benefits

271.  Professional clients will in future receive client agreements with the detailed information set out
in the Regulation, and this will ensure that they receive a certain level of information if firms
do not already provide this. Consumers already receive client agreements under the current
provisions. We expect consumers to benefit from the new provisions, as greater and more
detailed information on their investments is expected to help consumers make more informed
financial decisions.

Product governance

Introduction

272.  MIFID Il will require firms to meet certain product governance standards. These are procedures
firms should follow in the design, distribution and ongoing monitoring of products over
their full lifespan. In this section, references to ‘products’ include financial instruments and
structured deposits.

273. Thisisamatter where itis intended that there is a common approach across the EU and therefore
we have little or no margin for discretion in implementing MiFID Il. We therefore provide a high
level cost benefit analysis for firms acting within MiFID scope, for firms undertaking equivalent
third-country business and for firms distributing MiFID products under the Article 3 exemption.

274. We are also considering applying the provisions as guidance to firms acting outside of MiFID
scope when producing or distributing MiFID-scope investments. This will add to existing product
governance guidance set out in the Responsibilities for Product Providers and Distributors
for the Fair Treatment of Customers (RPPD). The policy proposal will affect firms producing
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and distributing MiFID Instruments by way of non-MiFID business, such as AIF managers and
UCITS managers.'??

Rationale for intervention

As noted in our paper on behavioural economics,'** consumers often make predictable
mistakes when choosing and using financial products. These behavioural biases can lead firms
to compete in ways that are not in the interests of consumers; for example, in the choice of
product features. Therefore, decisions firms make about product governance can have a major
impact on consumer outcomes.

124

In many financial services markets, such as for long-term investments, consumers often cannot
learn from their mistakes in ways that allow them to put pressure on manufacturers to compete
effectively by offering good quality and value products. In these circumstances, firms may
benefit from using this lack of consumer pressure by, for example, using opaque charging
structures or lower quality levels.

Consumers are suffering detriment because of failures in the current product governance
processes of product manufacturers and distributors.'® Supervisory work, for example, found
unsuitable sales in 16.3% of advice to invest on platforms and that suitability was not proven
in 26% of mystery shopping reviews into the quality of investment advice by banks.'*® Of the
investment files assessed by the FSA as unsuitable between March 2008 and September 2010,
half were rated unsuitable on the grounds that the investment selection failed to meet the risk
a consumer was willing and able to take.'?’

Baseline for analysis

The baseline for this analysis is the existing guidance on the production and distribution of
products as set out in the RPPD. This guidance covers target markets, risk assessment and
product stress-testing, information provision to distributors and consumers, and complaints
and redress.

The policy proposal will extend the guidance in several areas.
For manufacturers:

e product design (including charges) and distribution strategy should meet the needs of the
target market and the firm should identify groups for whom the product is unlikely to
be suitable

e firms should consider the impact of new products on the orderly functioning of the market

e firms working together to develop a single product should have a written agreement setting
out their share of these responsibilities

Where managers carry on MiFID activities, they will be subject to certain MiFID rules in relation to those activities.

Occasional paper 1, Applying behavioural economics at the Financial Conduct Authority, April 2013:
https://www.fca.org.uk/static/documents/occasional-papers/occasional-paper-1.pdf

See, for example, Structured products: Thematic review of product development and guidance, March 2015:
https://www.fca.org.uk/static/documents/thematic-reviews/tr15-02.pdf, CP12/19, Restrictions on the retail distribution of unregulated
collective investment schemes and close substitutes, August 2012:

http://www.fca.org.uk/static/pubs/cp/cp12-19.pdf, CP14/23, Restrictions on the retail distribution of regulatory capital instruments,
October 2014: http://www.fca.org.uk/static/documents/consultation-papers/cp14-23.pdf.

Investment advice and platforms: Project findings, March 2010: http://www.fsa.gov.uk/pubs/other/iap_findings.pdf and Assessing the
quality of investment advice in the retail banking sector: A mystery shopping review, February 2013:
http://www.fsa.gov.uk/static/pubs/other/thematic_assessing_retail_banking.pdf

FG11/05, Assessing suitability: establishing the risk a customer is willing and able to take and making a suitable investment
selection, March 2011: https://www.fca.org.uk/static/documents/final-guidance/fsa-fg11-05.pdf
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e the compliance function at the firm should monitor product governance, and
¢ firm management boards should have oversight and control of the governance process
For distributors:

e before distributing a product, firms should consider for which target market it is likely to be
suitable and any groups for whom it is unlikely to be suitable

e the distribution strategy should meet the needs of the target market

e products should be reviewed regularly to confirm they remain consistent with the target
market's needs, and firms should make changes to the distribution strategy or other
processes if they identify problems

e firms should provide information on sales to product manufacturers and, where appropriate,
also provide them with information on the regular reviews

e the compliance function at the firm should monitor product governance
e firm management Boards should have oversight and control of the process, and

e firms working together to distribute a single product should have an agreement setting out
their share of these responsibilities and to share information

Costs

Where firms do not already have product governance processes in place, there will be costs
for compliance, including in the development of new processes and managing those processes
each year.

Direct compliance costs for manufacturer firms
Based on responses to the survey, we estimate that approximately 40% of firms will incur
incremental costs from the extended guidance based on MiFID 11.1%

Based on the survey results, we expect that the greatest contributor to one-off costs for
manufacturer firms will be legal and compliance costs, followed by setting up arrangements
to manage relationships with other firms, such as distributers, and training staff about the
new procedures. However, there is significant uncertainty as to the magnitude of these costs,
stemming from respondent firms’ uncertainty about how the additional guidance would affect
them in practice.? We therefore estimate a possible one-off market-wide cost of £3.1 million.'°

Firms reported that the greatest expected ongoing costs will be in managing relationships
with other firms about the product design and distribution process. Other notable ongoing
costs include product testing and compliance monitoring. Firms noted that the process for
developing and monitoring products may need to be expanded and could involve more staff
time and more documentation.

Our survey in relation to product governance was addressed to firms undertaking a range of activities in order to receive a

broad spread of responses. Our proposals are to a more limited range of firms. However, the firms which took part in the survey
and would be subject to our proposals reported estimated costs broadly in line with the costs reported by the wider range of
respondents. We estimate that 187 firms will be affected by our proposals.

One-off cost estimates reported in the survey range from £11,000 to £70,000 per firm.

This estimate does not include the cost estimates in our survey of one outlier firm. If we took their figures into account, the one-off
estimated cost to the market would increase to £5.9 million.
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Ongoing costs are estimated to be larger than one-off costs given the nature of the cost
drivers and the need to continue these additional processes throughout the lifetime of new
products.”’ We estimate a market-wide ongoing cost of £5.6 million per year.'*?

We note that the costs per firm are likely to overestimate true costs and represent an upper
bound, particularly for ongoing costs. This is due to the uncertainty some responding firms
expressed in estimating the additional requirements that would result from the extended
guidance. We also note that this is additional guidance building on existing guidance, rather
than creating entirely new provisions. We therefore expect the costs to be closer to the lower
than the upper band.

Direct compliance costs for distributor firms
Approximately half of respondents to our survey said that they already undertake some of the
product governance processes set out in the new provisions.'*

We expect that, for firms that do not already meet the new provisions, the greatest contributor
to one-off costs for distributor firms will be in developing new processes and systems, including
IT systems, to comply with the new provisions, followed by the costs of training staff about the
new procedures.'** We estimate a total one-off cost across affected firms of £5.2 million.'®

Ongoing costs are likely to consist mainly of time spent managing relationships with manufacturer
firms and reviewing new products to ensure compliance. Ongoing staff training in terms of
new product governance procedures was also cited by firms as a major contributor to ongoing
costs.’*® We estimate ongoing costs across affected firms of £4.4 million per year."’

Wider impacts

While many respondent firms reported that they do not expect any wider impacts as a result
of the new guidance such as changes to business models or overall competition, we anticipate
some wider impacts for some firms in terms of the range of distribution channels employed
and the type of products produced (including a potential rationalisation of existing products
and potential reduction in innovation, with a negative impact on firms that cannot adjust their
business models in a way that complies with the provisions in a way that is profitable).

Uncertainty around the nature of the relationship between manufacturers and distributors, and
the extent to which responsibility for product governance is shared, could result in:

e product manufacturers making their products as broad as possible, to reduce the risk that
they are sold to the ‘wrong’ target audience

e product manufacturers may also make products tailored to more focused target markets

Ongoing cost estimates reported in the survey range from £25,000 to £31,000 per firm.

This estimate does not include the cost estimates in our survey of one outlier firm. If we took their figures into account, the one-off
estimated cost to the market would increase to £22.6 million.

We estimate that 220 firms will be affected by our proposals. Many of these firms are also likely to be subject to the product
governance provisions for manufacturer firms. While this may result in some duplication in the cost estimates, since there are some
similarities between the manufacturer and distributor provisions, we do not expect this impact to be too marked as the guidance
will still apply to activities at different stages of the value chain.

One-off cost estimates reported in the survey range from £13,000 to £52,000 per firm.

This estimate does not include the cost estimates in our survey of one outlier firm. If we took their figures into account, the one-off
estimated cost to the market would increase to £6.9 million.

Ongoing cost estimates reported in the survey range from £11,000 to £44,000 per firm.

This estimate does not include the cost estimates in our survey of one outlier firm. If we took their figures into account, the one-off
estimated cost to the market would increase to £4.9 million.
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e distributors may choose to distribute funds that have a ‘broad’ target market to avoid the
risk that they sell a niche product to the wrong target market

293. This may have an impact for consumers, potentially reducing product innovation and choice.
In practice, however, we would expect that many of the products that would no longer reach
consumers would not be appropriate for them. Removing such products from the market may
actually be a benefit. There are also likely to be other improvements to products so that they
are designed to meet consumers’ interests.

Benefits

294. Consumer harm caused by poor product design, development and delivery can occur for a
variety of reasons. However, we have found from past product failures that consumer detriment
often occurs when firms fail to put consumer needs at the centre of their product governance
processes. If firms have robust product governance processes, focused on treating consumers
fairly, this will help ensure product design and distribution are more likely to meet consumer
needs and minimise the risk of consumer detriment and potentially expensive redress exercises.

295. The main benefit we expect is a reduction in consumer detriment. To achieve this, the additional
provisions under MIFID Il which we are intending to extend as guidance to firms providing
and distributing MiFID Investment products by way of non-MiFID business aim to reduce
consumer harm by helping firms improve their product governance processes. For example,
if a firm undertakes analysis which shows that the proposed charges are not appropriate,
they may amend the charging structure, leading to lower charges and improving consumer
returns. The product governance processes should also support other areas, such as helping
develop product disclosures or financial promotions that are tailored to the target market, and
in assessing appropriateness or suitability.

296. To provide an indicative quantification of the potential benefits, we have considered possible
benefits based on some of our previous work.

e By focusing retail distribution of non-mainstream pooled investments on markets for whom
we judged the investments to be most suitable, and avoiding groups for whom we judged
the investments as generally unsuitable, we estimated there would be a reduction in the
amount of unsuitable investment of between approximately £680m and £2.3bn (between
approximately £135m and £460m each year, assuming that investments are held for
five years).'3®

e For similar reasons, our work on contingent convertible securities estimated benefits of
between £16m and £235m (between approximately £3.2m and £47m each year, assuming
that investments are held for five years).'3

297. This suggests scope for considerable benefits through reduced consumer detriment.
Firms applying improved product governance standards are likely to lead to reduced
consumer detriment.

298. While the above cases are those where we identified particularly high risks of mis-selling, we
consider there to be more widespread benefits. To quantify these benefits, we assume:

¢ inline with data from the survey, average assets under management of £300 million per firm

138 PS13/03, Restrictions on the retail distribution of unrequlated collective investment schemes and close substitutes, June 2013:
https://www.fca.org.uk/static/documents/policy-statements/ps13-03.pdf

139 CP14/23, Restrictions on the retail distribution of regulatory capital instruments, October 2014:
http://www.fca.org.uk/static/documents/consultation-papers/cp14-23.pdf
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e annual investment of £60 million per firm assuming that investments are held for five years

e unsuitable sales in 16.3% of cases, as in the platform advice review cited earlier

* improved product governance processes at manufacturer and distributor firms, in line with
the additional guidance on which we are consulting, reduces unsuitable advice by a range
of between 1% (this would mean that the overall rate of unsuitable sales reduced 0.163%)

and 5% (leading to a 0.815% reduction in the rate of unsuitable sales)

On this basis, we estimate a range of total annual benefits between £21.5 million and
£107.6 million.

Knowledge and competence requirements

Introduction

ESMA guidelines are subject to the ‘comply or explain’ process in article 16 Regulation
1095/2010 (establishing ESMA) and are addressed to competent authorities or, as the case may
be, market participants. Competent authorities and financial market participants must make
every effort to comply with these.

The purpose of the guidelines is to improve investor protection by increasing the knowledge
and competence of individuals in investment firms providing information or advice to clients on
services and financial instruments across Member States. It is intended that there is a common
approach across the EU.

Costs

The current MiFID framework already requires investment firms to have personnel with the
skills, knowledge and expertise necessary for the discharge of the responsibilities allocated
to them. The UK already has well established conduct requirements, including specific rules
on knowledge and competence, designed to achieve this. Consistent with ESMA's view when
consulting on the guidelines the cost impact for Member States, including the UK where
extensive regulation is already in place, will be of minimal significance.

In complying with the ESMA guidelines we are implementing changes necessary to comply but
we are not going beyond what is necessary. We are not extending the scope of the existing
TC regime on appropriate qualifications to those employees who are not currently subject to
it, for example, those who give investment advice to professional clients and employees that
give information to retail and professional clients. Instead we propose to give firms flexibility in
how they provide their employees with the knowledge and competence necessary to comply
with the guidelines. This will help ensure that the delivery of the knowledge and competence is
proportionate and targeted based on the firms’ sizes and complexities, the needs of employees
subject to the guidelines and the scope and degree of the relevant services provided by the firm.
This will enable firms to leverage their established TC policies and procedures when complying
such as using in-house training, needs based and annual assessments, continuous professional
development and new product training.

One-off costs for firms will be dependent on each firms’ established policies and procedures
in respect of training and competence, the scope and degree of the relevant services provided
by their employees and their existing knowledge and competence. Costs are likely to include
an assessment of the new requirements, any training or support necessary to comply and any
need to work under supervision in the interim. On-going costs for firms will be consistent
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with their existing regulatory obligations to employ competent employees eg providing training
on new products and legislation where relevant, continuous professional development and
compliance monitoring. We do not propose to introduce any new data reporting requirements
to comply with these guidelines.

Benefits

The benefits of the new guidelines will include more transparent, proportionate, accountable
and targeted knowledge and competence requirements for employees providing information
or advice to clients on services and financial instruments across Member States.

This greater harmonisation of knowledge and competence across all Member States introduced
by the guidelines should contribute to improved standards of knowledge and competence by
employees providing information and advice to clients of the investment firms.

Overall, the benefits introduced by these new guidelines should bring a higher degree of

investor protection and service to clients, as well as reduced risks of client detriment and
improper conduct.

Recording of telephone conversations and electronic communications (taping)

Introduction

MIFID Il introduces a requirement for firms to record telephone conversations and electronic
communications when undertaking specific client order services and dealing on own account.
We have a domestic taping policy in place already, which for the most part aligns with MiFID I,
so for the majority of investment firms, we do not envisage significant change to comply with
MIFID 11

The MIFID Il taping provision is minimum harmonising. This allows us to consider whether to
extend the recording requirement to other relevant activities undertaken by MIFID firms. We
propose to continue to apply a taping regime to the service of portfolio management, with
some modifications in respect to the current partial exemption for discretionary investment
managers and the exclusion of corporate finance business.

MIFID Il extends an at least analogous requirement to firms falling outside of the scope of our
existing taping framework by virtue of Article 3 of MIFID II. These include financial advisers,
corporate finance boutique firms and venture capital firms.

MIFID Il requires that Member States do not treat branches of non-EEA firms more favourably
than branches of EEA firms. We therefore propose to apply the MiFID Il taping provisions to
these firms.

The policy proposals analysed in this CBA are:

e For firms (including MiFID firms) providing the service of portfolio management: apply the
requirements under MiIFID Il and remove the exemption for some discretionary investment
managers (DIMs).

e For MIFID firms and Article 3 firms: remove the current domestic exemptions from the
obligation to record for corporate finance business, financial advisers and apply the
requirements under MiFID Il to this activity and type of firm.
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e For some non-Directive firms undertaking the relevant activities apply the requirements
under MIFID Il. The non-MiFID firms include: collective portfolio managers (full-scope UK
AlIFMs, small authorised UK AIFMs, residual CIS operators, incoming EEA AIFM branches
and UCITS management companies) and firms carrying out energy market activity or oil
market activity.

e For non-EEA third country branches undertaking the relevant activities: apply the
requirements under MiFID II.

Rationale for intervention

Access to records of electronic communications and telephone conversations is an important
tool available to regulators and firms as it can assist in ensuring compliance with conduct of
business obligations and help to deter and detect market abuse.

Market abuse has significant detrimental impacts on financial markets."*® These include
distorting price signals and undermining investor confidence, which can lead to reduced market
efficiency, liquidity and financial stability. Market abuse is related to market failures such as
asymmetric information (whereby some market participants hold more information than others
which enables them to manipulate markets without other participants being aware). Negative
externalities, whereby the negative impacts to the market as a whole significantly outweigh the
potential negative impacts to firms committing the abuses, means that firms do not internalise
these costs when committing the abuse. Market abuse undermines one of our fundamental
objectives of upholding market integrity.

Non-compliance with obligations under MiFID Il may lead to an increase in the number of cases
of misselling of financial services products. A rise in the number of such cases could have a
serious impact on investor confidence which could create further market disorder and systemic
risk. This undermines our objective of consumer protection.

MIFID Il does not require the recording of all activities where detriment may arise, for example
in relation to all corporate finance business or the service of portfolio management.
This raises the potential for gaps in oversight and regulatory arbitrage. It also raises the risk that
detriment caused by market abuse and non-compliance with conduct of business obligations,
as described above, will not be sufficiently addressed in the UK.

With respect to Article 3 firms (namely corporate finance boutiques and financial advisory
firms) MiFID Il requires us to introduce a regime “at least analogous” to the taping requirements
articulated under the Directive. We believe there are real benefits in applying a taping
requirement to Article 3 firms. There has been an upward trend in the sales of investment
products to retail clients over the last number of years. We expect this to continue following
changes to the rules governing pensions, ISAs and the Bank of England’s base rate. However,
we are aware that the majority of complaints that the FOS receives about investments
centre around the conversations that happen when they are sold. The existence of tapes will
therefore provide a clear audit trail of the intention and understanding of the parties leading
up to the conclusion of a transaction, particularly in cases when allegations of misselling arise.
We believe that consumers will also benefit from the self-disciplining effect on advisors from
recording calls. Other benefits include providing supervisors with an additional tool when
undertaking thematic reviews or mystery shopping exercises. Access to tapes will also provide
our Enforcement division with an additional source of evidence. We also expect the market to

For example, the financial crisis and subsequent post crisis events such as the LIBOR and FX manipulation enforcement cases
revealed significant deficiencies in wholesale markets.
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become more diverse in the delivery of its advice and it is important for the regulator to be
ahead of likely market innovations and developments in electronic communications.

318. We currently apply taping rules to some non-Directive firms undertaking the relevant client
order services and dealing on own account. This includes firms carrying out energy market
activity and oil market activity and the activities of collective portfolio managers (full-scope UK
AlFMs, small authorised UK AIFMs, residual CIS operators, incoming EEA AIFM branches and
UCITS management companies. MiFID Il requires that Member States do not treat branches
of non-EEA firms more favourably than branches of EEA firms. We therefore propose to
apply the MIFID Il taping provisions to these firms. Our domestic regime already requires that
firms record relevant activities where they take place in the UK, retaining this requirement to
record and implementing MiIFID Il organisational requirements will aim to prevent detriment as
described above from arising.

319. Our proposals therefore aim to provide us with additional means to achieve our statutory
and operational objectives. It will also provide us with an extra regulatory tool to take action,
including in the case of unforeseen matters or future events. It also supports the objectives
of FEMR, which has made a number of recommendations on enhancing the fairness and
effectiveness of markets and benefits of technology to reduce /remove the scope for poor
wholesale conduct.

Baseline for analysis
320. The baseline for our CBA is the situation in which we do not exercise our discretion in
implementing MiFID II. We describe the baseline for each type of firm affected.

e Corporate finance business: Without action by us, firms would not be required to tape
telephone conversations and electronic communications relating to corporate finance
business. The baseline would be the current situation, namely no taping requirements for
this activity.

¢ Portfolio managementbusiness: Without action by us, firmswould not be required to tape
telephone conversations and electronic communications relating to portfolio management
business. However under our current rules, this activity is subject to a taping regime, with
a qualified exemption for discretionary investment managers. The domestic rules differ in
certain respects to those in MiFID II, for example MIFID Il additionally requires that:

— Records must be retained for 5 years, rather than 6 months.

— Firms need to maintain a written policy on telephone recording requirements, also to
include internal calls to be recorded and procedures to be followed where exceptional
circumstances arise and the firm cannot record the call. Firms must have evidence of
these circumstances.

= Firms must train employees.

= Firms must periodically monitor the records.

To the extent that discretionary investment managers do not apply the exemption,
the baseline is already fairly close to the new proposals.

e Article 3 firms: Without action by us, Article 3 firms that comprise of financial advisory

firms, corporate finance boutiques and venture capital firms would not be required to tape
telephone conversations and electronic communications.
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¢ Non-Directive firms: Without action by us, these firms are not subject to a taping regime
under MiIFID II.

e Third country branches: Under European legislation we cannot treat these firms more
favourably than MIFID Investment firms.

Costs
We begin our discussion of the costs of the policy proposals with the likely scale of impact
across the different groups of firms, and then present the direct cost estimates.

Likely scope of costs

Corporate finance business

The proposal to bring corporate finance business within the scope of the taping regime is likely
to impact a wide range of firms. The large majority of respondents to our CBA survey told us
they do not currently tape their corporate finance business. This applies irrespective of the
size of the firm; and includes those firms that currently tape other parts of their business (eg
integrated investment banks).

Portfolio management business

There is likely to be less impact for discretionary investment managers. Previous research implies
that many discretionary investment managers already record their conversations'! and this is
supported by our survey results which show that a large proportion of DIMs already record
their portfolio management business (ie they do not avail themselves of the current exemption).
This however differs according to the size of the firm — whilst the majority of medium and
large firms do not make use of the exemption, the opposite is the case for small firms (around
60 per cent of our sample of small firms do not currently tape their portfolio management
business). DIMs that do currently tape would incur some incremental costs to comply with
requirements under MiFID II. Those firms that do not currently tape would incur the full costs
of implementing a taping system.

Article 3 exempt firms

Almost all the Article 3 firms responding to our survey do not currently tape calls, and we
expect this to be the case across the majority of the population. Therefore they would incur the
full costs of any new taping regime.

Non-Directive firms

The impact for non-Directive firms is likely to be less widespread. Previous research implies that
many non-Directive firms who already record their conversations and communications have
organisational requirements in place which align with those required to comply with MiFID II.
As these firms already have a taping solution in place, the additional costs of meeting the
MIFID Il requirements would be low.

Third country branches

As these firms already have a taping solution in place, the additional costs of meeting the MiFID ||
requirements would be relatively low. Similar to non-Directive firms, we expect the additional
costs to arise only in relation to extending the record retention period from six months to at
least five years. However, as third party cloud storage costs have significantly decreased since
we introduced our taping requirements, we expect the costs of adhering to the MiFID Il taping
requirements to be fairly minimal.

According to a recent Thematic Review we undertook into asset managers’ market abuse policies, the majority of firms recorded the
fixed telephone lines of staff directly involved in the investment process with a minority also recording mobile phones.
http://www.fca.org.uk/static/documents/thematic-reviews/tr15-01.pdf. p 9
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Direct costs

327. The greatest costs incurred by firms required to implement a taping system would be related to
installing a new taping infrastructure. This would include one-off development costs (including
service fees, connections, software and hardware) and ongoing costs, for example for ongoing
taping, storage (assumed to be in a third party cloud) and ex post record retrieval. Our cost
estimates include mobile recording as well as fixed recording, using a ratio of fixed users to
mobile of 1:44. IT costs could also include monitoring software (eg word-recognition and
search) and we have included this in our cost scenario.

328. Other costs that firms would incur include one-off costs of policy development and on-going
costs relating to compliance and staff training, and monitoring and surveillance. It is important
to note however, that the organisational requirements should be applied in a proportionate
manner, taking into account the size, nature and complexity of the firm and its business.
Respondents to the CBA we undertook last year indicated that the costs for adhering to the
new taping organisational requirements are likely to be minimal. We do not consider these new
organisational requirements to be material.

329. For those firms that already have a taping solution in place, the additional costs of meeting
the MIFID Il requirements would be relatively low. These would include one-off costs of
compliance, policy development and staff training, and ongoing costs of additional monitoring.
We have assumed that additional storage (from 6 months to 5 years) would be done via a third
party cloud.

330. We outline below the one-off and ongoing costs for firms undertaking corporate finance
business or the service of portfolio management. Costs include fixed and mobile taping. Costs
have been estimated for small, medium and large firms.

331. Article 16(7) of MIFID also requires firms to record electronic communications. Electronic
communications is not defined but includes, for example email and instant messaging. Firms
have told us that they already have this infrastructure in place so there is unlikely to be any
one-off costs associated with using this type of technology. On-going costs may arise with
storing records for a period of five years and where requested by us, for a period of up to seven
years. However, Schedule 1 of COBS currently outlines the record keeping retention period that
firms must currently adhere to. In most cases it is already five years. We therefore consider it
unlikely that firms will incur any additional costs in meeting the specific requirement to retain
electronic communications for the scope of activities outlined in Article 16(7) for the retention
period specified under MiFID II.

332. Based on previous analysis when the FSA introduced the domestic requirement to tape and
more recent data on the firms that we regulate, we estimate that the costs'*? of applying the
taping requirements to discretionary investment managers will range between £2.5m — £5.0m
for one-off costs and £2.4m — £4.7m for on-going costs..

142 As illustration of how these costs arise we can consider an example of a firm needing to record the communication of one of its
staff. Initial hardware, installation and first year storage capacity would cost, between £391 and £441 per individual (£335 for
telephone lines and installation and £6 for the first year's storage capacity. If the lines are used on average 70% of an 8 hour
working day and speech is recorded at between 13 and 16 kbits per second in WAV format. On that basis each line will generate
about 40 mb of data. Across a 260-day working year the total data per user is 10.4 GB. Assuming that a backup copy is kept and
this information is stored in a third party cloud, we estimate cost storage per user at £6 per year. We have also included between
£50-100 per user per year for maintenance and other associated miscellaneous expenses including staff costs. Based on figures from
previous analysis we estimate that for every landline recorded, there will be 0.44 mobile phones recorded. We estimate costs for
the second and subsequent years will reduce to between £371 and £421 per user. However, we estimate that for firms that already
record conversations and communications the largest expense will arise with retaining records from at least 6 months to a minimum
of 5 years. We do not expect these storage costs to be material.
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We estimate based on the information that we hold for corporate finance business that
the costs of applying the taping requirements to this category of firm will range between
£3.2m - £3.6m for one-off costs and between £3m — £3.5m for on-going costs.

Wider impacts

A number of firms responding to our survey noted that the requirements would have
little wider impact beyond cost. Concerns were raised that costs could provide a barrier to
competition with unregulated peers, particularly where other EU Member States used their
discretion vis-a-vis portfolio management and the analogous regime differently. We considered
the possibility of some firms who prefer a lesser regulatory approach exiting the UK market,
however given the requirement to record portfolio management has been in place for a number
of years and according to our survey results, the majority of discretionary investment managers
have recording solutions in place, we do not expect such a potential impact. In relation to
implementing an analogous regime, we do not envisage that there will be scope for significant
inconsistencies in application across jurisdictions

A number of firms had concerns about the risk of misuse of recorded information, in particular
in relation to corporate finance business. They would need to ensure this information was even
more closely protected than other information. It could lead to changes in business models
for example more face-to-face client meetings and less information exchange over the phone.
To the extent that this avoids information being recorded in as much detail or for as long a
period as implied by the MiFID Il standards, this could undermine the policy.

Benefits

Estimating the benefits of taping is not reasonably practicable. However, in our view, access
to tapes is useful when allegations of misselling arise. Access to tapes will provide a clear audit
trail of the intention and understanding of the parties leading up to the conclusion of the
transaction. We also see benefits in terms of the self-disciplining effect of taped calls ie when
an advisor knows that the conversation is taped, they are more likely to adhere to their conduct
of business obligations.

Access to tapes will assist the FCA from a supervisory perspective. Indeed, the FCA has used
tapes in a number of retail focused thematic reviews, including the thematic reviews into
motor legal expenses insurance,'* mobile phone insurance '** and more recently this year’s
thematic into principals and their appointed representatives in the general insurance sector'®.
Therefore, the taping requirements will improve the regulatory toolkit available to us. We note
that since 2010, there has been a general upward trend in the sales of investment products
within the retail space. We expect this to rise further following recent changes to the pension
and ISAs rules made in 2014 and the recent reduction in the Bank of England’s base rate.
Going forward, the tapes may provide further evidence for checking adherence to conduct
of business obligations. We also expect an increase in the quality and volume of information
available to the FCA for review.

Our enforcement division has been listening to tapes since 2008 when the domestic requirement
to tape relevant calls in wholesale markets came into effect. It is an important tool when
undertaking investigations. Listening to tapes has proven to provide the most incriminating
evidence in some of our cases. This is because we find that people tend to be more unguarded
and less scripted on the phone than in written communications. We see many upsides to
extending the requirement to tape to Article 3 firms, corporate finance business and removing

http://www.fca.org.uk/static/documents/thematic-reviews/tr13-01.pdf
http://www.fca.org.uk/static/documents/thematic-reviews/tr13-02-mobile-phone-insurance.pdf
https://www.fca.org.uk/static/documents/thematic-reviews/tr16-06.pdf
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the qualified exemption for discretionary investment managers. Access to tapes will provide the
FCA with more evidence that may be relevant when establishing whether or not misconduct
took place. This should improve our overall chances of getting the right enforcement outcome,
particularly where the central issue in the case is who said what to whom and when poor
record keeping is a problem. We have noted that even when the right records are kept, the
client often disputes their content. However, access to tapes will close this evidence gap.

339. We see benefits for consumers in requiring firms to record corporate finance business, portfolio
management and removing the current exemption for discretionary investment managers. For
example, consumers of these services will be able to request access to tapes when undertaking
post-trade reconciliations or conducting their own internal deep-dives. More generally,
enhancing existing taping requirements could potentially reduce consumer detriment through
deterring occurrences of market abuse in the future.

Supervision (SUP), authorisation and approved persons

Introduction

340. In this chapter of the CP we outline our proposals on how perspective MIFID firms should
provide the information on members of the management body and on persons who effectively
direct the business required under Article 4 of the Regulatory Technical Standards (RTS)
under Article 7(4) of MiFID Il (‘Authorisations RTS’) and Annex | and Annex Il of the ITS under
Article 7(5) of MIFID II ("Authorisations ITS"). Although most of this information is already
captured in our existing forms, the Authorisations RTS and ITS require applicant MiFID firms
to provide some additional information. The additional information requirements will be set in
an EU Regulation, so we have no discretion and we have only carried out a high-level CBA for
these requirements.

Costs

341. There will be costs of minimal significance for new firms deriving from the obligation to submit
the new Form As. Firms will still have to submit the templates under the Authorisations ITS,
but they will be able to cross-refer to the information provided in the new Form As. This will
avoid any unnecessary duplication of the information provided by firms and any resulting costs.

342. In addition, Article 3 firms should be subject, in accordance to Article 3 of MiFID I, to at least
analogous requirements for authorisation as those applicable to MIFID firms. To meet this
obligation we propose that Article 3 firms should use the new Form As when applying for
authorisation. Since the additional information required under the Authorisations RTS, and
reflected in the new Form As described in the Supervision Chapter of the CP, is not significantly
different from that currently captured by our existing forms we expect that this will result only
in costs of minimal significance for new applicant Article 3 firms.

Benefits

343. The proposals described in this chapter are in line with our consumer protection objective by
ensuring that prospective applicant firms provide all the relevant information, required under
MIFID Il to assess the fitness and propriety of members of the management body or who direct
the business, with their initial authorisation application. This will enable us to conduct a full
assessment if the application and identify any potential risks to our statutory objectives.

344. The proposed new Form As will also increase the likelihood that firms will submit complete

applications. This has the potential of reducing the time required by the FCA to make a final
determination on these applications and lowering barriers to entry. This will be particularly
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important for firms who will have to be authorised by 3 January 2018 in order to continue to
carry out their activities which will fall under the scope of MiFID Il and avoid disruptions to
their business.

Perimeter guidance

The PERG amendments provide guidance on the regulatory perimeter rather than on FCA rules.
The main implications of the changes in the regulatory perimeter which they provide guidance
on were discussed in the Impact Assessment accompanying the Treasury’s consultation on
changes to legislation to implement MiIFID Il which included changes to ensure that the UK
regulatory boundary captured all the activities and services encompassed by MIFID Il and its
range of financial instruments. The guidance does not impose additional costs on firms.

Consequential changes to the Handbook

The changes we propose to the relevant modules of the Handbook are a direct result of the
changes imposed by the implementation of MiFID II.

In CP16/19, we set out our approach to the costs and benefits of implementing the proposed
changes to SYSC arising from MIFID Il, assuming the need to make these proposed consequential
changes to the FCA Handbook. We do not believe these consequential changes will add any
significant costs or benefits to those expected from MIFID Il as assessed in CP16/19.

The proposed consequential amendments are administrative and they do not reflect any change
in policy. Most of them consist of incorporating cross-references to organisational requirements
in the EU directly applicable regulation. There is no FSMA obligation on us to conduct a CBA or
produce a compatibility statement for guidance.
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Annex 3

Compatibility statement

Compatibility with the FCA’s general duties

This annex follows the requirements set out in section 138] FSMA. When consulting on new
rules, we are required by section to include an explanation of why we consider the proposed
rules are compatible with our strategic objective, advance one or more of our operational
objectives, and have regard to the regulatory principles in section 3B FSMA. We are also
required by section 138K(2) FSMA to state our opinion on whether the proposed rules will have
a significantly different impact on mutual societies as opposed to other authorised persons.
We also note the application of section 139A (5) relating to consulting on guidance. This annex
also includes our assessment of the equality and diversity implications of these proposals.
Sections 1B (1) and 3B of FSMA require us to have regard to the regulatory principles.

The FCA’s objectives and regulatory principles

Our proposals in this CP meet our strategic objective of ensuring that the relevant markets
function well and are primarily intended to advance our operational objectives of:

e enhancing market integrity, protecting and enhancing the integrity of the UK financial
system, by implementing new standards for best execution, client order handling, personal
transactions, and requirements for investment firm underwriting and placing

e strengtheninginvestor protection ensuringan appropriate degree of protectionfor consumers

e promoting effective competition in the interests of consumers, by reinforcing best execution
requirements, and ensuring different types of firm conducting the same investment business

are subject to similar conduct rules.

In preparing our proposals, we have paid attention to the regulatory principles set out in section
3B FSMA. In particular:

The desirability of exercising our functions in a way that recognises differences in the
nature and objectives of businesses carried on by different persons.

We do not believe that our proposals discriminate against any particular business model or
approach. The treatment of third-country firms and Article 3 firms ensures a similar treatment
of firms with different business models conducting similar business.

The principle that we should exercise our functions as transparently as possible.

We believe that by consulting on our proposals we are acting in accordance with this principle.
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The need to use our resources in the most efficient and economical way.

For the proposals in this CP in the areas where we have discretion in implementing MiFID Il we
have had regard to the burden on us in assessing how best to implement.

The principle that a burden or restriction should be proportionate to the benefits.

We believe the proposals in this CP only invoke burdens or restrictions that are proportionate
to the benefits.

The desirability of publishing information relating to persons, or requiring persons
to publish information.

We have the power to publish information relating to investigations into firms and individuals.

However, as set out in the Enforcement Guide (EG), we will not normally make public our
investigations, findings or conclusions public, except in exceptional circumstances.

Expected effect on mutual societies

Section 138K of FSMA requires us to state whether, in our opinion, our proposed rules have
a significantly different impact on authorised mutual societies, compared to other authorised
bodies. The relevant rules we propose to amend will apply, according to the powers exercised
and to whom they are addressed, equally regardless of whether it is a mutual society or another
authorised body.

Equality and diversity

We are required under the Equality Act 2010 to ‘have due regard’ to the need to eliminate
discrimination and to promote equality of opportunity in carrying out our policies, services
and functions. As part of this, we conduct an equality impact assessment to ensure that the
equality and diversity implications of any new policy proposals are considered.

Our equality impact assessment (EIA) suggests that our proposals do not result in direct
discrimination for any of the groups with protected characteristics (ie age, disability, gender,
pregnancy and maternity, race, religion and belief, sexual orientation and transgender), nor do
we believe that our proposals should give rise to indirect discrimination against any of these
groups. We welcome any comments respondents may have on any equality issues they believe
may arise.
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Appendix 1

MiFID 2 (CONDUCT OF BUSINESS, PRODUCT GOVERNANCE REQUIREMENTS
AND MISCELLANEOUS PROVISIONS) INSTRUMENT 2017

Powers exercised

A

The Financial Conduct Authority makes this instrument in the exercise of:

1) the following powers and related provisions in the Financial Services and
Markets Act 2000 (the “Act”):

(a)
(b)
(c)
(d)
(e)
(f)
(9)
(h)
(i)
)
(k)
)

section 64A (Rules of conduct);

section 69 (Statement of policy):

section 137A (The FCA’s general rules);

section 137B (FCA general rules: clients’ money, right to rescind etc);
section 137R (Financial promotion rules);

section 137T (General supplementary powers);

section 138C (Evidential provisions);

section 138D (Action for damages);

section 138N (Temporary product intervention rules: statement of
policy);

section 139A (Power of the FCA to give guidance);

section 247 (Trust scheme rules); and

section 2611 (Contractual scheme rules);

(2 regulation 6(1) of the Open-Ended Investment Companies Regulations 2001
(S12001/1228); and

3) in relation to the Glossary of definitions, the other rule and guidance making
powers listed in Schedule 4 (Powers exercised) to the General Provisions of
the FCA’s Handbook.

The rule-making powers listed above are specified for the purpose of section 138G(2)
(Rule-making instruments) of the Act.

Commencement

C.

This instrument comes into force on 3 January 2018.

Amendments to the FCA Handbook

D.

The modules of the FCA’s Handbook of rules and guidance listed in column (1)
below are amended in accordance with the Annexes to this instrument listed in
column (2) below.

@) 2)

Glossary of definitions Annex A

Senior Management Arrangements, Systems and Controls sourcebook Annex B
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(SYSC)

Statements of Principle and Code of Practice for Approved Persons (APER) | Annex C
The Fit and Proper test for Approved Persons (FIT) Annex D
Training and Competence (TC) Annex E
General Provisions (GEN) Annex F
Interim Prudential sourcebook for Investment Business (IPRU(INV)) Annex G
Conduct of Business sourcebook (COBS) Annex H
Insurance: Conduct of Business sourcebook (ICOBS) Annex |
Client Assets (CASS) Annex J
Supervision manual (SUP) Annex K
Decision Procedure and Penalties manual (DEPP) Annex L
Consumer Credit sourcebook (CONC) Annex M

Making the Product Intervention and Product Governance sourcebook (PROD)

E. The Financial Conduct Authority makes the rules and gives guidance in Annex N to

this instrument.

Amendments to material outside the Handbook

F. The Perimeter Guidance manual (PERG) is amended in accordance with Annex O to

this instrument.

Notes

G. In the Annexes to this instrument, the “notes” (indicated by “Note:”) are included for

the convenience of readers but do not form part of the legislative text.

European Union Legislation

H. Although European Union legislation is reproduced in this instrument, only European
Union legislation reproduced in the Official Journal of the European Union is deemed
authentic.

Citation

l. This instrument may be cited as the MiFID 2 (Conduct of Business, Product
Governance Requirements and Miscellaneous Provisions) Instrument 2017.

By order of the Board
[date] 2017
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Appendix 1

[Editor’s note: The text in this Annex sets out new definitions, amended definitions and, for
ease of reference where relevant, definitions that were consulted on as part of CP15/43
Markets in Financial Instruments Directive Il Implementation — Consultation Paper 1
(December 2015) and CP16/19 Markets in Financial Instruments Directive 11 Implementation
— Consultation Paper 2 (July 2016), where such definitions are referred to in the draft
instrument. Definitions from CP15/43 and CP16/19 that are amended for the purposes of this
consultation are preceded with an asterisk. The text in this Annex also takes into account the
changes suggested by CP15/34 Regulatory fees and levies: policy proposals for 2016/17
(October 2015) and CP16/18 Changes to disclosure rules in the FCA Handbook to reflect the
direct application of PRIIPs Regulation (July 2016), as if they were made.]

Annex A

Amendments to the Glossary of definitions

Insert the following new definitions in the appropriate alphabetical position. The text in this
section is not underlined.

binary bet (in accordance with article [xx] of the Regulated Activities Order) a
derivative contract of a binary nature.

commodity those financial instruments defined in point (44)(c) of article 4(1) of MIFID
derivative which relate to:

@ a commodity; or

(b)  anunderlying referred to in Section C(10) of Annex I to MIFID; or
in points (5), (6), (7) and (10) of Section C of Annex | to MIFID.

[Note: article 2(1)(30) of MiFIR]

distribute offering, recommending or selling an investment or providing an investment
service to a client.

[Note: recital 15 to the MiFID Delegated Directive]

distributor a firm which offers, recommends or sells investments or provides investment
services to clients.

[Note: recital 15 to the MiFID Delegated Directive]

Emission Directive 2003/87/EC of the European Parliament and of the Council of 13
Allowance October 2003 establishing a scheme for greenhouse gas emission allowance
Trading trading within the Community, and amending Council Directive 96/61/EC.
Directive
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the person or group of persons at the end of the supply chain.
a regulation made pursuant to article 288 of the Treaty.

the provision of personal recommendations to a client, either upon the
client’s request or at the initiative of the firm, in respect of one or more
transactions relating to designated investments.

creating, developing, issuing and/or designing an investment, including
when advising corporate issuers on the launch of new investments.

[Note: recital 15 to the MiFID Delegated Directive]

a firm which creates, develops, issues, and/or designs investments, including
when advising corporate issuers on the launch of new investments.

[Note: recital 15 to the MiFID Delegated Directive]

Commission Delegated Directive (EU) [xxx/xxx] of [day/month/year]
supplementing MiFID of the European Parliament and of the Council with
regard to safeguarding of financial instruments and funds belonging to
clients, product governance obligations and the rules applicable to the
provision or reception of fees, commissions or any monetary or non-
monetary benefits
(http://ec.europa.eu/finance/securities/docs/isd/mifid/160407-delegated-
directive_en.pdf).

business which is:

(1)  MIFID business; or
(2)  the equivalent business of a third country investment firm; or
(3) MiFID optional exemption business.

investment services and/or activities and, where relevant, ancillary services
carried on by a MiFID optional exemption firm.

a firm that complies with regulation 4(8) of the MiFI Regulations.

Commission Delegated Regulation (EU) [xxx/xxx] of [day/month/year]
supplementing MiFID of the European Parliament and of the Council as
regards organisational requirements and operating conditions for investment
firms and defined terms for the purposes of that Directive
(http://ec.europa.eu/finance/securities/docs/isd/mifid/160425-delegated-
regulation_en.pdf).
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a firm to which the MiFID Org Regulation is directly applicable.

Regulation (EU) No 600/2014 of the European Parliament and of the
Council of 15 May 2014 on markets in financial instruments and amending
Regulation (EU) No 648/2012.

the Financial Services and Markets Act 2000 (Markets in Financial
Instruments) Regulations 2016 (SI 2016/[xx]).

(in accordance with article 3(1) of the Regulated Activities Order):

@) an organised trading facility (within the meaning of article
4(1)(23) of MIiFID) operated by an investment firm, a credit
institution or a market operator; or

(b) a facility which:

(i) s operated by an investment firm, a credit institution or a
market operator which does not have a Home State; and

(it) if its operator had a Home State, would be an organised
trading facility within the meaning of article 4(1)(23) of
MiFID.

[Note: article 4(1)(23) of MiFID]

organised trading facility.

research material or services:

(1)  concerning one or several financial instruments or other assets; or

(2)  concerning the issuers or potential issuers of financial instruments;
or

(3)  closely related to a specific industry or market such that it informs
views on financial instruments, assets or issuers within that sector,

and which explicitly or implicitly recommends or suggests an investment
strategy and provides a substantiated opinion as to the present or future
value or price of such instruments or assets, or otherwise contains analysis
and original insights and reaches conclusions based on new or existing
information that could be used to inform an investment strategy and be
relevant and capable of adding value to the firm’s decisions on behalf of
clients being charged for that research.

[Note: recital 28 to the MiFID Delegated Directive]

Regulation (EU) 2015/2365 of the European Parliament and of the Council
of 25 November 2015 on transparency of securities financing transactions
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and of reuse and amending Regulation (EU) No 648/2012
(http://eurlex.europa.eu/legal-content/EN/TXT/?uri=CELEX:32015R2365).

a rule made under sections 137D and 138M of the Act.

(in SYSC) either:

(a)
(b)

a third country investment firm; or

the UK branch of a non-EEA bank.

Amend the following definitions as shown.

advising on
investments
(except P2P
agreements)

ancillary service

arranging
(bringing about)

the regulated activity, specified in article 53(1) of the Regulated Activities
Order (Advising on investments), which is in summary: advising a
person if the advice is:

(1)
@)

(1)

advice on the merits of their doing any of the following (whether
as principal or agent):

(a)

buying, selling, subscribing for or underwriting a particular
investment which is a security or relevant investment (that
is, any designated investment (other than a P2P agreement),
funeral plan contract, pure protection contract, general
insurance contract er , right to or interests in a funeral plan
contract or structured deposit);

(except in CONC) any of the services listed in Section B of Annex
I to MiFID, that is:

(@)

safekeeping and administration of financial instruments for
the account of clients, including custodianship and related
services such as cash/collateral management but excluding
maintaining securities accounts at the top tier level;
(‘central maintenance service’) referred to in point 2 of
section A of the Annex to CSDR;

the regulated activity, specified in article 25(1) of the Regulated Activities
Order, which is in summary: making arrangements for another person
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(whether as principal or agent) to buy, sell, subscribe for or underwrite a
particular investment which is:

(a)
(b)

(e) rights to or interests in investments in (b), (c) or (d) ; or

(f)  astructured deposit.

(in relation to an investment firm):

(i)  aplace of business other than the head office which is a part
of an investment firm, which has no legal personality and
which provides investment services and/or activities and
which may also perform ancillary services for which the
firm has been autherized authorised;

(it)  all the places of business set up in the same EEA State by an
investment firm with headquarters in another EEA State are
regarded as a single branch;

[Note: article 4126} 4(1)(30) of MiFID]

1)

@)

©)

(except for (2) ard-(3)) a physical asset (other than a financial
instrument or cash) which is capable of delivery.

(for the purpose of calculating position risk requirements) any of
the following (but excluding gold):

(@ acommodity within the meaning of paragraph (1); and

(b) any:
(i)  physical or energy product; or

(if)  of the items referred to in paragraph 10 of Section C
of Annex 1 of the MiFID as an underlying with
respect to the derivatives mentioned in that
paragraph; which is, or can be, traded on a secondary
market.

in relati he Mi lation—including the definiti :
financianstrumentand-an-ancilary-service) (in relation to
MiFID or MiFIR) any goods of a fungible nature that are capable
of being delivered, including metals and their ores and alloys,
agricultural products, and energy such as electricity;-hetincluding
s_e||u|ee_s o GIIE|IEI |te’|ns t|||at are-not geleel_s SHe.ll' al S. CUFFEREIES of
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[Note: article-2(1)-of the MiFID-Regulation article 2(6) of the
MiFID Org Requlation]

common

platform firm
(©) a UK MiFID investment firm which falls within the definition of

'local firm' in Article-3-1P-of the-Capital-Adequacy-Directive
article 4(1)(4) of the EU CRR; or

common

platform

requirements (2) those articles of the MiFID Org Requlation as applied in
accordance with SYSC 1 Annex 1 2.8AR, SYSC 1 Annex 1 3.2-
AAAR, SYSC 1 Annex 1 3.2-AAR, SYSC 1 Annex 1 3.2CR and
SYSC 1 Annex 1 3.3R.

=

SYSC 4 to SYSC 10; and

competent

authority
4) the authority, designated by each EEA State in accordance with

Article-48 article 67 of MiFID, unless otherwise specified in
MiIFID.

[Note: article 4(4{22) 4(1)(26) of MiFID]

competent (a) for a firm which is not a-commen-platform-firm any of (b) to (d)
employees rule below, SYSC 3.1.6R =;

(b)  for a common platform firm, S¥SG-5-44R article 21(1)(d) of the
MiFID Org Requlation that applies in accordance with SYSC 1
Annex 1 2.8R and SYSC 1 Annex 1 2.8AR;

(c) for a MiFID optional exemption firm and a third country firm,
article 21(1)(d) of the MiFID Org Regulation that applies in
accordance with SYSC 1 Annex 1 2.8R, SYSC 1 Annex 1 2.8AR
and SYSC 1 Annex 1 3.2CR; and

(d) for a UCITS firm, SYSC 5.1.1R.

conflicts of @ (except in MAR 8) the policy established and maintained in
interest policy accordance with SYSC 10.1.10R; and

(2) (in MAR 8) the policy established and maintained in accordance
with MAR 8.2.8G which:
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(a) identifies circumstances that constitute, or may give rise to,
a conflict of interest arising from benchmark submissions
and the process of gathering information in order to make
benchmark submissions;; and

(b) sets out the process to manage such conflicts.

consumer

(7) (in the definitions of cross-border dispute, domestic dispute, sales
contract and service contract, and in DISP 1.1A.37R, DISP
2.7.3R and DISP 2.7.9AR) has the meaning in regulation 3 of the
ADR Regulations, which is an individual acting for purposes
which are wholly or mainly outside that individual’s trade,
business, craft, or profession.

[Note: article 4(1) of the ADR Directive]

dealing in the regulated activity, specified in article 21 of the Regulated Activities

investments as Order (Dealing in investments as agent), which is in summary: buying,

agent selling, subscribing for or underwriting designated investments (other
than P2P agreements), pure protection contracts e+, general insurance
contracts or structured deposits as agent.

designated a security or a contractually-based investment (other than a funeral plan

investment contract and a right to or interest in a funeral plan contract), that is, any
of the following investments, specified in Part 111 of the Regulated
Activities Order (Specified Investments):

()  stakeholder pension scheme (article 82(1));
(ha)

(hb)  emissions auction product (article 82A) where it is a financial
instrument;

(hc) emission allowance (article 82B):

designated any of the following activities, specified in Part Il of the Regulated
investment Activities Order (Specified Activities), which is carried on by way of
business business:

(da)
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(daa) operating an organised trading facility (article 25DA);

a channel through which information is, or is likely to become, publicly
available. Information which is "likely to become publicly available”
means information to which a large number of persons have access.

[ . article 2(1) of . - . irective]
(@ paper; or

(b) any instrument which enables the recipient to store information
addressed personally to him or her in a way accessible for future
reference for a period of time adequate for the purposes of the
information and which allows the unchanged reproduction of the
information stored. In particular, durable medium covers floppy
disks, CD-ROMs, DVDs and hard drives of personal computers on
which electronic mail is stored, but it excludes trternet internet
sites, unless such sites meet the criteria specified in the first

sentence of this paragraph. (i In relation to MiFID-er-eguivalent
third-country-business the equivalent business of a third country

investment firm, MiFID optional exemption business or collective
portfolio management, if the relevant rule derives from the MiFID
Org Requlation or implements the MiFD-implementing Birective;
the UCITS Directive, the UCITS implementing Directive or the
UCITS implementing Directive No 2) the instrument used must be:

Q) appropriate to the context in which the business is to be
carried on; and

(i) specifically chosen by the recipient when offered the choice
between that instrument and paper.

For the purposes of this definition, the provision of information by
means of electronic communications shall be treated as appropriate
to the context in which the business between the firm and the client
is, or is to be, carried on if there is evidence that the client has
regular access to the internet. The provision by the client of an e-
mail address for the purposes of the carrying on of that business is
sufficient.

[Note: article 2(f) of, and Recital 20 of to, the Distance Marketing
Directive, article 2(12) of the Insurance Mediation Directive,

icles 2(2). 3(1) and 3(3) of the MIFID impl
articles 75(2) and 81(1) of the UCITS Directive, article 20(3) of the
UCITS implementing Directive and article 7 of the UCITS
implementing Directive No 2]

(1) an‘allowance’, within the meaning of article 3(a) of Directive
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Birective-96/61/EC the Emission Allowance Trading Directive;

(in relation to MiFID business other than in MAR 10 (Commaodity
Derivative Position Limits and Controls and Position Reporting))
the investment, specified in article 82B of the Regulated Activities
Order (‘Emission Allowances’), which is in summary emission
allowances:

(@) consisting of any units recognised for compliance with the
Emission Allowance Trading Directive; and

(b) towhich article 82B of the Regulated Activities Order
applies; and

(in MAR 10 (Commodity Derivative Position Limits and Controls
and Position Reporting)):

(@) an allowance consisting of any units recognised for
compliance with Directive 2003/87/EC (Emission Trading
Scheme), as specified in paragraph (11) of Section C of
Annex | of MiFID; or

(b) any derivative of such an allowance, whether falling under
paragraph (4) or (10) of Section C of Annex | of MiFID.

acting to conclude agreements to buy or sell one or more financial
instruments on behalf of clients including the conclusion of agreements to
sell financial instruments issued by an investment firm or a credit

institution at the moment of their issuance.

[Note: article 4 (1)(5) of MiFID]

[Note: article 2(4)-ofthe-MiFID-implementing-Directive 2(1) of the
MiFID Org Regulation]

1)

(d) options, futures, swaps, forward rate agreements and any
other derivative contracts relating to securities, currencies,
interest rates or yields, emission allowances, or other
derivative instruments, financial indices or financial
measures which may be settled physically or in cash;

(da) (in relation to derivative contracts relating to a currency) has

the meaning in article 10 [link to follow] of the MiFID Orqg
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Requlation) (in summary):

() an instrument which is not a contract within the
meaning of paragraph 2 of that article; or

(i)  ameans of payment as described in paragraph 1(b) of
that article;

options, futures, swaps, forward-rate-agreements forwards

and any other derivative contracts relating to commodities
that must be settled in cash or may be settled in cash at the
option of one of the parties {etherwise other than by reason of
default or other termination event );

options, futures, swaps, and any other derivative contract
relating to commodities that can be physically settled
provided that they are traded on a regulated market andferan
MTE, an MTF or an OTF, except for wholesale energy
products (having regard to article 6 of the MiFID Org
Regulation) traded on an OTF that must be physically settled
where the conditions of article 5 of the MiFID Org
Regulations are met;

options, futures, swaps, forwards and any other derivative
contracts relating to commodities, that can be physically
settled not otherwise mentioned in (f) and :

() not being for commercial purposes ; having regard to
article 7(4) of the MiFID Org Regulation;

(i)  which have the characteristics of other derivative

financial instruments -havingregard-to-whether-inter
ahia t.l'% are-cleared-ang s_ettleel through recog Rises
ezleanng_ Ilneusesg ;e’n Eanze subl ’EGGEHGF ||egula_| Fargin-cals
Regulation) having regard to article 7(1) of the
MiFID Org Requlation; and

(iii)  not being spot contracts having regard to articles 7 (1)
and (2) of the MiFID Org Requlation;

options, futures, swaps, forward rate agreements and any
other derivative contracts relating to:

M climatic variables;
(i) freight rates;

(iti))  emission allowances;
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(iv)  inflation rates or other official economic statistics;
(v) telecommunications bandwidth;
(vi)  commodity storage capacity;

(vii)  transmission or transportation capacity relating to
commodities, whether cable, pipeline or other means;

(viii) an allowance, credit, permit, right or similar asset
which is directly linked to the supply, distribution or
consumption of energy derived from renewable
resources;

(ix)  ageological, environmental or other physical
variable;

(x) any other asset or right of a fungible nature, other
than a right to receive a service, that is capable of
being transferred,;

(xi)  anindex or measure related to the price or value of, or
volume of transactions in any asset, right, service or
obligation;

(xii) aderivative contract to which article 8 of the MiFID
Org Regulation applies;

where the conditions in articles 38 7(3) and (4) of the MiFIB
Regulation MiFID Org Regulation are met:;

[Note: article 47 4(1)(15) and section C of Annex | to MiFID

and articles-38-and-39-of the-MiFIDRegulation articles 7 and 8 of
the MiFID Org Requlation]

(k) emission allowances consisting of any units recognised for
compliance with the Emission Allowance Trading
Directive;

(in relation to COBS 3.2.1R(3), COBS 4.3.1R, COBS 4.5.8R and
COBS 4.7.1R) (in addition to (1)) a marketing communication
within the meaning of MiFID made by a firm in connection with its

MiFID-or-equivalent third-country-busiress: MIFID, equivalent

third country or optional exemption business.
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(8) (in SYSC 18, with the exception of the-guidaneetnr SYSC 18.3.9G
and SYSC 18.6):

(@ A UK relevant authorised person except a small deposit taker;
and

(b) afirm as referred to in Chapter 1.1 of the PRA Rulebook:
Solvency Il Firms: Whistleblowing.

a personal recommendation to a retaH-client-in-relation-to-a-retat
investment-product client where the personal recommendation provided
meets the requirements of the rule on independent advice (COBS
6.2B.9R).

(1) any persen person whose regular occupation or business is the
provision of one or more investment services to third parties and/or
the performance of one or more investment activities on a
professional basis.

[Note: article 4(1)(1) of MiFID]

as defined in article 36(1) of the MiFID Org Requlation.

[Note: article 24(1) 36(1) of the MiFID implementing-Directive Org
Requlation]

any of the following involving the provision of a service in relation to a
financial instrument:

(h) operation of multlateral-trading-faciities: an MTF;
(i) operation of an OTF.

[Note: article 4(1)(2) of, and section A of Annex 1 to, MiFID and article
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6(5) of the auction regulation]

any of the services and activities listed in Section A of Annex | to MiFID
relating to any financial instrument, that is:

(h) operation of multHateral-trading-facthities: an MTF; and
(i) operation of an OTF.

[Note: article 4(1)(2) of, and section A of Annex 1 to, MiFID and article
6(5) of the auction regulation]

an order to buy or sell a financial instrument at its specified price limit or
better and for a specified size.

[Note: article 4(1)}16}) 4(1)(14) of MiFID]

has the meaning in article 4(1)(4) of the EU CRR.

the regulated activity, specified in article 25(2) of the Regulated Activities
Order (Arranging deals in investments), which is in summary: making
arrangements with a view to a person who participates in the
arrangements buying, selling, subscribing for or underwriting any of the
following investments (whether as principal or agent):

(f)

(g) ageneral insurance contract; or

(h) astructured deposit.

(1) (other than in (2)) (in accordance with article 3(7) of CRD and
article 4.1(36) of MiFID) the governing body and senior personnel
ofa-CRR-firm who are empowered to set the a firm s strategy,
objectives and overall direction, and which oversee and monitor
management decision-making in the following:

(@ acCRRfirm;or
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(b) acommon platform firm (in relation to the requirements
imposed by or under MiFID or MiFIR).

(in COLL and in SYSC 19E and in accordance with article 2(1)(s) of
the UCITS Directive), the governing body of a management
company or depositary of a UCITS scheme or an EEA UCITS
scheme, as applicable, with ultimate decision-making authority
comprising the supervisory and the managerial function or only the
managerial function, if the two functions are separated.

the regulated activity, specified in article 37 of the Regulated Activities
Order (Managing investments), which is in summary: managing assets
belonging to another person in circumstances which involve the exercise
of discretion, if:

(@)

the assets consist of or include any security or contractually based
investment (that is, any designated investment (other than a P2P
agreement), funeral plan contract, structured deposit or right to or
interest in a funeral plan contract); or

Directive 2014/65/EU of the European Parliament and of the Council of

15 May 2014 on markets in financial instruments and amending the

insurance mediation directive and AIFMD.

1)

(in summary) (except in SUP 13, SUP 13A and SUP 14 in relation
to notification of passported activity) a firm to which MiFID
applies including, for some purposes only, a credit institution and
collective portfolio management investment firm.

(in full) (except in SUP 13, SUP 13A and SUP 14 in relation to
notification of passported activity) a firm which is:

£ aninvestment firm with its head office in the EEA (or, if it
has a registered office, that office);

(E)]

2) a CRD credit institution (only when providing an investment

(b) service or activity or when selling, or advising clients in
relation to, structured deposits in relation to:

(i)  the rules implementing the Articles articles referred to
in Article-1(2} article 1(3) and article 1(4) of MiFID);

(if)  the requirements imposed upon it by and under MiFIR;
and
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(iii)  the requirements imposed upon it by EU requlations
made under MiFID);

a collective portfolio management investment firm (only
when providing the services referred to in article 6(4) AIFMD
or Article article 6(3) of the UCITS Directive in relation to
the rules implementing the articles of MIFID referred to in
article 6(6) of AIFMD or Atticle article 6(4) of the UCITS
Directive and for a full-scope UK AIFM or the rules
implementing article 12(2)(b) of AIFMD);

XD

unless, and to the extent that, MiFID does not apply to it as a result
of Article article 2 (Exemptions) or Artiele article 3 (Optional
exemptions) of MiFID.

(3) (inSUP 13, SUP 13A and SUP 14 in relation to notification of
passported activity) an investment firm with its head office in the
EEA (or, if it has a registered office, that office) unless, and to the
extent that, MiFID does not apply to it as a result of article 2
(Exemptions) or article 3 (Optional exemptions) of MiFID.

a multilateral system, operated by an investment firm or a market
operator, which brings together multiple third-party buying and selling
interests in financial instruments — in the system and in accordance with
non-discretionary rules — in a way that results in a contract in accordance

with the-provisions-of Title Il of MIFID.

[Note: article 4({15) 4(1)(22) of MiFID]

an investment recommendation that does not meet the conditions set out
in article 36(1) of the MiFID Org Requlation.

[Note: article 24(2) 36(1) of the MiFID-implementing-Directive MiFID
Org Requlation]

the investment, specified in article 83 of the Regulated Activities Order
(Options), which is in summary an option to acquire or dispose of:

(@) adesignated investment (other than a P2P agreement, an option or
one to which (d) or (e) applies); or

a report which a firm is required to provide to a client under pursuant to:
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COBS 16.3 (Periodic reporting) where the firm is carrying on
designated investment business other than any MiFID, equivalent
third country or optional exemption business:

article 60(1) of the MiFID Org Regulation where the firm is
carrying on MiFID business;

GEN 2.2.22AR and COBS 16A.4.1EU where the firm is carrying
on the equivalent business of a third country investment firm;

COBS 16A.1.2R and COBS 16A.4.1EU where the firm is carrying
on optional exemption business.

[Note: see COBS 16A.4.1EU where article 60(1) of the MiFID Org

Requlation is reproduced]

(1)

1)

(except in CONRED) a recommendation that is advice on
investments, advice on conversion or transfer of pension benefits,
or advice on a home finance transaction and is presented as
suitable for the person to whom it is made, or is based on a
consideration of the circumstances of that person.

A recommendation is not a personal recommendation if it is issued
exclusively through distribution channels or to the public.

For the purposes of this definition, references in the Handbook to
making personal recommendations on, or in relation to, P2P
agreements should be understood as referring to making personal
recommendations involving advice on P2P agreements.

[Note: article 52 9 of the MiFIB-implementing-Birective MiFID
Org Requlation]

(in CONRED) ...

a multilateral system operated and/or managed by a market
operator, which brings together or facilitates the bringing together
of multiple third-party buying and selling interests in financial
instruments — in the system and in accordance with its
nondiscretionary rules — in a way that results in a contract, in
respect of the financial instruments admitted to trading under its
rules and/or systems, and which is authorised and functions

regularly and in accordance with the-previsions-of Title 111 of
MiFID.

[Note: article 4()}{14) 4(1)(21) of MiFID]

the arrangements for regulating a firm or other person in or under the Act,
including the threshold conditions, the Principles and other rules, the
Statements of Principle, codes and guidance, or in or under the CCA, and
including any relevant directly applicable provisions of a Directive or
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Regulation such as those contained in the MiFID-implementing-Directive;
the-MiFIDRegulatien; MiFID Org Regulation and the EU CRR.

(1) (in COMP) a person for claims against whom the compensation
scheme provides cover, as defined in COMP 6.2.1R-;

(2)  (otherwise) any of the following:

(@) adirector, partner or equivalent, manager or appointed
representative (or where applicable, tied agent) of the firm;

(b) adirector, partner or equivalent, or manager of any
appointed representative (or where applicable, tied agent) of
the firm;

(c) anemployee of the firm or of an appointed representative
(or where applicable, tied agent) of the firm; as well as any
other natural person whose services are placed at the
disposal and under the control of the firm or an appointed
representative or a tied agent of the firm and who is
involved in the provision by the firm of regulated activities;

(d) anatural person who is directly involved in the provision of
services to the firm or its appointed representative (or where
applicable, tied agent) under an outsourcing arrangement or
(in the case of a management company) a delegation
arrangement to third parties, for the purpose of the provision
by the firm of regulated activities or (in the case of a
management company) collective portfolio management.

[Note: article-2(3)-ofthe-MiFID-implementing-Directive article 2(1) of
the MiFID Org Regulation and article 3(3) of the UCITS implementing

Directive]

(1) (except where (2) applies) any form of remuneration, including
salaries, discretionary pension benefits and benefits of any kind.

[Note: article 92(2) of CRD]

(2) (inrelation to those articles of the MiFID Org Regulation as
applied in accordance with SYSC 1 Annex 1 2.8AR, SYSC 1 Annex
1 3.2-AAR, SYSC 1 Annex 1 3.2-AAAR, SYSC 1 Annex 1 3.2CR,
SYSC 1 Annex 1 3.3R; SYSC 19F.1.3R; SYSC 19F.1.4R and SYSC
19F.1.5R, and in PROD 3) all forms of payments or financial or
non-financial benefits provided directly or indirectly by a firm to
relevant persons in the provision of one or more of designated
investment business, and ancillary activities and ancillary services
to clients.

[Note: article 2(5) of the MiFID Org Regulation]
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a personal recommendation to a retaH-client-inrelation-to-a-retat
investment-product client which is not independent advice; or

basic advice.

(in COBSHr-CASS) an instance of stock lending or stock
borrowing or the lending or borrowing of other financial
instruments, a repurchase or reverse repurchase transaction, or a
buy-sell back or sell-buy back transaction.

[Note: article-2(10) of the Mi \ation]

(in CASS) transactions defined in article 3(11) of the securities

(2)

1)
(2)

)

financing transaction requlation.

[Note: article 1(3) of the MiFID Delegated Directive]

(in any other case) any of the following:
(@) arepurchase transaction; or

(b) asecurities or commodities lending or borrowing
transaction; or

(c) amargin lending transaction.

(1 In SYSC (except SYSC 4.3A) and IFPRU and in accordance
with article 3(9) of CRD) those persons who are a natural person
and who exercise executive functions in an institution and who
are responsible and accountable to the management body for the
day-to-day management of the institution.

(In SYSC 4.3A and COBS 2.3B and in accordance with article
4.1(37) of MiFID) those persons who are a natural person, who
exercise executive functions in common platform firms and who
are responsible and accountable to the management body for the
day-to-day management of the firm, including for the
implementation of the policies concerning the distribution of
services and products to clients by it and its personnel.

K bination-of stocks):
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(in accordance with article 3 of the Requlated Activities Order) a deposit
which is fully repayable at maturity on terms under which interest or a
premium will be paid or is at risk, according to a formula involving
factors such as:

(a) an index or combination of indices, excluding variable rate
deposits whose return is directly linked to an interest rate index
such as EURIBOR or LIBOR; or

(b) a financial instrument or combination of financial instruments; or

(c) a commodity or combination of commodities or other physical or
non-physical non-fungible assets; or

(d)  aforeign exchange rate or combination of foreign exchange rates.

[Note: article 4(1)(43) of MiFID]

a report which a firm must provide to its client urder-COBS-9-4

{suitabihtyreperts) which, among other things, explains why the firm has
concluded that a recommended transaction is suitable for the client and

which is provided pursuant to:

@) COBS 9.4 (suitability reports) where the firm is carrying on
designated investment business other than any MiFID, equivalent
third country or optional exemption business;

(b) article 54(12) of the MiFID Org Regulation where the firm is
carrying on MiFID business;

(©) GEN 2.2.22AR and COBS 9A.3.3EU where the firm is carrying on
the equivalent business of a third country investment firm;

(d) COBS 9A.1.2R and COBS 9A.3.3EU where the firm is carrying on
optional exemption business.

[Note: article 4(1)(43) of MiFID]

a firm which would be a MiFID investment firm if it had its head office or
registered office in the EEA.

a communication made by a firm if the communication is a prospectus
that has been drawn up and published in accordance with the Prospectus
Directive and the firm is not responsible under that directive for the
information given in the prospectus.

[Note: recital 52 73 to the MiFIB-implementing-Directive MIFID Org
Requlation]
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(except in FINMAR and MAR) a regulated market, an MTF or
systematic internaliser acting in its capacity as such, and, where
appropriate, a system outside the EU with similar functions to a
regulated market or MTF.

INote: article-2(8) of 4 lation]

(in FINMAR) (as defined in article 2(1)(I) of the short selling
regulation) a regulated market or an MTF.

(in MAR) a regulated market, er an MTF or an OTF.

[Note: article 4(1)(24) of MiFID].

(except in CONC App 1.1 and SUP 17) only the purchase and sale

of a financial instrument—Ferthe-purposes-of-the MiFID
Regulation, excluding Chapter H, this does not include: ;

@) i financi ions:

4HE8Ka)andL(b)-oHMIFID-
(in CONC App 1.3, except in CONC App 1.1.6R(1)(c)) a credit
agreement, any transaction which is a linked transaction, any
contract for the provision of security relating to the credit
agreement, any credit broking contract relating to the credit
agreement and any other contract to which the borrower or a
relative of his is a party and which the lender requires to be made
or maintained as a condition of the making of the credit
agreement:

[Note: article 5 of the Mi \ation]

(in SUP 17) a concluded acquisition or disposal of a reportable

financial instrument, including those in articles 2(2) to 2(4) of
RTS 22, but excluding those in article 2(5) of that Regulation.

[Note: article-4{1)}{24) article 4(1)(28) of MiFID]

the following conditions:
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