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Financial services 
regulation 2017: 
New Year briefing 
"What separates the winners from the losers is 
how a person reacts to each new twist of fate." 

                                                                                         Donald Trump 

A lot can happen in twelve months. In our New Year 

briefing this time last year we simply acknowledged that 

Brexit was a possibility that could not be discounted, and 

made no comment as to who might next occupy the 

White House. While many aspects of the future may now 

seem more unpredictable than ever before, there is little 

mystery about what the next twelve months or so will 

bring for financial services firms in terms of big changes, 

even if some of the details remain to be settled. 2017 will 

be a year in which firms will have to step up their 

preparations for a number of highly significant 

developments. MiFID II/MiFIR will top the list for 

many, but there is much more. 

In this briefing we summarise some of those key 

developments which should be the focus of attention in 

the coming year (and beyond) for those firms seeking to 

be winners, rather than losers.   

There is a significant amount to cover.  The index 

contains links to ease navigation to the sections relevant 

to you.   
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BREXIT   

Before we go any further, while we must recognise that Brexit is a key issue for firms in 2017 and beyond, this is 

not a Brexit briefing. There is no doubt that when it comes, in whatever form it eventually takes, it will have an 

impact – probably a profound one – on the UK financial services industry. As and when it starts to become 

clear precisely what Brexit means (other than just "Brexit") the implications for the industry and the changes 

likely to be required to UK financial services regulation will crystallise. 

In the meantime, both the government and the FCA have made it clear that firms must continue to abide with 

their obligations under UK law and these include those laws that are derived from, or directly applicable under, 

EU law. Firms must pursue their implementation plans for legislation that is still to come into effect. As will be 

clear from the topics covered by this briefing a huge amount of legislation is due to, and will, come into effect in 

good time before any likely date for the complete withdrawal of the UK from the European Union; and Brexit 

will not change that. 

Certain EU legislation discussed in this briefing may not come into force until after the first feasible date on 

which Brexit could occur.  However, at present it is not advisable to speculate whether UK firms may still be 

required to implement EU financial services legislation due to, for example, transitional arrangements 

concluded with the remaining EU Member States or the terms of any final negotiated deal.   

We published a client update on the immediate impact of Brexit for UK financial services in June 2016 and our 

website has a specific section dedicated to Brexit developments, which is regularly updated. We will publish 

separate briefings on Brexit-related issues specific to financial services firms as and when appropriate.   

MIFID II: ONE YEAR TO GO 

With less than 12 months to go until implementation of the recast Markets in Financial Instruments Directive 

(MiFID II) and Markets in Financial Instruments Regulation (MiFIR) on 3 January 2018, firms should 

already be well advanced in their preparations, particularly as regards those aspects requiring substantial 

system builds or changes. 

In this section we cover some issues of particular note.  The box below contains hyperlinks to each MiFID II 

topic so that you may navigate to each section directly. 

 

INDUCEMENTS – PORTFOLIO MANAGERS, INDEPENDENT INVESTMENT ADVISERS AND IMPLICATIONS FOR RESEARCH  

Background 

The biggest change to the inducements regime introduced by MiFID II is the ban on firms providing portfolio 

management and independent investment advice accepting and retaining fees, commissions or any monetary 

or non-monetary benefits from third parties (or persons acting on their behalf). Excepted from the ban are 

minor non-monetary benefits that are capable of enhancing the quality of the service provided to a client and 

http://www.traverssmith.com/assets/pdf/legal-briefings/Brexit__What_is_the_short_term_legal_impact_for_UK_financial_services__-_flyer_-_June_2016.pdf
http://www.traverssmith.com/news-publications/brexit/
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which are of a scale and nature such that they could not be judged to impair compliance with the firm's duty to 

act in the best interest of the client and which are clearly disclosed. 

As regards the payment of inducements by portfolio managers and investment advisers, the existing MiFID I 

inducement rules will broadly be carried forward, except that such firms will need to comply with stricter rules 

to evidence that any payment made in connection with investment services is capable of enhancing the quality 

of the service provided.   

Implementing provisions, under a Commission Delegated Directive, set out certain details regarding the 

inducements regime: 

● in respect of the regime outside the ban: 

- as regards the payment of inducements by portfolio managers and independent investment advisers, 

and the receipt and payment of inducements by other investment firms, the conditions to be satisfied if 

a fee, commission or non-monetary benefit can be considered to be designed to enhance the quality of 

the service to clients; 

- following on from the above, the disclosures that must be made to the client in relation to such 

allowable inducements; 

● in respect of the ban, the only exceptions to that ban being: 

- a list of what benefits will qualify as permitted minor non-monetary benefits relating to independent 

investment advice and portfolio management; and 

- the basis upon which portfolio managers and independent investment advisers may receive research 

without this constituting an inducement and which is therefore not subject to the ban. 

FCA MiFID II third consultation paper on implementation - outline 

In CP16/29: Markets in Financial Instruments Directive II Implementation – Consultation Paper III 

(September 2016) (CP III) the FCA has set out how it proposes to implement the MiFID II inducement 

requirements. In this regard, the key headlines are: 

● the inducements rules which are currently contained in COBS 2.3 will be split as follows: 

- rules for non-MiFID business (COBS 2.3); 

- rules implementing the MiFID II inducement requirements for MiFID and equivalent third country 

business, including the ban on receiving inducements and the exception for minor non-monetary 

benefits (COBS 2.3A); 

- rules implementing the exception from the ban on receiving inducements for research received under a 

research payment account (RPA) (COBS 2.3B); 

- rules implementing requirements on sell-side investment firms providing research and execution 

services to buy-side firms (COBS 2.3C); 

● the existing rules in COBS 11.6 (Use of dealing commission) will be deleted (a few provisions will migrate to 

new MiFID II inducement rules in COBS 2.3A); 

● in terms of application to client services, the ban on receiving inducements will be implemented in COBS 

2.3A as follows: 

- for investment advice or portfolio management services provided to retail clients, the MiFID II ban 

will be "gold plated" so that: 

https://www.fca.org.uk/sites/default/files/cp16-29.pdf
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 it applies not only to independent advice (as required by MiFID II) but also extends to restricted 

advice; 

 inducements cannot be accepted and then rebated to such retail clients (such rebating is permitted 

by MiFID II); and 

 it applies to the wider UK regulated activity of advising on investments, rather than the narrower 

MiFID activity of personal recommendations, (although the UK is consulting on removing its wider 

definition of investment advice in the future); and 

- for investment advice or portfolio management services provided to professional clients, the ban will 

be imposed in accordance with MiFID II so that: 

 it applies to portfolio management and independent investment advice (but not restricted advice) 

provided to such clients; 

 it will be possible to rebate to such clients (although the FCA is considering this further); 

● in terms of application to firms: 

- the MiFID II rules in COBS 2.3A and COBS 2.3B will be extended to firms exempt under the optional 

exemption under Article 3 MiFID II (i.e. those which are not allowed to hold client funds or client 

securities, are not allowed to provide any investment services except the transmission and reception of 

orders and the provision of investment advice and which, in the course of providing that service, are 

allowed to transmit orders to only prescribed recipients (including investment firms and credit 

institutions)), which will therefore be subject to the same requirements in relation to inducements as 

MiFID firms (i.e. COBS 2.3A and COBS 2.3B) - and so, when giving advice, they will be subject to the 

ban on inducements as implemented; 

- collective portfolio management firms (e.g. full-scope AIFMs, small AIFMs and UCITS managers) will 

be subject to a ban on inducements (by virtue of a prohibition in COBS 18 Annex 1) and to a modified 

version of COBS 2.3B as regards the acceptance of research under research payment agreements (see 

below); 

● the RDR adviser charging rules will broadly be retained in COBS 6.1A and COBS 6.1B (with some 

amendments). 

Portfolio managers: the inducements ban and research – FCA proposals 

In the light of the FCA's proposals as to how it intends to implement the MiFID II inducements regime, the 

impact on portfolio managers can be summarised in the following table: 

Portfolio managers: effect of the ban on receiving inducements 

 

Fees, commissions, monetary benefits 

 

Non-monetary benefits 

Professional clients Retail clients Professional & retail clients  

Banned - unless they are rebated* to the 
client 

 

* rebating currently allowed (but under consideration) 

Banned – no rebating allowed Banned - unless: 

● they are acceptable non-monetary 
benefits (see below); or 

● they are allowable "research", i.e.: 

- paid for out of firm's pocket; or 

- funded by way of a compliant RPA 
arrangement 
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Asset managers which have to date funded research out of client commissions are faced with a clear choice: in 

future they must either pay for such research out of their own pockets or they must establish and operate RPA 

arrangements which satisfy MiFID II requirements. The only exception to this stark choice might be in the case 

of material which one might broadly consider to be research in the general sense, but which would be an 

acceptable non-monetary benefit (see below). 

In practice, "research" is very similar to the FCA's existing evidential provision in COBS 11.6.5E relating to 

"substantive research". 

When might research be a non-monetary benefit? 

Although it is unlikely to be of help in relation to most forms of research which portfolio managers typically 

benefit from, firms should remember that the following types of material are capable of constituting an 

acceptable non-monetary benefit: 

● written material from a third party that is commissioned and paid for by a corporate issuer or potential 

issuer: 

- to promote a new issuance by the company;  

- in the case that the third party firm is contractually engaged and paid by the issuer to produce such 

material on an ongoing basis; or 

- where that the relationship is clearly disclosed in the material and that material is made available at the 

same time to any firms wishing to receive it, or to the general public; 

● non-substantive material or services consisting of short term market commentary on the latest economic 

statistics or company results or information on upcoming releases or events which are provided by a third 

party and which: 

- contain only a brief unsubstantiated summary of the third party's own opinion on the information; and 

- does not include any substantive analysis (e.g. where the third party simply reiterates a view based on 

an existing recommendation or substantive research). 

It is for the firm receiving the material to determine whether it is substantive research (and therefore subject to 

the rules on research) or whether it can legitimately be considered as minor in nature and scale. The FCA has 

warned that the labels which the research provider attaches to any particular material are not by themselves 

determinative and the firm must decide based on the actual nature and content of the material – so, the fact 

that the material may have been labelled, for instance, "non-substantive" and/or "short term market 

commentary on company results" will not help by themselves. 

The practical implications of RPA arrangements 

Assuming a portfolio manager wishes to continue to receive research from brokers and other third parties (paid 

for by clients, rather than out of the manager's own pocket), it will need to overhaul any existing commission 

sharing arrangements (CSA) and establish compliant RPA arrangements in their place. The practical 

challenges of this exercise should not be underestimated. For instance: 

● the specific charge to a client must be based on a research budget set by the firm: 

- in CP 16/29 the FCA suggests that this may be set at a level which applies to a number of client 

portfolios or funds where they share similar investment strategies and objectives (i.e. rather than at 

individual portfolio or fund level), and, assuming the multiple clients or funds share similar research 

needs, this may enable firms to set the budget at a desk-level or strategy-level; 
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- however, firms will need to be able to evidence to the FCA why any such grouping involves a fair 

allocation of research costs in the best interests of individual clients; and 

- the FCA's preferred approach in CP 16/29 is for the firm to have a single, separate RPA for each 

separate research budget it establishes.  If firms follow this approach then even with the type of 

grouping referred to above, firms may find themselves having to have a number of independent RPAs, 

each clearly ring-fenced from one another and each referable back to specific client charges; 

● firms must ensure that the specific charge to a client, and the corresponding research budget that the 

charge is contributing towards, does actually pay for research which can assist its investment decisions: 

- this will mean that firms will be required to have systems and controls capable of allocating research 

costs fairly and in the best interests of individual clients – and they will need to be able to evidence that 

fair allocation to the FCA if asked; 

- in practice this is likely to be harder in the case of grouped portfolios with a shared research budget (see 

above) – the bigger the grouping, and the more stretched the "community of interest" in terms of shared 

and similar investment strategies and objectives, the harder it will be; 

● firms will be required to disclose their estimated client-specific charges upfront, based on the relevant 

research budget that has been established.  The FCA states that firms should have a transparent 

methodology for how they determine the fair allocation of charges – having a pro-rated split of a pre-

determined research budget across a group of clients is one idea which the FCA appears to condone; 

● one of the features of existing CSA arrangements which portfolio managers are likely to want to retain, if 

they decide to institute RPA arrangements, is the ability to collect research charges alongside transaction 

(execution) costs. The Commission Delegated Regulation allows this. However, if the portfolio manager 

opens a number of RPAs, systems and procedures will be required to ensure that research charges collected 

in this way are routed into the correct RPA referable to the relevant research budget.  In addition, the 

arrangements will need to be operationally quite different from the processes currently adopted under 

existing CSAs. Where the manager intends to delegate the administration of the RPA to a third party (for 

instance, a broker collecting research alongside transactions costs), the proposed FCA rules and guidance 

will provide that, in order for the manager to retain sufficient control over, and responsibility for, the RPA, 

the firm should consider whether the arrangements will ensure that:  

- the research charges relating to a specific research budget are collected into a separate RPA referable to 

that budget, as cleared funds, without undue delay.  In the commentary (although this is not in the draft 

rules) the FCA: 

 suggests that the monies should be swept on a daily basis or within the settlement period for the 

transaction (although this is likely to be impractical for money firms and may be revisited by the 

FCA); and 

 says that brokers who provide research are not permitted to retain any charges for any research they 

have provided from the relevant transaction commission – in other words, the research charge must 

always be paid into the ring-fenced RPA notwithstanding the fact that subsequently it may be paid 

out to the broker; 

- the manager retains sole, full and absolute discretion over the use of the account and the making of 

payments or rebates; 

- the RPA monies are ring-fenced and separately identifiable from the assets of the third party 

administrator (and must be held on deposit for the manager where the RPA administrator is a bank); 

- the third party provider does not have any right of access or recourse to the RPA for its own account 

(and so cannot use it to set off obligations owed by the manager or use the monies as collateral). 
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● according to the commentary, payments from out of the RPA to the relevant research provider must be 

made in the name of the manager, based on instructions from the manager, and must be fully audited; 

● a number of other detailed conditions apply in relation to maintenance and operation of RPA 

arrangements.  

Collective portfolio managers: AIFMs and UCITS managers – inducements ban and research 

Currently, collective portfolio managers are subject to COBS 11.6 (Use of dealing commission). In CP III the 

FCA announced, in outline, that it proposed to extend the research and inducements requirements in MiFID II 

to: 

● UCITS management companies; 

● full-scope UK AIFMs; 

● small authorised AIFMs; 

● residual CIS operators; and 

● incoming EEA AIFM branches. 

Further and more specific details of this proposal were given in CP16/43: Markets in Financial Instruments 

Directive II Implementation – Consultation Paper IV (December 2016) (CP IV). Consultation closes on 17 

February 2017. In outline, the effect of the proposed extension to collective portfolio managers will be as 

follows: 

● COBS 18.5 will be split into three sections: 

- COBS 18.5 will apply to small authorised UK AIFMs and residual CIS operators; 

- COBS 18.5A will apply to full-scope AIFMs and incoming EEA AIFM branches; 

- COBS 18.5B will apply to UCITS management companies; 

● under each respective section, all collective portfolio managers will be required by a rule to comply with a 

new COBS 18 Annex 1 on research and inducements when executing orders that relate to financial 

instruments for, or on behalf of, their funds; the effect of this annex will be: 

- to extend the MiFID II ban on the acceptance and retention of any fees, commissions or monetary 

benefits or the acceptance of any non-monetary benefits paid or provided by a third party in the specific 

context of when a firm is executing orders that relate to financial instruments for, or on behalf of, the 

fund; 

- to specify what are acceptable minor non-monetary benefits (copied from the MiFID II requirements in 

COBS 2.3A); 

- to impose a requirement (if relevant) to comply with a modified version of COBS 2.3B on the receipt of 

research and the operation of research payment accounts in the context of executing orders; the 

modifications are broadly to reflect the fact that the fund itself is the client of the firm, that investors in 

the fund are not in the same position as other clients of a firm but that certain disclosures should be 

made to investors – i.e. prior and periodic disclosure of the use of a RPA. 

In practice this means that collective portfolio managers must consider the impact of the extended ban on their 

existing execution arrangements and, if applicable, their use of arrangements for the payment for research in 

the context of execution. 

https://www.fca.org.uk/publication/consultation/cp16-43.pdf
https://www.fca.org.uk/publication/consultation/cp16-43.pdf
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PRODUCT GOVERNANCE 

Background 

The MiFID II provisions regarding product governance are part of the Directive's investor protection package. 

The overall policy aims are to ensure that: 

● an investment product must be designed to meet the needs of an identified market of end-clients - the 

target market; 

● the strategy for distribution of that product must be compatible with the needs of that target market; 

● there must be appropriate distribution through appropriate channels – i.e. the products must only be 

recommended or offered by the distributor if he understands the product; 

● there must be appropriate client outcomes – i.e. the products must only be offered when in the interests of 

the client; and 

● the target market and the performance of products must be subject to periodic review. 

Broadly, firms will be expected to have systems and controls in place to design, approve, market and manage a 

product throughout its lifecycle to ensure that it meets legal and regulatory requirements. 

What is a manufacturer and a distributor? 

As the FCA proposes to implement MIFID II: 

● a manufacturer is a firm which creates, develops, issues and/or designs investments. This includes the role 

of a corporate finance firm in advising a corporate issuer on the launch of new investments. 

● a distributor is a firm which offers, recommends or sells investments, or which provides investment 

services to clients. 

See below as to the types of FCA or PRA-authorised firm the PROD rules will catch, if it is a manufacturer or 

distributor. 

FCA implementation 

In CP16/29: Markets in Financial Instruments Directive II Implementation – Consultation Paper III 

(September 2016) (CP III) the FCA has set out how it proposes to implement the MiFID II product governance 

requirements. It will do this in a new Product Intervention and Product Governance Sourcebook (PROD): 

● PROD 3.1 will reflect the MiFID Delegated Directive and make it clear that a firm must, when 

manufacturing financial instruments or when deciding on the range of financial instruments and 

investment services it intends to distribute to clients, comply with PROD in a way that is "appropriate and 

proportionate"; 

● PROD 3.2 will set out the rules that apply to manufacture of products; and 

● PROD 3.3 will set out the rules applying to distribution of products and investment services. 

Who will be caught by the FCA PROD rules (if a manufacturer or distributor)? 

The PROD rules will apply to the following when manufacturing and/or distributing: 

● MiFID investment firms; 

https://www.fca.org.uk/sites/default/files/cp16-29.pdf
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● CRD credit institutions; 

● Article 3 exempt firms; and 

● Branches of third country investment firms. 

Importantly, all other FCA or PRA-authorised firms which manufacture and/or distribute must take account of 

PROD as if it were guidance on the FCA Principles. 

In addition, all out-of-scope manufacturers which intend to distribute their products through in-scope 

distributors will find themselves indirectly caught by some of the PROD/MiFID II requirements, not least 

because the distributor will need to obtain information from the manufacturer for its own purposes in order to 

comply with its obligations under PROD (see table on Key Action Points for Manufacturers below, which 

includes a column indicating where there may be an indirect application of the rules on an out-of-scope 

manufacturer). 

While it may be self-evident in many cases, particularly so in the context of a distribution of a retail product, 

who is the manufacturer and who is the distributor, the breadth of the new requirements will mean that firms 

may have difficult questions to confront in order to determine whether, and to what extent, the rules apply. For 

instance: 

● Generally – the terms "manufacturer" and "distributor" are broadly defined and the scope of firms 

potentially caught is wide (see above); 

● Execution-only brokerage providers – the draft ESMA Guidelines (see below) appear to assume that 

providers of execution-only services will qualify as distributors; 

● Private equity adviser/arrangers – the definition of "distributor" includes a firm which "recommends" 

investments and may therefore be wide enough to catch the role of a PE adviser/arranger in advising the 

fund manager or general partner in deals, as well as in the context of assisting the fund manager to find 

investors; 

● Segregated discretionary investment managers – on the face of it, such managers neither manufacture nor 

distribute investments. However, ESMA makes some references to portfolio management in its 

consultation on the draft Guidelines on MiFID II product governance requirements and the FCA definition 

of distributor includes a firm which provides investment services to clients: the implication of this is, for 

now, unclear; 

● AIFMs/UCITS management companies – an AIFM or UCITS management company, in relation to its 

funds, is likely to fall within the broad definition of "manufacturer" and, although it is not directly within 

the scope of the MiFID-derived provisions, the FCA has decided to impose the PROD rules on them as 

guidance. In any event, AIFMs and UCITS management companies may find themselves having to comply 

with elements of the regime to the extent they use in-scope distributors who are subject to the rules (see the 

Key Action Points table for manufacturers below). 

ESMA's draft Guidelines on product governance 

ESMA published draft Guidelines on the MiFID II product governance requirements on 5 October 2016 

(consultation closed on 5 January 2017). These Guidelines included a list of six categories which ESMA 

considered manufacturers and distributors should use as a basis for defining the relevant target market. In the 

case of manufacturers ESMA acknowledged that, since the manufacturer usually does not have direct client 

contact and therefore has no detailed, specific and individual information about the client base, its target 

market identification will necessarily be more abstract. Its target market identification, in determining the 

needs and characteristics of the clients for whom a product is compatible, must be based on theoretical 

knowledge and past experience of the product.  

https://www.esma.europa.eu/sites/default/files/library/2016-1436_cp_guidelines_on_product_governance.pdf
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In summary, ESMA's guidelines on target market identification in accordance with the six categories is as set 

out below: 

ESMA's Six Categories ESMA's Draft Guidelines 

Type of clients targeted 

 

Firm must specify type of client target at least by reference to MiFID II client 
categorisation criteria - may use additional descriptions: e.g. “private wealth clients”; 
“sophisticated clients” 

N.B. There is an industry initiative to seek better and clearer standardisation of target 
market definitions to avoid a plethora of terms and fragmentation   

Clients' knowledge and experience Firm must specify what knowledge and experience clients should have about elements of 
the product (e.g. re: product type, product features, “thematically-themed” areas that 
help understand the product) 

 

Clients' financial situation (focus on 
ability to bear losses) 

Firm must specify the amount of losses clients should be able and willing to afford + the 
amount of any additional payment obligations that might exceed amount invested (e.g. 
margin) 

 

Risk tolerance + compatibility of 
risk/reward profile with target market 

Risk-attitudes should be categorised (e.g. “risk oriented or speculative”, “balanced”, 
“conservative”). Firms should use PRIIPS Regulation risk indicator where applicable. 

 

Clients' objectives Firms should specify wider financial goals/overall strategy (e.g. “liquidity supply”, 
“retirement provision”) or to investment horizon 

 

Clients' needs Firms should specify aspects of the investment and expectations of clients. These may be 
specific or more generic (e.g. age, tax residence, special product features (e.g. “currency 
protection”, “green investment”, “ethical investment”) 

 

 

What about pre-2018 products? 

MiFID II itself does not specify any transitional arrangements in relation to pre-existing products. However, 

ESMA did suggest in its draft Guidelines that: 

● products manufactured and distributed before 3 January 2018 should not fall within the scope of the MiFID 

II product governance requirements; 

● products manufactured before 3 January 2018, but distributed to investors after 3 January 2018, should be 

subject to the MiFID II product governance requirements applicable to distributors; 

● in particular, the requirement for the distributor to identify a target market (acting as if the manufacturer is 

out-of-scope); 

● however, the manufacturer (if in-scope) must assign a target market at the next product review process 

cycle that is conducted after 3 January 2018 (and the distributor should then consider this target market in 

its own review process). 

Key action points 

The key action points which firms should be actively considering in preparation for 3 January 2018 can be 

summarised in the following tables: 

KEY ACTION POINTS FOR EU MANUFACTURERS INDIRECT APPLICATION TO NON-EU MANUFACTURERS 
WHOSE PRODUCTS ARE DISTRIBUTED BY IN-SCOPE EU 
DISTRIBUTORS? 

Scoping: identify "products" and "manufacturers" within 
distribution structures; identify target market(s) 

YES - insofar as  EU target market (if relevant) for product 
should be defined 
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Evolve any existing  governance policy/procedures: adapt 
existing RPPD-inspired product governance policy and 
procedures or develop new ones – allocate compliance 
oversight/involvement,  management body control, reporting 
lines, staff training, conflicts of interest; schedule compliance 
reports to management 

NO 

Proportionality: address wider scope of product governance 
rules “proportionately” – including by developing processes in 
wholesale context where these do not already exist 

N/A - although the proportionality principle may be applied 
indirectly in terms of defining EU target market and its 
characteristics, needs and objectives 

Distribution strategy/arrangements: define distribution 
strategy; review /amend distribution agreement(s); establish 
procedures for the provision of information to distributors 

YES - EU distributor will need to obtain information from 
manufacturer for its own purposes and may seek amendment 
to distribution agreement(s) 

PRIIPs: where product is to be made available to EU retail 
investors (and is a PRIIP), combine with PRIIPs process and KID 
publication 

YES - if PRIIP to be made  available to EU retail investors 

Review: formalise/write down product review process and 
schedule 

NO 

Co-manufacturers: ensure there is a written agreement in place 
with co-manufacturers (if relevant) outlining mutual 
responsibilities 

NO 

 

 

KEY ACTION POINTS FOR EU DISTRIBUTORS 

 

Scoping: identify relevant “products”, “investment services” and “distributors”; determine target market based on information 
from manufacturer and distributor’s own knowledge of clients 

Evolve existing governance policies/procedures: formalise/write down product governance arrangements: allocate compliance 
oversight/involvement,  management body control, reporting lines, staff training, schedule compliance reports to management 

Distribution strategy/arrangements: formalise/write down distribution strategy – establish procedures for the provision of 
information from and to the manufacturer (including sufficient, adequate and reliable information from non-EEA/out-of-scope 
manufacturers) 

PRIIPs: where product is to be made available to EU retail investors, combine with PRIIPs process and PRIIPs distributor’s obligation 

Post-sale review: formalise/write down post-sale product review process and schedule 

Chains of distributors:  establish whether distributor distributes to end target market and, if not, consider whether it is also a 
manufacturer and ensure that relevant product information is passed from manufacturer to final distributor in the chain 

 

Both manufacturers and distributors will need to revisit the contractual arrangements between them. The 

distribution agreement must address the two-way information exchange required by MiFID II (e.g. in relation 

to information on the product, the product approval process, the identified target market, distribution channels 

and information on sales and post-sales reviews) in order for them to be able to fulfil their respective 

obligations: existing distribution agreements are not likely to be adequate in this regard. 

Where a product is a PRIIP the manufacturer may wish to seek control over the distribution of the product to 

restrict it to institutional investors only: while this will not escape the MiFID II product governance rules, it will 

avoid the need to produce a KID. 

If there is more than one manufacturer of a product, the co-manufacturers are subject to a mandatory 

obligation to set out their mutual and respective responsibilities in a written agreement. 

TRANSACTION REPORTING 

The European Commission adopted the final transaction reporting RTS (C(2016) 4733 final and its annexes) in 

July 2016, which essentially reflected ESMA's final draft technical standards in this area.  The final RTS 

underpin the basic transaction reporting requirements in MiFIR and set out the detailed information fields that 

will be required for each report.  Amongst other requirements, the RTS confirm that: 

https://ec.europa.eu/transparency/regdoc/rep/3/2016/EN/3-2016-4733-EN-F1-1.PDF
https://ec.europa.eu/transparency/regdoc/rep/3/2016/EN/3-2016-4733-EN-F1-1-ANNEX-1.PDF
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● the concept of "execution" of a transaction, which triggers the reporting obligation, is wider than just the 

MiFID activity of execution of orders on behalf of clients; 

● there will be up to 65 information fields required, although not all of these will be applicable to every type of 

transaction; 

● there will be a number of transaction types that are specifically excluded from the transaction reporting 

obligation, but certain of these exclusions are technical and limited in scope.  Firms will need to ensure that 

they understand these fully and can identify transactions that fall within an exclusion, as over-reporting of 

transactions is not permitted; 

● clients that are eligible to receive a legal entity identifier (LEI) must provide a valid LEI code to the firm 

before the firm can provide them with any service that would result in a requirement to submit a 

transaction report under MiFIR.  Firms that are subject to the transaction reporting requirements should 

therefore remind their clients well in advance of 3 January 2018 that they will need to obtain an LEI (if they 

are eligible for one) in order to continue to receive transactional services from the firm; 

● natural persons will need to be identified in transaction reports using a hierarchy of different identifiers, 

depending on their nationality.  This will require firms to ensure that their client on-boarding processes are 

adapted to identify and collect the relevant data from clients; and 

● firms will need to identify whether the client is engaged in a short-sale transaction on a best efforts basis.  

In addition, in October 2016 ESMA published its final guidelines on transaction reporting (sometimes termed 

the "Euro-TRUP") (ESMA/2016/1452) which will replace the FCA's existing Transaction Reporting User Pack 

(TRUP) guidelines from 3 January 2018.  The guidelines contain additional information supplementing the 

transaction reporting RTS, including detailed examples of transaction reports which would be required in 

different factual scenarios.  ESMA also published a set of technical reporting instructions (ESMA/2016/1521) 

which discuss the process that will be applied by ESMA to validate transaction reports and the applicable 

validation rules.   

It will be much more difficult for firms to rely on a third party, such as a broker, to submit their reports.  Firms 

should ensure that they have regard to all of the above documents when designing transaction reporting 

systems in order to understand the full scope of the regime and the data that they will need to report.  Since 

most firms will report to the FCA through an Approved Reporting Mechanism (ARM), firms should also 

discuss with their ARM whether transaction reporting data must be provided in a specific technical format.   

The FCA has indicated that MiFIR transaction reporting is a key regulatory priority due to its importance in 

identifying potential market conduct issues.  However, because the relevant rules in MiFIR and the 

supplemental RTS will be directly applicable throughout the EU, CP 15/43 contained very few domestic 

implementing provisions.  The FCA has nonetheless confirmed that it is not intending to "gold-plate" the 

MiFIR reporting requirements by applying them to non-MiFID firms.   

TRADE REPORTING 

The Commission has adopted two sets of final RTS in connection with post-trade reporting, one relating to 

equity and "equity-like" instruments (i.e. depositary receipts, interests in exchange traded funds, certificates 

and other similar instruments) (C(2016) 4390 final and annexes) and the other relating to non-equity 

instruments (i.e. bonds, structured finance products, emissions allowances and derivatives) (C(2016) 4301 final 

and annexes).  Amongst other requirements, these set out: 

● transactions that are excluded from the scope of the trade reporting obligation; 

● rules determining which party to a transaction must submit a trade report; 

● the time period in which the information in trade reports must be made public; and 

https://www.esma.europa.eu/sites/default/files/library/2016-1452_guidelines_mifid_ii_transaction_reporting.pdf
https://www.esma.europa.eu/sites/default/files/library/2016-1521_mifir_transaction_reporting_technical_reporting_instructions.pdf
https://ec.europa.eu/transparency/regdoc/rep/3/2016/EN/3-2016-4390-EN-F1-1.PDF
http://ec.europa.eu/transparency/regdoc/rep/3/2016/EN/3-2016-4390-EN-F1-1-ANNEX-1.PDF
https://ec.europa.eu/transparency/regdoc/rep/3/2016/EN/3-2016-4301-EN-F1-1.PDF
https://ec.europa.eu/transparency/regdoc/rep/3/2016/EN/3-2016-4301-EN-F1-1-ANNEX-1.PDF
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● the criteria that must be satisfied in order for a firm to benefit from a deferral of the publication deadline. 

The most important of these requirements is the introduction of a mandatory "waterfall" for allocation of the 

trade reporting responsibility.  Under the current UK MiFID I reporting regime in MAR 7 in the FCA 

Handbook, firms are able to agree amongst themselves which party to the transaction will submit the relevant 

trade report.  This has meant that many asset managers have been able to avoid the requirement to report by 

expressly allocating the reporting responsibility to sell-side brokers.  Under MiFID II, the parties will no longer 

be able to allocate the reporting responsibility by agreement; instead, the mandatory rules will apply in all 

cases.  This will mean that some asset managers will be brought within scope of the trade reporting obligation 

for the first time from 3 January 2018.   

The mandatory waterfall provides that where a firm deals with a firm which is a systematic internaliser (SI) in 

the instrument traded, the SI will have the reporting obligation under MiFID II.  However, in November 2016, 

ESMA published a set of Q&As relating to transparency topics (ESMA/2016/1424) which indicated that the SI 

regime will not itself enter into force until 1 September 2018, although firms may voluntarily opt-in to SI status 

before that date.  This is because ESMA will not have published the necessary trading calculations to confirm 

the thresholds for classification as an SI until 1 August 2018 and firms will then have a month to determine 

their own status on the basis of those thresholds.  As a result, unless a counterparty has opted-in to SI status 

early, buy-side firms that were seeking to rely on conducting all off-venue transactions with SIs to avoid trade 

reporting will be unable to do so until September 2018.  Buy-side firms should also be aware that the SI status 

of counterparties may change on 1 September 2018 and they must be able to capture such changes in their 

systems in order to prevent over-reporting.   

It is currently unclear as to how easy it will be to identify whether a particular firm is acting as an SI in relation 

to a particular instrument.  Although ESMA is mandated to produce a list of SIs under MiFID II, there have 

been suggestions that this list will not identify the particular instruments for which a firm is treated as an SI 

and therefore may be of limited use.  Reporting service providers and other market data providers may be able 

to offer products which can identify whether an entity is acting as an SI in a particular instrument, but firms 

will need to explore this possibility with their service providers and should monitor the situation for further 

developments in this area.   

The two sets of RTS confirm that the deadlines for the publication of trade reports are very tight.  For equity 

and equity-like instruments, information must be published as close to real-time as possible and in any event, 

within 1 minute of execution of the relevant transaction. For non-equity instruments, firms must publish the 

information as close to real-time as possible and in any event, within 15 minutes of execution of the 

transaction, although this will be reduced to within 5 minutes of execution of the transaction from 3 January 

2021.  In order to meet these deadlines, firms will require automated systems capable of compiling the 

necessary data, which may take a significant time to develop.  Alongside transaction reporting, trade reporting 

should therefore be a key priority in firms' implementation plans throughout 2017.   

As the trade reporting requirements in MiFIR and the related RTS are directly applicable, the FCA has included 

only very limited proposals in CP 15/43, essentially confirming the deletion of the existing rules in MAR 7. 

BEST EXECUTION 

After considerable delay, in June 2016 the Commission adopted the final RTS setting out the data publication 

requirements for investment firms in connection with their best execution obligations (C(2016) 3337 final and 

annexes).  The RTS confirm that firms that execute or transmit client orders, or carry out the activity of 

portfolio management, will be required to publish an annual report setting out: 

● information on the top five execution venues in terms of trading volumes used by the firm in the preceding 

year for client orders in each class of financial instruments; 

● information on the top five execution venues in terms of trading volumes  used by the firm in the preceding 

year for client orders in securities financing transactions for each class of financial instruments; and 

https://www.esma.europa.eu/sites/default/files/library/2016-1424_questions_and_answers_on_mifid_ii_and_mifir_transparency_topics.pdf
http://ec.europa.eu/transparency/regdoc/rep/3/2016/EN/3-2016-3337-EN-F1-1.PDF
http://ec.europa.eu/transparency/regdoc/rep/3/2016/EN/3-2016-3337-EN-F1-1-ANNEX-1.PDF
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● for each class of financial instruments, a summary of the analysis and conclusions that the firm has drawn 

from its detailed monitoring of the quality of executions obtained on execution venues during the preceding 

year.   

The RTS also confirm that the annual report must be published in an electronic format on the firm's website 

and must be available for downloading by the public.  The quantitative information relating to the top five 

execution venues must also be published in a machine-readable format.  The annexes to the RTS specify the 

classes of financial instruments for these purposes and provide mandatory templates for the format of the 

required quantitative elements.   

In October 2016, ESMA published a set of Q&As relating to investor protection issues, which it subsequently 

updated in December 2016 (ESMA/2016/1444).  Amongst other issues, the Q&As confirm the following: 

● information published in a firm's annual best execution report should be kept available for a minimum 

period of two years in order to allow the public and investors to carry out a comparison of the firm's 

execution performance over time; 

● although the quantitative execution data in the annual report must be in a machine-readable format, MiFID 

II does not mandate any particular technical format or file type; 

● annual reports should not be placed behind a firewall or registration page or be subject to password 

encryption or any other access restrictions;  

● the annual report should be made public on or before 30 April following the end of the period to which the 

report relates; 

● the first annual reports will be due by 30 April 2018, although ESMA recognises that as the MiFID II regime 

will only have been in force for four months by that point, the first report may lack some of the detail that 

will be available for subsequent reports (particularly because trading venues will not have published a 

whole year's worth of their own best execution data); 

● if a firm provides both the services of execution of client orders and the service of reception and 

transmission of orders, it will need to produce two distinct reports covering the separate activities; and 

● the firm should prepare the summary of the analysis and conclusions from its execution monitoring 

separately for each class of financial instruments rather than a consolidated summary covering all classes of 

instruments.   

In light of the information that will be required to compile the relevant annual report on best execution, this is 

another area of MiFID II that is likely to require considerable systems-build and a longer lead-time for 

implementation.  As with transaction and trade reporting, firms should therefore ensure that these issues are 

given appropriate priority in implementation plans throughout 2017.   

In CP 16/29, the FCA has confirmed that it is intending to "gold-plate" the MiFID II requirements in this area 

by applying the MiFID II best execution requirements (including the best execution annual report obligation) 

to full-scope UK AIFMs and UCITS management companies.  The requirements will also apply to small 

authorised UK AIFMs and residual CIS operators, although small authorised UK AIFMs of unauthorised 

AIFs and residual CIS operators may disapply them if they have no retail investors in their funds and have 

included suitable statements in the fund documents.  It is expected that existing statements that best execution 

does not apply in relation to the fund will be sufficient for these purposes.  As a result, subject to the final 

position being confirmed by the FCA, UK fund managers will also need to consider how best to implement the 

annual reporting requirements.   

https://www.esma.europa.eu/system/files_force/library/2016-1444_mifid_ii_qa_investor_protection.pdf?download=1
https://www.fca.org.uk/sites/default/files/cp16-29.pdf
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TELEPHONE TAPING AND RECORDING OF ELECTRONIC COMMUNICATIONS 

Under MiFID II, firms are under an obligation to record any telephone conversations or electronic 

communications that are intended to result in: 

● transactions concluded when dealing on own account; or 

● the provision of client order services that relate to the reception, transmission and execution of client 

orders, 

even if those conversations or communications do not in fact result in the conclusion of such transactions or 

the provision of such services.  

In CP 16/29, the FCA set out its own proposals for the domestic implementation of these requirements.  The 

FCA's suggested rules would significantly "gold-plate" the basic MiFID II requirements by bringing a 

considerable number of non-MiFID firms within scope, including UCITS management companies, full-scope 

UK AIFMs, small authorised UK AIFMs, residual CIS operators and Article 3 (MiFID exempt) firms.  As a 

result, the FCA's final rules in this area will be of interest to fund managers, as well as to MiFID investment 

firms.  

The FCA is proposing that the scope of the telephone taping obligation in the UK should be defined by 

reference to whether the firm is carrying out one of a number of specified domestic regulated activities in 

relation to MiFID financial instruments.  These activities are potentially wider than the particular activities 

specified in MiFID II and the FCA is proposing that telephone taping will be required where the relevant 

conversation between the firm and the client is intended to result in the performance of one of the particular 

activities. As a result, a significant number of conversations may fall within scope.  In practice, since it may be 

difficult to know whether any given telephone or electronic communication will eventually result in the 

performance of one or more of these activities, it is likely that firms will need to record all communications by 

relevant staff.    

The FCA's proposed rules would also remove the current exemptions from the recording obligation for 

discretionary investment managers in COBS 11.8 in the FCA Handbook in relation to: 

● communications with other firms that the manager reasonably believes are subject to the recording 

obligation; or  

● communications with other persons not subject to the recording obligation where such communications are 

made on an infrequent basis and represent a small proportion of total communications that would be 

subject to the requirement.  

The removal of this exemption, coupled with the extension of the recording obligation to in-scope activities in 

relation to all MiFID instruments (rather than only prescribed investments under the existing rules), will mean 

that many discretionary managers will become subject to the telephone taping rules for the first time.   

The FCA's proposals may have a particular impact on private equity groups which have typically been able to 

avoid the telephone taping requirements on the basis that: 

● their activities generally take place in relation to unlisted shares, which are not prescribed investments for 

the purposes of the current COBS 11.8 rules, but are MiFID instruments and therefore will be in scope 

under MiFID II;  

● in so far as their activities relate to assisting funds in connection with the takeover of listed entities, 

corporate finance business (which covers, amongst other activities, investment business carried on in 

connection with a proposed takeover) is currently specifically excluded from scope under COBS 11.8, but 

will become subject to the requirements under MiFID II; and/or 

https://www.fca.org.uk/sites/default/files/cp16-29.pdf
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● they have otherwise been able to rely on the exemptions for discretionary investment managers which the 

FCA is removing under MiFID II.  

ESMA has also addressed the application of the MiFID II telephone taping obligations in its investor protection 

Q&As (ESMA/2016/1444).  These confirm that: 

● firms may permit employees to use mobile devices in connection with services that are within scope of the 

telephone taping rules, but the firm must take all reasonable steps to prevent a relevant person from 

making, sending or receiving in-scope telephone conversations and electronic communications on devices 

which the firm is unable to record or copy; 

● in theory, a firm may impose a reasonable charge on a client when dealing with a request from the client to 

access recordings of telephone conversations and electronic communications, but this is subject to any 

applicable national rules to the contrary and to the charge not unreasonably deterring a client from making 

such a request; 

● a client's right to request recordings of telephone conversations and electronic communications extends to 

internal conversations and communications between employees and contractors of the firm in relation to 

the provision of services in connection with the client's order; 

● when implementing the MIFID II requirements to engage in periodic monitoring of relevant telephone 

conversations and electronic recordings to ensure that the firm is properly discharging its regulatory 

obligations, any monitoring arrangements should be appropriate to the nature, size and complexity of the 

firm's business and the likelihood of misconduct and non-compliance; 

● it is not necessary for a firm to establish a control function that is separate from the compliance function to 

engage in periodic monitoring; 

● ESMA will not produce an exhaustive list of communications that are caught by the term "electronic 

communication", but it includes, amongst other forms of communication, video conference, fax, email, 

SMS, instant messaging, business-to-business devices and mobile device applications; and 

● recording of telephone or electronic communications will be considered to be a critical or important 

operational function for the purposes of the MiFID rules on outsourcing.  

One of the ESMA Q&As also refers to "records of any internal face-to-face conversations" in relation to in-scope 

activities.  It is unclear whether this is an error or will require some further clarification, as the MiFID II rules 

only refer to telephone conversations or electronic communications.  

CLIENT DISCLOSURES AND REPORTING 

MiFID II introduces a significant number of changes to the current rules relating to client disclosures and 

reporting.  Broadly, these rule changes may prove onerous for firms because they expand the scope of client 

reporting obligations by: 

● increasing the range and/or granularity of information that must be reported; and 

● expanding certain reporting obligations which under MiFID I only apply to retail clients so that these also 

apply to professional clients. 

Many of the client disclosure and reporting requirements are located in various places through the MiFID II 

Level 2 Organisational Regulation (C(2016) 2398 final) or the Delegated Directive (C(2016) 2031 final).  

Broadly, these include requirements to disclose information to clients relating to issues such as: 

● general information that the firm must disclose about itself to clients; 

https://www.esma.europa.eu/system/files_force/library/2016-1444_mifid_ii_qa_investor_protection.pdf?download=1
https://ec.europa.eu/transparency/regdoc/rep/3/2016/EN/3-2016-2398-EN-F1-1.PDF
https://ec.europa.eu/transparency/regdoc/rep/3/2016/EN/3-2016-2031-EN-F1-1.PDF
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● the terms of client agreements; 

● information about the nature of, and risks associated with, particular financial instruments relevant to the 

services provided to the client; 

● information about the firm's execution policy and the various execution venues that it uses; 

● safeguarding of client assets and the existing of third party security interests, liens or rights of set-off over 

such assets; 

● the firm's receipt of inducements from, and payment of inducements to, third parties; 

● complaints handling; 

● conflicts of interest; 

● underwriting and placing activities; 

● detailed information on costs and charges; and 

● loss notifications. 

To the extent necessary, the FCA has indicated in CP 16/29 that the above requirements will primarily be 

implemented through various amendments to the COBS rules in the FCA Handbook.  Some of the 

requirements, such as the required disclosures relating to costs and charges, are extensive and it may take 

considerable lead time to put in place systems that can capture and reproduce the necessary data in the 

required formats.  Firms should therefore conduct gap analyses to determine which of the required information 

for the various types of disclosures they currently hold or could easily source and which will require additional 

implementation measures.  

In December 2016, ESMA's updated investor protection Q&As (ESMA/2016/1444) contained a number of 

questions addressing certain client reporting and disclosure requirements.  These confirm that: 

● when calculating the valuation of the client's portfolio for the purpose of determining whether the 10% 

depreciation threshold for a loss notification has been triggered, the firm is required to evaluate the 

portfolio (or where relevant, the value of the specific instrument) at least once a day, but is not required to 

have systems that determine its valuation on an ongoing basis throughout the day; 

● when a client withdraws cash from a portfolio, in order to determine whether the 10% depreciation 

threshold has been exceeded so as to trigger a loss notification, the firm will need to add this cash back in to 

the value of the remaining financial instruments or funds in the portfolio; 

● when calculating the personalised ex-post disclosure of costs in connection with a fund which a client has 

bought and sold within the same business year, the firm should determine the length of the relevant holding 

period and then attempt to make adjustments to annualised costs information to reflect the actual costs 

incurred during the holding period.  Where the annualised costs information is not available, the firm 

should liaise with the product manufacturer (for example, the fund manager) to obtain the necessary costs 

and charges information.  The firm should also take account of any one-off costs involved in buying and 

selling the relevant instrument; 

● the requirement to provide clients with an illustration showing the cumulative effect of the costs on the 

return from a financial instrument does not prescribe a particular format and therefore the illustration 

could for example, be a graph, a table or narrative text; 

● the ex-post disclosure of the cumulative effect of the costs on the return from an investment must account 

for any actual spikes or fluctuations in costs, but unlike a forward looking illustration, "anticipated" spikes 

will not be relevant as the data will be historic; and 

https://www.esma.europa.eu/system/files_force/library/2016-1444_mifid_ii_qa_investor_protection.pdf?download=1
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● ex-post information on total costs and charges should be provided on at least an annual basis, but firms 

could choose to provide this information more frequently – for example, alongside quarterly reports 

relating to the relevant investments.  However, the firm should ensure that differences between annual ex-

post figures and the quarterly costs figures are minimised, which may require the firm to adopt the same 

calculation methodology when making both types of disclosures. 

OTHER MIFID II ISSUES 

In addition to the topics above, MiFID II will also affect the rules relating to a large number of other areas, 

including: 

● Client categorisation:  The key change in relation to client categorisation will be that local authorities will 

specifically be classified as retail clients under MiFID II.  Individual Member States will have discretion to 

set the relevant tests that must be met to opt such clients up to elective professional status.  This will affect 

firms dealing with UK local authorities in connection with the management of the Local Government 

Pension Scheme, and/or running their treasury functions.  In CP 16/29, the FCA published its proposed 

tests for opting up UK local authorities to elective professional client status, noting that UK firms dealing 

with local authorities of another EU Member State should use the tests prescribed by that jurisdiction.  In 

addition, all elective professional clients under MiFID II will be unable to request to be opted-up further to 

eligible counterparty status.   

● Suitability:  The suitability requirements under MiFID II are largely contained within the MiFID II Level 2 

Organisational Regulation and therefore will be directly applicable in the UK without the FCA needing to 

transpose them.  Although these new provisions impose more explicit requirements than the current rules, 

they do not fundamentally alter the scope or nature of the essential suitability requirements.  However, 

there are some new requirements relating to issues such as bundled products and services, or periodic 

suitability reports where a firm is providing discretionary management services.  Although the FCA has 

proposed some amendments to the COBS rules in CP 16/29 to reflect the MiFID II suitability rules, it has 

largely adopted an approach of copying out the relevant Level 2 provisions where appropriate.   

● Appropriateness:  MiFID II distinguishes between "complex" and "non-complex" products for the purposes 

of when an appropriateness assessment is required.  A firm must always carry out an appropriateness test 

when distributing complex products to retail clients, except where it is providing a personal 

recommendation or a portfolio management service, in which case it will need to comply with the suitability 

regime instead.  Under the current MiFID I regime, only products which are deemed to be non-complex can 

be distributed on an execution-only basis (i.e. without performing an appropriateness assessment) and this 

will remain the case under MiFID II.  However, as MiFID II has tightened the criteria for determining if an 

instrument is automatically non-complex, this may affect the classification of certain investments such as 

shares in non-UCITS retail schemes (NURSs), venture capital trusts and investment trusts.  The FCA has 

confirmed in CP 16/29 that it considers that shares in NURSs or investment trusts are neither automatically 

complex nor automatically non-complex and must instead be assessed according to prescribed criteria set 

out in MiFID II and the relevant delegated legislation.  Where such instruments are found to be complex 

instruments, this may affect existing distribution strategies.  MiFID II has, however, retained the existing 

rules which disapply the requirement for an appropriateness assessment when the firm is dealing with a 

professional client.   

● Clock synchronisation:  MiFID II will require members or participants of trading venues (i.e. regulated 

markets, MTFs or OTFs) to implement specific technical requirements for ensuring synchronisation of their 

business clocks.  These requirements require firms to synchronise the business clocks that they use to 

timestamp records with Coordinated Universal Time (UTC) and to establish a system of traceability back to 

UTC.  There are minimum granularity requirements for timestamps which vary depending upon the type of 

trading activity undertaken by the firm, as well as maximum permitted divergences from UTC.  Both of 

these are specified in draft RTS on the level of accuracy of business clocks (C(2016) 3316 final and annexes). 

ESMA clarified in its final guidelines on clock synchronisation in October 2016 (which form part of the 

document containing the transaction reporting "Euro-TRUP" in ESMA/2016/1452) that the 

http://ec.europa.eu/finance/securities/docs/isd/mifid/rts/160607-rts-25_en.pdf
https://ec.europa.eu/transparency/regdoc/rep/3/2016/EN/3-2016-3316-EN-F1-1-ANNEX-1.PDF
https://www.esma.europa.eu/sites/default/files/library/2016-1452_guidelines_mifid_ii_transaction_reporting.pdf
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synchronisation requirements apply in relation to recording the date and time of certain specified 

"reportable events", such as when submitting transaction or trade reports.   

● Algorithmic and high frequency trading:  MiFID II introduces a number of detailed technical requirements 

in connection with algorithmic trading, with additional rules applying where such trading constitutes high 

frequency trading (HFT).  The new rules require firms to notify national regulators when they engage in 

algorithmic trading and, if using HFT techniques, to obtain prior authorisation.  There are also a number of 

new systems and controls requirements, including business continuity, testing and record keeping 

requirements.   

● Third country firms:  MiFID II contains new rules regulating non-EU firms that provide investment 

services in the EU.  Different requirements will apply depending upon whether the relevant non-EU firm is 

providing services on a cross-border basis or through a branch in an EU Member State.   

● Remuneration: Firms will be required to apply new remuneration rules relating to the remuneration of 

their sales staff and advisers.  We discuss these in the Remuneration developments section of this briefing 

below.  

● Requirement for new authorisations or permissions:  Firms that are currently unregulated but which are 

undertaking activities that will be newly regulated under MiFID II (for example, HFT) will need to apply for 

authorisation in advance of 3 January 2018.  In addition, regulated firms will need to apply for a variation 

of permission where they are currently undertaking activities that will be new regulated activities from 3 

January 2018 (for example, operating an OTF), as they will not have the relevant permissions.  MiFID II 

and its delegated legislation provide for a specific format for applications for authorisation which will mean 

that the FCA will be required to update the forms that it currently uses for these purposes.  The FCA has 

indicated that it expects the authorisation gateway for applications for MiFID II authorisations to open in 

late January 2017.  As the FCA has a statutory time limit of six months to determine complete applications, 

firms that need new permissions from 3 January 2018 will need to ensure that they have submitted 

complete applications by 3 July 2017.    

MLD 4: MONEY LAUNDERING 

STATUS 

The Fourth Money Laundering Directive (MLD 4) requires Member States to transpose its provisions into 

national law by 26 June 2017.  

In July 2016, the European Commission published a proposal to amend the existing text of MLD 4 to, amongst 

other things: 

● accelerate the transposition date to 1 January 2017; 

● require enhanced due diligence measures in relation to customers from  high risk third countries as set out 

in the "black list" published in the Commission's Delegated Regulation (which effectively implements FATF 

recommendations);  

● improve access to beneficial ownership information to improve transparency as regards the ownership of 

companies and trusts; and 

● bring virtual currency exchange platforms and custodian wallet providers within the scope of MLD 4 

regulation. 

This proposed amending Directive is referred to commonly as MLD 5. 

On 15 September 2016, H.M. Treasury issued a consultation paper on implementing MLD 4 in the UK. 

Consultation closed on 10 November 2016. On 3 November 2016, the Department for Business, Energy and 
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Industrial Strategy (BEIS) also published a discussion paper on the implementation of MLD 4, with specific 

reference to the requirement to maintain a public register of beneficial ownership of corporate and other legal 

entities. Consultation closed on 16 December 2016. Both government departments postponed discussion of any 

MLD 5 amendments until the amending Directive is finalised. 

H.M. Treasury has confirmed that it will implement MLD 4 by way of the Money Laundering and Transfer of 

Funds (Information on the Payer) Regulations 2017 (MLTFRs). These will replace the Money Laundering 

Regulations 2007 on 26 June 2017.  As and when the Treasury has completed its review of the feedback to its 

September 2016 consultation, it will publish the draft regulations for a short, four-week consultation. 

As regards MLD 5, on 20 December 2016, after a series of Presidency compromises, the Council agreed its final 

negotiating mandate on a revised text. The Commission's proposal to accelerate implementation of MLD 4 to 1 

January 2017 has fallen away. Under the Council's final negotiating mandate transposition of the main MLD 5 

changes would be required within twelve months after the publication of the amending Directive in 

the Official Journal (with even longer periods (of 24 or 36 months) allowed for the changes in respect of 

central beneficial ownership registers).  

The European Parliament is due to vote on a draft report on MLD 5 on 25 January 2017. Negotiations between 

the Council and the European Parliament are expected to start shortly after that date. 

MLD 4: THE KEY PRACTICAL IMPACTS 

In the light of the above, and assuming that in all likelihood the yet-to-be settled MLD 5 changes will not 

require implementation until some point in 2018, firms should focus on their immediate preparations for 

implementation of MLD 4 on 26 June 2017. Practical action points they should be considering as a matter of 

priority include: 

● conducting gap analyses on their existing AML/CFT systems, policies and procedures and adapting them as 

necessary, for instance: 

- by comparing the firm's current risk-based assessment processes against the MLD 4 criteria and the 

Risk Factors Guidelines from the European Supervisory Authorities (the final guidelines are still 

awaited); 

- reviewing and, if necessary, upgrading the firm's approach to the adoption of simplified due diligence 

(SDD) measures, especially where the firm has previously applied "automatic" simplified  CDD 

measures as regards certain customers. MLD 4 dispenses with this approach and H.M. Treasury has 

confirmed that it proposes to delete the list of "automatic" situations in which SDD may currently be 

applied, as set out in Article 13 of the Money Laundering Regulations 2007; 

● considering the firm's treatment of PEPs in the light of the amendments to the definition to include 

domestic PEPs, members of governing bodies of political parties and directors, deputy directors and 

members of the board, or equivalent function, of international organisations. As regards domestic PEPs, 

firms should note that: 

- under section 333U FSMA, the FCA is required to issue guidance to firms on the definitions of one or 

more categories of PEP and the government may make regulations which, amongst other things, it may 

be possible for persons to complain to the Financial Ombudsman Service if they have been treated as 

though they were a PEP (but were not), are PEPs but were treated unreasonably in disregard of the 

FCA's guidance or were refused a business relationship solely on the basis that he or she is a PEP. No 

guidance or regulations have yet been published but, when they emerge, it may be necessary for firms to 

revisit their complaints procedures; 

- the Council's final negotiating mandate to MLD 5 intriguingly suggests that Member States may allow 

firms to conduct standard, rather than enhanced, due diligence in relation to domestic PEPs "provided 
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that there are no risk variables indicating an overall higher risk" – although, for the reasons outlined 

above, any such proposal will not take effect before MLD 4 becomes effective; 

● considering whether any customers are located in countries appearing on the "black list" of high risk third 

countries set out in the Commission's Delegated Regulation and, if so, contemplate the introduction of 

additional mandatory and optional enhanced due diligence measures as required by MLD 5; 

● in respect of any subsidiaries or non-UK branches of the firm, considering whether existing policies and 

procedures need to be enhanced (or whether new ones need to be established) in order to meet the 

requirements of MLD 4 as regards group-wide policies. In this regard: 

- as regards the application to UK firms with non-UK branches and subsidiaries: 

 MLD 4 builds on the existing MLD 3 provisions and introduces an explicit requirement on firms 

with branches or wholly-owned subsidiaries to implement group-wide policies and procedures; 

 those policies and procedures must include: 

 data protection policies and procedures; and 

 policies and procedures for sharing information within the group for AML/CFT purposes; 

 where a third country's law does not permit the implementation of the above policies and 

procedures, firms must ensure that their third country branch or wholly-owned subsidiary applies 

"additional measures" to effectively handle the risk of money laundering or terrorist financing. The 

European Supervisory Authorities have been charged with drafting regulatory technical standards 

specifying the type of additional measures and the minimum actions to be taken by credit 

institutions and financial institutions. These draft RTS have not yet been published. 

- as regards the application to UK/EU branches of non-EU firms: 

 UK or EU branches of non-EU credit institutions or financial institutions will be subject to MLD 4 – 

this is because the respective definitions of credit institution and financial institution apply to 

branches of the credit institution or financial institution whether its head office is situated within the 

EU or in a third country; 

 however, the requirement for group-wide policies and procedures applies "downwards" through a 

group structure and does not require a UK branch of a non-EU firm – which is subject to MLD 4 – to 

impose the same requirements and procedures of its non-EU "parent"; 

 this does not mark a change from the existing MLD 3 regime, as implemented through the 2007 

MLRs. 

● monitoring developments over the coming months carefully, keeping an eye out, in particular, for: 

- publication of H.M. Treasury's consultation on the draft MLTFRs; 

- Treasury regulations under section 333U FSMA setting out arrangements for complaints to be made to 

FOS by PEPs, or people who have been treated as such (if such provisions are not contained in the 

MLTFRs); 

- consultation on FCA guidance under section 333U FSMA on definitions of categories of PEPs; 

- the final Risk Factor Guidelines from the ESAs; 

- feedback from H.M. Treasury and BEIS with regards to changes to the existing PSC Register regime in 

the light of MLD 4 (and, in due course, MLD 5); while the changes are not expected to  have a material 
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impact on firms' existing practices, points of detail with regards to scope (in terms of the entities and 

trusts required to register) should be noted; 

- publication of any guidance from JMLSG (or trade associations) – the status of any such guidance under 

the MLTFRs will need to be checked; 

- final agreement between the Council and the European Parliament as regards the MLD 5 amending 

Directive and, once settled, a subsequent H.M. Treasury consultation on implementation in the UK in 

2018. 

SENIOR MANAGERS AND CERTIFICATION REGIME: EXTENSION TO NON-BANK FIRMS 

The Senior Managers and Certification Regime (SMCR) has applied to UK banks since 7 March 2016, 

replacing the previous approved persons regime for such firms.  On 4 May 2016, the Bank of England and 

Financial Services Act 2016 received royal assent and contains provisions permitting HM Treasury and the FCA 

to extend the application of the SMCR to all non-bank firms authorised under the Financial Services and 

Markets Act 2000.   

The FCA has indicated that it intends to apply the extended SMCR from some point in 2018, although no 

specific date has yet been set.  At the present time, the FCA expects to begin formal consultations during the 

first half of 2017, meaning that the potential shape of the non-bank SMCR rules may become clearer in the next 

few months.  This means that in addition to addressing a number of other pressing regulatory developments 

during 2017, such as MiFID II, firms will also need to monitor SMCR developments and may wish to begin 

planning appropriate working groups and budgets for the eventual implementation of the non-bank SMCR.   

We recently published a client briefing providing an outline of the key requirements under the existing bank 

SMCR and some preliminary observations about how these might operate under the non-bank SMCR.   

EMIR – MARGINING REQUIREMENTS FOR NON-CENTRALLY CLEARED OTC DERIVATIVES 

On 15 December 2016, the delegated act under the European Market Infrastructure Regulation (EMIR) 

relating to margin requirements for non-centrally cleared OTC derivatives was published in the EU Official 

Journal.  As a result, the delegated regulation entered into force on 4 January 2017.  

We published a client briefing on the EMIR margin requirements for non-centrally cleared OTC derivatives in 

November 2016, which explains the scope of the rules and their resulting impact.  The formal publication of the 

delegated act subsequent to the briefing now confirms that the variation margin requirements will apply as 

follows: 

● for transactions where both counterparties have, or belong to groups each of which has, an outstanding 

aggregate average notional amount of non-centrally cleared derivatives above EUR 3 trillion, the variation 

margin obligations will take effect on 4 February 2017; and 

● for all other transactions entered into by in-scope counterparties, the variation margin obligations will take 

effect on 1 March 2017.   

The phased implementation of initial margin requirements was explained in our earlier client briefing.   

Firms that are within scope of the variation margin requirements should start implementing the necessary 

arrangements to comply with the new rules as a matter of the utmost urgency if they have not already begun to 

do so.  Where both counterparties exceed the EUR 3 trillion threshold, they will also need to comply with the 

initial margin requirement as from 4 February 2017.  

It should also be borne in mind that, as mentioned in our client briefing, where both counterparties have, or 

belong to groups each of which has, an outstanding aggregate average notional amount of non-centrally cleared 

OTC derivatives above EUR 2.25 trillion, the initial margin requirements take effect on 1 September 2017.  

http://www.traverssmith.com/assets/pdf/legal-briefings/Senior_Managers_and_Certification_Regime_-_Extension_to_all_FCA-authorised_firms.pdf
https://protect-eu.mimecast.com/s/al1iBArpE4S4
http://www.traverssmith.com/assets/pdf/legal-briefings/EMIR_-_are_you_ready_for_margining_-_client_flyer_-_final_version_-_29_Nov_2016.PDF
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FCA APPLICATIONS FOR INTRA-GROUP EXEMPTIONS FROM MARGIN REQUIREMENTS – 4 APRIL DEADLINE 

The FCA also recently announced that it would begin accepting applications from 4 January 2017 from UK 

entities wishing to rely on the available intra-group exemptions from the margin requirements for non-

centrally cleared derivatives.   The availability of these exemptions is subject to a number of conditions set out 

in EMIR, including, in certain cases, the requirement to notify the national regulator of the firm's intention to 

rely on the exemption or to seek the regulator's permission to do so.  The delegated act provides that the initial 

and variation margin requirements will not apply to non-centrally cleared intra-group derivative contracts 

until 4 July 2017.   

The FCA has advised that firms that wish to rely on intra-group exemptions from that date should submit their 

application forms by 4 April 2017, as the regulator has up to three months in which to review and determine 

applications.  The relevant application forms are available on the FCA's EMIR webpage.  Completed forms 

should be returned to the FCA by email to MarginIGT@fca.org.uk.   

SECURITIES FINANCING TRANSACTIONS REGULATION: INVESTOR DISCLOSURES 

The EU Securities Financing Transactions Regulation (SFTR) entered into force in January 2016, but a 

number of obligations under the SFTR have been taking effect in a phased manner since that date.   

SFTR DISCLOSURES IN AIF AND UCITS ANNUAL REPORTS 

From 13 January 2017, another of these phased obligations will begin to apply.  UCITS management 

companies and above-threshold EU AIFMs that use securities financing transactions (as defined in the SFTR) 

(SFTs) and/or total return swaps (TRSs) will need to include certain additional information in any annual 

report of the AIF and any annual or half-yearly report of the UCITS fund published on or after that date.  The 

obligation does not apply to sub-threshold EU AIFMs or to non-EU AIFMs with funds registered for marketing 

under national private placement regimes.  

The relevant information that must be included in each report is set out in Section A of the Annex to the SFTR, 

but broadly includes: 

● global data on the amount of assets engaged in SFTs and TRSs; 

● concentration data on the top ten collateral issuers and top ten counterparties; 

● aggregate transaction data for each type of SFT and for TRSs broken down into various categories, such as 

maturity tenor or currency of the collateral, country in which the counterparties are established and the 

type of settlement and clearing; 

● information about the reuse of collateral; 

● information about the safekeeping of collateral; and 

● data on the return from, and cost of, each type of SFT and TRSs, broken down between the fund, the 

manager and any third parties. 

In October 2016, ESMA confirmed in Q&As on the AIFMD and UCITS Directive (ESMA/2016/1669 and 

ESMA/2016/1586) that this information must be included for any report published on or after 13 

January 2017, even though the relevant reporting period covered in the report may begin prior 

to that date.  Therefore, AIFMs and UCITS management companies may need to have collated data on their 

use of SFTs and TRSs during 2016. 

The FCA has confirmed that full-scope UK AIFMs and UK UCITS management companies which have not used 

SFTs or TRSs during the relevant reporting period are not required to include the information laid out in 

Section A of the Annex to the SFTR.  It may nonetheless be sensible for any such firms to include a short 

https://www.fca.org.uk/markets/european-market-infrastructure-regulation-emir/notifications-exemptions
mailto:MarginIGT@fca.org.uk
https://www.esma.europa.eu/file/20831/download?token=GMqNzYGS
https://www.esma.europa.eu/file/20486/download?token=YwyDspfa
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statement in the report confirming that the relevant fund did not use SFTs or TRSs during the period.  The 

relevant FCA rules are set out in COLL 4.5 (for UCITS management companies) and FUND 3.3 (for above-

threshold UK AIFMs), but firms will need to use the "Timeline" function to set the viewing date to 13 January 

2017 in order to view the relevant provisions. 

EXPIRY OF TRANSITIONAL RELIEF FOR SFTR PRE-INVESTMENT DISCLOSURES FOR GRANDFATHERED FUNDS 

The next phased obligation that will enter into force will be the requirement to make pre-investment 

disclosures relating to the use of SFTs and TRSs in relation to: 

● AIFs managed or marketed by above-threshold EU AIFMs; and  

● UCITS funds 

that were established prior to 12 January 2016 (as these benefitted from an 18-month transitional relief 

under the SFTR).  These disclosures must be included as part of the Article 23 disclosures for AIFs and in the 

prospectus for UCITS funds.   

This obligation will take effect on 13 July 2017 for these grandfathered funds, but has already applied since 12 

January 2016 to any in-scope AIFs or UCITS funds established on or after that date.   

SFTR REPORTING OBLIGATION 

The application date of the obligation in the SFTR to report the conclusion of SFTs to trade repositories is 

dependent upon the European Commission adopting delegated acts specifying the details of reporting.  ESMA 

will draft the RTS and ITS that will form the basis of these delegated acts.   

In September 2016, ESMA published a consultation paper setting out its initial proposals for SFT reporting 

(ESMA/2016/1409).  The CP is an extensive document with detailed discussion of different scenarios relating 

to various types of SFTs and the possible technical content of SFT reports.  Amongst other proposals, ESMA 

suggests that reporting should take place in an electronic and machine-readable format using common XML 

templates and that different templates should be used depending on the type of SFT.     

The consultation period closed on 30 November 2016 and ESMA has indicated that it will publish a final report 

and submit draft technical standards for endorsement by the Commission by the end of Q1 or the beginning of 

Q2 2017.  As SFT reporting will not commence for the first affected entities until 12 months after the 

Commission's corresponding delegated act enters into force, this suggests that the reporting regime is unlikely 

to apply until Q2 or Q3 2018 at the earliest.   

The CP also confirms that ESMA does not currently intend to exercise its power to draft RTS to provide 

additional detail on the nature of the information that AIFMs and UCITS managers must report in their pre-

investment disclosures or periodic reports.  However, ESMA also states that it will continue to monitor 

developments in market practice and the quality of these disclosures when considering if RTS might be 

required in the future.   

FCA ANNUAL FINANCIAL CRIME REPORT (REP-CRIM) 

In July 2016, the FCA introduced a new Annual Financial Crime Report (also known by the abbreviation 

"REP-CRIM") which is designed to support the FCA's financial crime supervision of firms.  

Firms are required to submit a REP-CRIM report for all financial years ending with an accounting reference 

date (ARD) falling on or after 31 December 2016.  This means that the report will cover the preceding 

financial year – i.e. for firms with an ARD falling on 31 December 2016, the firm will need to report in respect 

of the entire 2016 calendar year.   

https://www.esma.europa.eu/sites/default/files/library/2016-1409_sftr_consultation_paper_-_draft_rts_and_its_under_sftr_and_amendments_to_related_emir_rts.pdf
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The FCA recognises that firms may not have been collecting the required information to complete REP-CRIM 

throughout the entire year, given that the requirement was only introduced in July.  As a result, for any REP-

CRIM report filed in respect of a financial year ending between 31 December 2016 and 30 December 2017 

(inclusive), the FCA will permit the fields to be completed on a "best endeavours" basis.   

Firms must submit their REP-CRIM reports within 60 business days of the ARD.  Therefore, for example, 

firms with an ARD falling on 31 December 2016 will need to ensure that they have filed REP-CRIM by 27 

March 2017 at the latest. 

We published a client briefing containing additional details on REP-CRIM and the information that firms will 

be required to report in August 2016.   

PRIIPS REGULATION: ONE (MORE) YEAR TO GO 

The PRIIPs Regulation was due to come into force on 31 December 2016. 

However, following a period of intensive lobbying from the industry and, more particularly, the rejection by the 

European Parliament of the associated Level 2 regulatory technical standards in September 2016, on 9 

November 2016 the European Commission proposed an extension of the date of application of the PRIIPS 

Regulation to 1 January 2018 – effectively coinciding with the introduction of MiFID II/MiFIR two days 

later. 

The postponement Regulation was published in the Official Journal on 23 December 2016.  

On 10 November 2016, the European Commission wrote to the European Supervisory Authorities (ESAs) 

outlining the amendments it proposed to make to the RTS to address the Parliament's concerns in relation to 

multi-option PRIIPs, the fourth performance scenario and the use of the "comprehension alert".  The ESAs 

were asked to amend the draft RTS on the basis of the Commission's proposed amendments and resubmit 

them in the form of a formal Opinion within six weeks. 

On the expiry of that six week period, on 22 December 2016, the Joint Committee of the ESAs sent a letter to 

the European Commission stating that the three ESAs were not in a position to provide an agreed Opinion on 

the amended draft RTS as requested.  This was because, although a draft of the Opinion had been adopted by 

the Board of Supervisors for EBA and ESMA, it did not receive the support of a qualified majority of the EIOPA 

Board.  EIOPA's concerns centred on the treatment of multi-option products, the criteria to determine whether 

a comprehension alert should be included in a KID and the provisions on the credit risk mitigation factors for 

insurers.  The letter from the ESAs also referred to a general consensus across the three Boards that the 

Commission's proposed amendments to the performance scenarios raised comprehension issues "and may be 

misleading" and went on to explain their concerns.   

Once again, the timetable for agreeing the RTS has slipped.  As and when draft RTS are finally agreed between 

the Commission and the ESAs and have been adopted by the Commission, they will once again be subject to the 

legislative scrutiny process by the European Parliament and Council. 

Firms that will be within the scope of the PRIIPS Regulation, whether as manufacturers, distributors or both,  

should watch carefully for the publication of the revised draft RTS.  

Our briefing on Preparing for PRIIPS and the KID, although published before the postponement of the date of 

application, provides Q&As on the Regulation.  

ALTERNATIVE INVESTMENT FUND MANAGERS DIRECTIVE: FUTURE DEVELOPMENTS 

POTENTIAL EXTENSION OF THE AIFMD PASSPORT TO CERTAIN NON-EU COUNTRIES 

In July 2016, ESMA published advice (ESMA/2016/1140) to the European institutions on the potential 

extension of the passport under the Alternative Investment Fund Managers Directive (AIFMD) in relation to 

http://www.traverssmith.com/assets/pdf/legal-briefings/REP-CRIM_update_flyer_-_August_2016.pdf
http://www.traverssmith.com/assets/pdf/legal-briefings/v3-PRIIPs_flyer.pdf
https://www.esma.europa.eu/sites/default/files/library/2016-1140_aifmd_passport.pdf
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certain non-EU jurisdictions.  (The advice was subsequently amended slightly in September 2016 to change 

certain observations in connection with the assessment of the Isle of Man.)  We published a client briefing in 

July 2016 discussing the key points in ESMA's advice and noting its positive assessments in relation to 

Guernsey, Jersey, Switzerland, Canada and Japan.  

The text of the AIFMD suggests that the European Commission was under an obligation to adopt a delegated 

act on the extension of the passport to the five jurisdictions with a positive assessment by 19 October 2016 (i.e. 

3 months after ESMA's favourable advice).  However, to date the Commission has failed to do so, possibly as a 

result of political sensitivities about the implications of the third country passport and the possible effects of 

interfering with the existing individual national private placement regimes of EU Member States.   

As a result, the position heading into 2017 is currently unclear, but it appears unlikely that the Commission will 

be in a particular hurry to adopt the necessary legislation to make the third country passport a reality.  

Nonetheless, firms should continue to monitor developments during the coming year as the Commission's 

position may become clearer in due course.   

ESMA WORK ON ASSET SEGREGATION UNDER AIFMD 

In December 2014, ESMA published an initial consultation paper containing proposed guidelines on asset 

segregation under AIFMD (ESMA/2014/1326). The draft guidelines put forward two separate options for asset 

segregation where an AIF's assets are being held by a third party (including prime brokers and collateral 

managers) to whom safekeeping duties have been delegated or sub-delegated by a depositary.   

In light of negative industry feedback on the draft guidelines, ESMA did not subsequently issue a definitive 

version, but instead published a related call for evidence in July 2016 (ESMA/2016/1137) in connection with 

asset segregation under both AIFMD and the UCITS Directive.  The call for evidence asked respondents to 

explain the structure of the custody chains used in connection with their AIFs and/or UCITS funds, including 

aspects such as insolvency protection, complexity and operational issues and the impact in non-EU countries.  

The consultation period ended on 23 September 2016 and ESMA indicated that it would aim to finalise its work 

on asset segregation by the end of 2016.   

In a speech in December 2016, Verena Ross, the Executive Director of ESMA, indicated that ESMA would 

instead be returning to the issue of asset segregation during the first half of 2017 and was currently considering 

whether to address an opinion to the EU institutions rather than publishing formal guidelines.   

AIFMD II 

The AIFMD provides that the European Commission must carry out a review of the application and scope of 

the legislation by 22 July 2017.  This review must be based on both a public consultation and discussions with 

relevant national regulators about their experiences of the application of the AIFMD.  Where the review 

indicates that it may be necessary, the Commission may propose amendments to the AIFMD, with the expected 

resulting legislation commonly being termed "AIFMD II".   

In light of the deadline by which the review must be completed, the Commission is expected to begin formal 

consultations on the review and AIFMD II during 2017.  The potential amendment of the existing legislation 

presents potential opportunities to improve certain aspects of the current regime, but could also result in the 

loss of some flexibility and potentially include some developments that are considered unfavourable by the 

industry.  AIFMs should therefore continue to monitor for further developments on this issue and may wish to 

engage with their industry associations to respond to the review in due course.   

http://www.traverssmith.com/assets/pdf/legal-briefings/AIFMD_third_country_passport_-_good_things_come_to_those_who_wait.pdf
https://www.esma.europa.eu/sites/default/files/library/2015/11/2014-1326_cp_-_guidelines_on_aifmd_asset_segregation.pdf
https://www.esma.europa.eu/sites/default/files/library/2016-1137_call_for_evidence_asset_segregation.pdf
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EUROPEAN PRUDENTIAL DEVELOPMENTS 

CRR II PROPOSALS 

In November 2016, the European Commission published a proposed regulation (CRR II) amending the 

existing Capital Requirements Regulation (CRR).  The broad aim of CRR II is to implement certain 

international standards that have only recently been settled by the Basel Committee on Banking Supervision 

(BCBS) and the Financial Stability Board (FSB) and to ensure wider consistency with other EU policies and 

legislation.   

The timescale for the possible adoption of CRR II is not yet clear, although the legislation itself provides that it 

will not apply until two years after it first enters into force, with the exception of: 

● certain amendments relating to own funds and eligible liabilities which take effect from 1 January 2019; 

and 

● amendments reflecting the introduction of IFRS 9 which will apply from the date that CRR first enters into 

force.       

Given the potential time needed for debate and negotiation of the proposals by the EU institutions, this could 

suggest that the majority of the relevant rules will not take effect until early 2019 or 2020 at the earliest.   

By way of a brief, non-exhaustive summary, the key CRR II proposals are as follows: 

Transitional relief for non-systemic investment firms 

CRR II includes a blanket provision which states that investment firms which are not classified as global 

systemically important institutions (G-SIIs) or other systemically important institutions (O-SIIs) may 

continue to apply the provisions of the existing CRR (i.e. ignoring any CRR II amendments), provided that they 

notify national regulators of their intention to do so by a set date (which has not yet been specified).  This 

appears to be an "all-or-nothing" election, meaning that firms may need to consider whether they would prefer 

to benefit from some of the favourable rules discussed below instead of opting-out of the new regime.   

In its narrative discussion of the CRR II amendments, the Commission states that this transitional provision 

reflects the fact that the current review of the prudential treatment of investment firms by the EBA (see below) 

is ongoing.  As a new prudential regime may be introduced for non-systemic EU investment firms in due 

course, the Commission is proposing that such firms should not be subject to the burden of complying with the 

CRR II amendments on a temporary basis. 

Equity investments in funds  

CRR II will introduce amendments (reflecting international standards adopted by the BCBS) in relation to the 

prudential treatment of equity investments in funds.  For these purposes, the relevant CRR II rules refer to 

"collective investment undertakings" (CIUs) and a new definition of a CIU has also been added, comprising 

UCITS funds or AIFs.  This means that investments in non-AIF and non-UCITS collective investment schemes 

(e.g. residual collective investment schemes in the UK) would not appear to fall within the scope of these rules.   

Under the existing CRR, investments in venture capital and private equity funds and certain leveraged AIFs are 

treated as "associated with particularly high risks" and therefore attract a 150% risk weighting under the 

Standardised Approach for the purposes of credit risk calculations. The proposed amendments under CRR II 

would remove this default risk weighting and will instead introduce a hierarchy of approaches for classifying 

investments in funds, each resulting in different risk weighting rules. 

The most favourable approach will be the "look-through approach", whereby firms will calculate the credit 

risk weighting of investments in funds on the basis of the fund's underlying exposures.  If a firm is able to apply 

the look-through approach, it will calculate the total risk-weighted exposure amount of the fund's exposures 

http://ec.europa.eu/finance/bank/docs/regcapital/crr-crd-review/161123-proposal-amending-regulation_en.pdf
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and then multiply that amount by the proportion of its holding in the fund.  For private equity and venture 

capital funds, this may in fact result in an improved risk weighting in many cases, as exposures to unrated 

corporates generally attract a 100% risk weighting.   

However, a number of conditions must be met for a firm to be able to apply the look-through approach.  

Amongst other requirements, the relevant fund must either be: 

● a UCITS fund; or 

● an AIF that: 

- is an EU AIF managed by an EU sub-threshold AIFM; 

- is managed by an above-threshold EU AIFM; 

- is a non-EU AIF managed by a non-EU AIFM marketed under one or more Member States' national 

private placement regimes; or 

- is managed by an authorised non-EU AIFM (which will only become possible if the AIFMD passport is 

extended to the relevant third country in which the non-EU AIFM is established).  

The look-through approach also requires that the reports published by the fund to investors must contain 

sufficient granular information to allow the risk-weighted exposure amount to be calculated in respect of the 

fund's underlying exposures and that information on those underlying exposures must be verified by an 

independent third party.  In certain cases, the firm may be able to rely on a third party to calculate the risk 

weighted exposure amount in relation to the fund's underlying exposures, but it must also apply an uplift factor 

to the resulting figure. 

If the firm cannot use the look-through approach because it has insufficient information about the fund's 

underlying exposures or the fund is ineligible for the look-through approach, it may instead adopt the 

"mandate-based approach".  Under the mandate-based approach, the firm must assume that the fund has 

incurred exposures to the maximum extent possible under its mandate or any other relevant legislation in 

exposures attracting the highest own funds requirements.  Certain conditions must still be satisfied in order for 

the mandate-based approach to apply, including that the fund's prospectus or equivalent document must set 

out the categories of assets in which the fund is authorised to invest and any applicable investment limits and 

the associated calculation methodologies. 

Where the firm is unable to apply either the look-through or mandate-based approaches, it must apply the 

"fall-back approach" instead.  This would result in a 1,250% risk weighting being applied and therefore 

would be considerably less attractive than the current 150% risk weighting under the existing CRR for funds 

"associated with a particularly high risk".   

If these amendments are adopted, fund managers may find themselves under increased pressure to provide 

sufficient information on the granular underlying exposures of the fund in order to facilitate investors' 

application of the more favourable look-through approach.   

Leverage ratio 

CRR II will introduce new binding leverage ratio rules, requiring firms to comply with a leverage ratio of 3%.  

The narrative explanation in the Commission's legislative proposal states that the CRR II amendments will 

"introduce a binding leverage ratio for all institutions subject to the CRD", which supports the idea that all 

firms that are subject to the CRD rules will be affected.   

The drafting of CRR II is nonetheless unclear on this point. The 3% leverage ratio requirement has been added 

as part of the general own funds requirements in Article 92 CRR, which are applicable to all firms.  In addition, 

the general application provisions in Article 6 CRR have been amended to state that all institutions must 
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comply with, amongst other requirements, the leverage ratio rules in Part Seven CRR on an individual basis.  

However, CRR II does not amend the existing carve-out in Article 6(5) CRR, which states that firms other than 

IFPRU limited licence firms or IFPRU limited activity firms and their EU equivalents must comply with the 

obligations in Part Seven CRR on an individual basis.  This may be an oversight, as it is unclear how a firm that 

is subject to the 3% leverage ratio requirement in Article 92 CRR should comply with that requirement if it is 

not subject to the relevant rules underpinning the calculation of the leverage ratio in Part Seven CRR.   

Many investment firms may nonetheless avoid this difficulty in practice by relying on the existence of the 

transitional relief for non-systemic investment firms discussed above.  IFPRU limited licence and limited 

activity firms are highly unlikely to be classified as G-SIIs or O-SIIs and therefore may choose to remain subject 

to the existing CRR rules until the new prudential regime for non-systemic investment firms is introduced.   

Regulatory reporting 

CRR II will mandate the EBA to produce a report on the cost of regulatory reporting under the CRR (i.e. 

COREP and FINREP reporting) by the end of 2019.  The mandate also tasks the EBA with considering how to 

simplify regulatory reporting for small firms by amending the current COREP and FINREP reporting 

templates.  Given the current onerous reporting regime, any simplifications are likely to be welcomed by the 

industry, although they would necessitate updates to existing reporting systems. 

Pillar 3 disclosure requirements 

CRR II contains a new Pillar 3 disclosure regime that distinguishes between three broad categories of firms: 

● "large institutions", which comprise any of the following: 

- G-SIIs; 

- O-SIIs; 

- an institution that is one of the three largest institutions by total value of assets in the EU Member State 

in which it is established; 

- an institution in respect of which the total value of the institution's assets on the basis of its consolidated 

situation is equal to or larger than EUR 30 billion; or 

- an institution in respect of which the total value of the institution's assets is equal to or larger than EUR 

5 billion and the ratio of its total assets relative to the GDP of the EU Member State where it is 

established is on average equal to or larger than 20% over the four-year period immediately preceding 

the current annual disclosure period; 

● "small institutions", which comprise any institution which has assets that are on average equal to or less 

than EUR 1.5 billion over the four year period immediately preceding the current annual disclosure period.  

For these purposes, it appears that this is probably intended to refer to the balance sheet assets of the 

institution rather than, for example, assets under management; and 

● "other institutions" are institutions which are not large institutions, but are not below the size threshold to 

be classified as small institutions.   

The new Pillar 3 rules also distinguish between listed and non-listed institutions.  For these purposes, an 

institution will "listed" if it has issued securities that are admitted to trading on a regulated market in any EU 

Member State.   

It is likely that many investment firms that fall within the scope of the CRR will therefore constitute small non-

listed institutions for these purposes.  Such institutions will be required to make a limited set of annual 

disclosures comprising the following: 



 

 

 

 

 

 

30 
 

● information about the firm's risk management objectives and policies, including: 

- the strategies and processes used to manage each separate risk category; 

- a declaration by the firm's management body on the adequacy of the firm's risk management 

arrangements, providing reassurance the risk management systems are adequate with regard to the 

firm's risk profile and strategy; and 

- a concise risk statement approved by the firm's management body which succinctly describes the firm's 

overall risk profile associated with its business strategy.  The statement must include key ratios and 

figures indicating how the firm's risk profile interacts with the risk tolerance set by the management 

body and information on any intra-group transactions or transactions with related parties that may 

have a material impact on the risk profile of the firm's consolidated group; 

● information about the firm's governance arrangements, including: 

- the number of directorships held by members of the firm's management body; 

- the recruitment policy for the selection of members of the management body and their actual 

knowledge, skills and expertise; and 

- the firm's policy on diversity with regard to selection of members of the management body, the policy's 

objectives and any relevant targets contained in the policy along with the extent to which such objectives 

and targets have been achieved; 

● full disclosures relating to the firm's remuneration policy and practices, which are essentially the same as 

the current required remuneration disclosures under Part Eight of the existing CRR; and 

● the following key metrics in a tabular format: 

- the composition of the firm's own funds and own funds requirements; 

- the firm's total risk exposure amount; 

- where applicable, the amount of Common Equity Tier 1 capital which the firm is required to hold in 

accordance with an additional own funds requirement set by its relevant national regulator; 

- the firm's combined buffer requirement, if it is subject to such a requirement; 

- the firm's leverage ratio, as calculated in accordance with the rules in Part Seven CRR; 

- the average for each quarter of the relevant disclosure period of the firm's liquidity coverage ratio, based 

on monthly figures;  

- the firm's net stable funding requirement; and 

- the firm's own funds and eligible liabilities requirement (see above), broken down at the level of each 

resolution group, where applicable.  

The above Pillar 3 disclosure requirements for small non-listed investment firms under CRR II will be similar 

to the current requirements applied by many such firms after the application of proportionality.  In addition, 

certain of the above requirements will not be relevant to groups that do not contain G-SIIs.   Conversely, large 

listed credit institutions may find that they are subject to increased and more frequent disclosure obligations.    

CRR II also empowers the EBA to develop a set of uniform disclosure formats for the purposes of Pillar 3 

disclosures, which may therefore reduce the discretion currently available to firms in relation to the format and 

extent of the current required disclosures.   
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Revised rules on waivers from capital and liquidity requirements   

These amendments recognise the development of the Banking Union (comprising all Eurozone countries and 

any other EU Member States that choose to opt in) and the establishment of the Single Supervisory 

Mechanism.  CRR II will expand the powers of national regulators to waive the application of individual own 

funds and liquidity requirements in relation to subsidiaries established in a different Member State within the 

Banking Union, subject to certain requirements in relation to support by the parent undertaking.  As the UK is 

not part of the Banking Union, the FCA and PRA will not benefit from these revised powers.  

Implementation of FSB total loss absorbing capacity (TLAC) standard    

CRR II will introduce amendments designed to implement the FSB's TLAC standard through new rules relating 

to own funds and eligible liabilities.  These requirements will only apply to G-SIIs or entities that form parts of 

groups containing G-SIIs.  These institutions will need to comply with both a "risk-based ratio" (i.e. a minimum 

ratio of own funds and eligible liabilities compared with the total risk exposure amount of the institution) and a 

"non-risk-based ratio" (i.e. a minimum ratio of own funds and eligible liabilities compared with non-risk 

weighted values of the firm's exposures).  CRR II will also introduce an "internal TLAC" requirement applying 

to material subsidiaries of non-EU G-SIIs.  This requirement already applies to EU G-SIIs by virtue of existing 

provisions in the Bank Recovery and Resolution Directive.   

Revised standardised approach to counterparty credit risk in relation to derivatives 

CRR II will modify the current methods for calculating counterparty credit risk in relation to derivative 

positions, instead providing three different methods – the Standardised Approach (SA), the Simplified 

Standardised Approach (SSA) and the Original Exposure Method (OEM).   

The OEM is the simplest method, but may only be used if the following conditions are met: 

● the positions relate to interest rate, foreign exchange and gold derivatives only; and 

● the size of the firm's on- and off-balance sheet derivative business (which includes all derivative positions, 

not only interest rate, foreign exchange and gold derivatives) is equal to or less than the following 

thresholds on the basis of a monthly assessment: 

- 5% of the institution's total assets; and 

- EUR 20 million. 

The SSA is more complicated than the OEM, but less complicated than the SA.  However, it may be used to 

calculate the exposure value of all derivative positions of the firm, provided that the size of the firm's on- and 

off-balance sheet derivative business is equal to or less than the following thresholds on the basis of a monthly 

assessment: 

● 10% of the institution's total assets; and 

● EUR 150 million. 

Firms that cannot use the OEM or SSA will need to apply the more complex calculation methodology in the SA. 

Large exposures 

CRR II will amend the existing large exposures rules in the CRR which apply to full-scope IFPRU investment 

firms and their EU equivalents.  The key changes are: 

● when calculating large exposures, firms will need to compare the size of the exposure to Tier 1 capital, 

rather than to "eligible capital", meaning that no Tier 2 capital can be counted when determining if the 

exposure is a large exposure; and 
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● institutions that are G-SIIs will be prohibited from incurring exposures to other G-SIIs which (after any 

eligible credit mitigation is taken into account) exceed 15% of their Tier 1 capital. 

As under the current CRR, these limits may be exceeded if they arise in connection with exposures in the firm's 

trading book and certain conditions are met.   

Net stable funding ratio requirements 

CRR II will add amend the existing liquidity rules in Part Six CRR to add new provisions relating to net stable 

funding ratio (NSFR) requirements.  These new NSFR provisions will only apply to credit institutions and 

systemic investment firms (i.e. firms that have been identified as either G-SIIs or O-SIIs).  The NSFR is 

calculated by dividing the firm's available stable funding (ASF) by its required stable funding (RSF) and firms 

that are subject to the requirement must ensure that the resulting ratio is at least 100%.   

The rules for calculating the ASF and RSF are complex and involve a number of weighting adjustments to 

accounting values (termed "funding factors") based on factors such as asset type, applicable maturity and 

encumbrance status.   

The ASF is based on the weighted amounts of the firm's liabilities and regulatory capital resources.  It 

essentially recognises the availability of the firm's regulatory capital as a source of funding and the fact that 

certain liabilities may have longer maturities or, in the case of retail deposits, may be more stable because they 

generally exhibit lower outflow rates.   

The RSF is the sum of the weighted amounts of the firm's assets and off-balance sheet items.  It recognises that 

some types of assets held by the firm may be more liquid than others, applying various haircuts based on 

liquidity, maturity and whether the relevant assets are encumbered.   

CRD V PROPOSALS 

At the same time as publishing the CRR II proposals, the European Commission also published a proposed 

directive amending the existing CRD IV Directive (CRD V).  As with CRR II, a number of the CRD V proposals 

reflect international standards set by the BCBS or FSB, while some are also designed to address divergences in 

approach between different EU Member States. 

CRD V provides that EU Member States must implement the relevant requirements one year after the Directive 

enters into force, with the exception of certain rules relating to interest rate risk arising from non-trading book 

activities, which must be implemented two years after CRD V enters into force.  This means that CRD V could 

be implemented more quickly than CRR II.   

By way of a non-exhaustive summary, the key changes contained in CRD V are as follows: 

Pillar 2 requirements 

Under the current CRD IV rules, national regulators have the power to require firms to hold additional 

regulatory capital over and above that required as a result of the mechanical Pillar 1 rules if they consider that 

there are areas of risk that are not adequately covered by the Pillar 1 requirements.  The Commission has noted 

that national regulators impose these additional Pillar 2 requirements in different ways, resulting in 

considerable variation in the amounts of regulatory capital that must be held by firms established in different 

EU Member States.   

CRD V would permit national regulators to impose additional Pillar 2 regulatory capital requirements only 

where certain specified conditions are met.  These include, for example, where: 

● the firm is exposed to risks or elements of risks that are not sufficiently covered by requirements resulting 

from the mechanical rules in the CRR; 

http://ec.europa.eu/finance/bank/docs/regcapital/crr-crd-review/161123-proposal-amending-directive_en.pdf
http://ec.europa.eu/finance/bank/docs/regcapital/crr-crd-review/161123-proposal-amending-directive_en.pdf
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● the firm's internal processes relating to internal capital and/or recovery and resolution planning do not 

meet the CRD requirements and the application of other administrative measures by the regulator would be 

unlikely to improve the arrangements, processes, mechanisms and strategies within an appropriate 

timeframe; or 

● the firm has received permission to apply a non-standard approach under the CRR (e.g. the internal ratings 

based approach to credit risk), but has failed to meet the requirements for applying that approach and such 

non-compliance is likely to lead to inadequate own funds requirements for the firm.  

In addition, CRD V would require that firms meet any additional Pillar 2 own funds requirement imposed by a 

national regulator with regulatory capital instruments meeting the following requirements: 

● at least 75% of the requirement must be met with Tier 1 capital (i.e. Common Equity Tier 1 capital and/or 

Additional Tier 1 capital); and 

● at least 75% of the Tier 1 capital must be Common Equity Tier 1 capital.   

When imposing any additional Pillar 2 own funds requirement, national regulators would also be required to 

provide a written justification, setting out a full assessment of the relevant elements identified in the CRD V 

text.   

CRD V would also narrow the ability of regulators to impose additional Pillar 2 reporting and disclosure 

requirements upon firms so that this would only be possible where one or more specific conditions are met.   

The scope of the supervisory review and evaluation process (SREP) will also be modified, making it clear that 

national regulators should not consider macro-prudential risks for the purposes of the SREP.   

Authorisation of financial holding companies and mixed financial holding companies 

CRD V would require financial holding companies and mixed financial holding companies within CRD 

consolidation groups to obtain authorisation from the relevant consolidating national regulator.  The intention 

is to provide national regulators with direct supervisory powers against such entities. 

Requirement to establish intermediate EU parent undertakings 

CRD V introduces new requirements for certain groups which have their parent undertaking established in a 

non-EU jurisdiction (termed "third country groups").  Where there are two or more firms subject to the 

CRD regime in the EU and they are part of the same third country group, CRD V would require them to 

establish an intermediate parent undertaking within the EU if: 

●  the total value of assets in the EU of the third country group is EUR 30 billion or more; or 

● the third country group is a non-EU G-SII.  

When assessing the total value of assets in the EU of a third country group for these purposes, the following 

must be included: 

● the total assets of each EU institution in the third country group that result from their consolidated balance 

sheet; and 

● the total assets of each branch of the third country group authorised in the EU.  

Any intermediate EU parent undertaking established pursuant to these requirements must be authorised under 

the CRD regime, either as an institution or as an authorised financial holding company or mixed financial 

holding company. 
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There must be a single intermediate EU parent undertaking for all institutions that form part of the same third 

country group.  Therefore, for groups that are affected by these requirements, if the final proposals are adopted 

in this form, this may require some restructuring of existing operations within the EU.  

Remuneration proportionality provisions 

CRD V would introduce significant changes to the potential application of the concept of proportionality to the 

existing CRD IV remuneration requirements.  We discuss this issue in more detail in the "Remuneration 

Developments" section of this briefing below.  

EBA DISCUSSION PAPER ON A POTENTIAL NEW PRUDENTIAL REGIME FOR INVESTMENT FIRMS 

In November 2016, the EBA published a discussion paper (DP) (EBA/DP/2016/02) setting out initial 

proposals for a revised prudential regime for MiFID investment firms in the EU.  Although this would affect 

areas falling within the CRR II and CRD V legislative packages, the DP relates to a possible more fundamental 

reform of the EU prudential regime as part of a wider review of the existing rules.  It would cover UK firms 

currently classified as "exempt-CAD" firms, BIPRU firms and IFPRU firms.   

The proposals are not fully formed and the EBA has put forward a number of potential options in certain areas.  

We have summarised the key elements of the DP briefly below.  

Reclassification of investment firms using three-tiered approach 

The EBA recognises that the existing EU prudential regime for investment firms has largely been a "one size fits 

all" approach, covering a wide range of entities from large and systemically important investment banks to 

small asset managers and brokers.  The EBA has therefore suggested that the EU could adopt a three-tier 

prudential classification regime, divided between: 

● systemic and bank-like firms which would remain subject to the full requirements of the CRR, which the 

EBA indicates are likely to be G-SIIs or O-SIIs (Class 1 firms); 

● investment firms that are not systemic and bank-like, but which are exposed to specific risks and required 

tailored rules (Class 2 firms); and 

● very small, non-interconnected firms (Class 3 firms). 

In order to distinguish between Class 2 and Class 3 firms, the EBA has suggested that it could set specific 

quantitative thresholds relating to balance sheet size, income or turnover and/or assets under management.  

One of its suggestions is to adopt the basic test for "nano" enterprises in the context of the EU's criteria for 

classifying small and medium sized enterprises.  If that test is adopted, this would mean that firms would 

become Class 2 firms once their balance sheet size or income or turnover exceeded EUR 2 million.  This would 

result in the majority of investment firms being treated as Class 2 firms.   

Initial capital requirements 

The EBA states that the existing initial capital requirements (ICRs), which a minimum "floor" for investment 

firms are still based on figures that were first set out in the Capital Adequacy Directive and which have not been 

updated to reflect inflation.  As a result, the EBA considers that there may be a case for increasing ICRs for all 

firms. 

The current EUR 50,000 ICR for firms that do not hold client money or assets results from a national 

discretion that has not been adopted by all Member States.  The EBA has suggested that there may be a case for 

removing this reduced ICR in order to encourage harmonisation across the EU, or otherwise increasing it to 

EUR 100,000.   Firms that hold client money or assets are currently subject to an ICR of EUR 125,000, which 

the EBA has suggested could be increased to EUR 250,000.  Firms that are currently subject to an ICR of EUR 

https://www.eba.europa.eu/documents/10180/1647446/Discussion+Paper+on+a+new+prudential+regime+for+Investment+Firms+%28EBA-DP-2016-02%29.pdf
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730,000 (e.g. because they deal on own account, engage in underwriting or placing on a firm commitment 

basis, or operate a multilateral trading facility) could have their ICRs increased to EUR 1,500,000.  

If the ICRs are raised, the EBA has suggested that there should be appropriate transitionals that provide for a 

graduated annual increase over time.   

The EBA has also indicated that it may review the current ability of firms to rely in whole or in part on 

professional indemnity insurance to cover all or part of their ICRs due to concerns that third party insurers 

may seek to avoid or delay paying out.   

Risk factors 

The EBA considers that the risks that investment firms face can be subdivided into three broad categories: risk 

to customers (RtC), risk to the market (RtM) and risk to the firm (RtF).  It suggests that the prudential system 

should operate on the basis of two key principles: 

● firms that pose more risk to the markets or consumers should have a higher regulatory capital requirement; 

and 

● among firms that are exposed to similar risks, firms with more on-balance sheet and/or off-balance sheet 

exposure risk should hold more capital than those with lower risk.   

Within each of the broad risk categories, the EBA considers that there are individual factors which could be 

taken into account to calibrate the prudential requirements – it terms these individual risk factors "K-

factors".   

For example, the EBA considers that RtC K-factors may include: 

● assets under management; 

● assets under advice (which investment advice is provided on an ongoing basis, rather as one-off advice in 

connection with a transaction); 

● assets safeguarded and administered; 

● client money held; 

● liabilities to customers (e.g. where the firm has granted a guarantee or indemnity to its customers, or where 

the firm has written contracts such as CFDs for clients and the client is "in the money" in relation to such 

contracts); and 

● customer orders handled, where the firm is providing the services of reception and transmission, execution 

or dealing.   

The RtM K-factors are essentially limited to proprietary trading activities and possibly securitisation "skin in 

the game" retention requirements.   

The idea is that the individual K-factors will each feed in to the overall calculation of a firm's capital 

requirement so that firms that are exposed to more risks will need to take into account more K-factors and 

firms that are exposed to larger risks will be performing calculations using larger K-factor figures.   

The EBA is suggesting that the RtF K-factor could operate as a form of uplift to the sum of the RtC and RtM K-

factors.  It could be based on the CRR leverage ratio calculation rules, so that firms that use higher levels of 

leverage on the firm's balance sheet will have a higher resulting uplift to reflect the EBA's view that they could 

engage in poorer behaviour and operate weaker controls when they come under financial pressure.   



 

 

 

 

 

 

36 
 

The EBA would retain a fixed overheads requirement (FOR) as a floor so that firms that have very low K-

factors would instead need to maintain the higher of their FOR and their ICR.  It has noted that in certain 

contexts, the interaction between the FOR and the K-factor calculation may not work well and may need 

further modifying rules to accommodate those situations.  The FOR would be new for firms currently classified 

as "exempt-CAD" firms.   

Fixed overheads requirements 

Under the existing regime, the FOR is currently set at 25% of annual fixed overheads.  The EBA is suggesting, 

however, that the FOR could be increased, possibly by giving individual Member States discretion to set this at 

a higher level.  Currently, national regulators may choose to impose requirements above the 25% FOR as part 

of the Pillar 2 assessment process, but this is at the discretion of the relevant regulator.   

Definition and quality of regulatory capital 

The EBA acknowledges in the DP that some firms operate in legal forms other than companies, including 

partnerships, LLPs and, in certain cases, sole traders.  The current definitions of regulatory capital (particularly 

in relation to Common Equity Tier 1 capital) include concepts of "permanence" which can cause difficulties in 

relation to these different legal structures where partners may have a civil right under national law to leave the 

firm and withdraw capital.  The EBA is also concerned that the administrative procedures required to authorise 

the withdrawal of capital form firms in such situations may be deterring individuals from contributing capital 

in the first place.   

As a result, the EBA suggests that it may review the definitions of the various classes of regulatory capital to 

address these issues and will look to lower administrative burdens for the withdrawal of capital which is n 

longer needed to meet capital requirements. In addition, the EBA may look to simplify the current tiering of 

regulatory capital for smaller firms in light of the fact that most of their capital is normally provided through 

plain vanilla Common Equity Tier 1 shares or capital contributions or simple Additional Tier 2 subordinated 

debt.  

Liquidity requirements 

The EBA considers that common minimum liquidity standards should be introduced, but acknowledges that 

the current complicated liquidity coverage ratio and net stable funding ratio rules under the CRR are not 

appropriate for investment firms.  Instead, the EBA is looking to design a new liquidity regime and is seeking 

input on how liquid assets should be defined for these purposes.  It has proposed a number of possible models 

for the new liquidity, ranging from a simple approach whereby the liquidity requirement it set as a proportion 

of the firm's own funds requirement to the use of liquidity buffers.   

The EBA has also suggested that it may introduce additional qualitative liquidity requirements, including new 

systems and controls, a liquidity risk oversight function and potentially intra-day liquidity risk rules.  

Other aspects 

The EBA is considering reintroducing a large exposures regime for all investment firms.  In addition, it may 

also take the opportunity under the revised prudential regime to give certain clarifications on the existing rules 

for consolidation groups, although it does not seem to be endorsing a fundamental change in the rules in that 

area. 

Encouragingly, the EBA has also noted that the existing COREP (and to the extent applicable, FINREP) 

reporting requirements for investment firms are very burdensome.  It has suggested that it may look at 

establishing a new and proportionate reporting regime for Class 3 firms, although in responding to the DP, the 

industry may wish to argue that this revised regime should be extended to Class 2 firms as well. 
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Next steps 

The EBA has not yet reached a firm decision that an entirely new prudential regime is required; it has indicated 

that it could still seek to retain the existing CRR and merely tweak certain aspects of the rules in relation to 

Class 2 and Class 3 firms.  However, on balance, it seems that the EBA is more in favour of establishing a 

wholly separate regime for these types of firms, given the significant difference between their risk profiles and 

those of Class 1 firms and credit institutions. 

Firms have until 2 February 2017 to respond to the DP.  The resulting EBA report is expected to follow in 

June 2017, with the Commission indicating that it will present any appropriate legislative proposals to establish 

a new prudential regime for non-systemic EU investment firms by the end of 2017.   

EBA SREP GUIDELINES 

Background 

On 19 December 2014, the EBA published guidelines on common procedures and methodologies for the SREP 

(EBA/GL/2014/13).  These guidelines are addressed to national regulators, including the FCA and the PRA, 

and have applied since 1 January 2016.   

The guidelines set out a detailed range of factors that national regulators should consider when undertaking 

SREPs in relation to firms subject to the CRD IV regime.  For the purposes of the guidelines, institutions are 

divided into categories, broadly comprising the following: 

● Category 1 firms, being G-SIIs and O-SIIs; 

● Category 2 firms, being medium to large firms that are not category 1 firms and which operate 

domestically or with sizeable cross-border activities in several business lines, including non-banking 

activities; 

● Category 3 firms, being small to medium institutions that do not fall within category 1 or category 2 and 

which operate domestically or with non-significant cross-border operations in a limited number of business 

lines with a limited number of products; and 

● Category 4 firms, being all other small non-complex domestic institutions that do not fall within 

categories 1 – 3.  For example, such firms may have a limited scope of activities and non-significant market 

shares in their lines of business. 

Practical impact 

Many smaller asset managers and brokers are likely to constitute category 4 firms for these purposes. 

The guidelines require national regulators to apply the principle of proportionality when considering the scope, 

frequency and intensity of their SREP engagement and dialogue with firms.  For these purposes, the guidelines 

set out different monitoring and review requirements based on the relevant category to which the firm has been 

assigned.   

In relation to category 4 firms, the guidelines state that national regulators should assess all individual SREP 

elements and inform the firm of the outcome of the overall assessment at least once every 3 years.  As a result, 

smaller CRD IV firms may find that they are subject to increased SREP reviews of their ICAAPs by the FCA.   

EBA GUIDELINES ON SHADOW BANKING EXPOSURES 

In December 2015, the EBA published its final guidelines under the CRR on limits on exposures to shadow 

banking entities (EBA/GL/2015/20). These guidelines have applied since 1 January 2017.   

https://www.eba.europa.eu/documents/10180/935249/EBA-GL-2014-13+(Guidelines+on+SREP+methodologies+and+processes).pdf
http://www.eba.europa.eu/documents/10180/1310259/EBA-GL-2015-20+Final+report+on+GL+on+Shadow+Banking+Entities
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By way of reminder, we set out a short summary of the key elements of these guidelines below. 

Scope of firms affected by the guidelines 

These guidelines are only directly relevant to those firms that are subject to the large exposures regime under 

the CRR – i.e. currently, credit institutions, UK firms classified as full-scope IFPRU investment firms and their 

EU equivalents.   

However, due to the restrictions that they impose on the activities of credit institutions and full-scope IFPRU 

investment firms, the guidelines will also be indirectly relevant to any entity which is classified as a shadow 

banking entity.  

Meaning of "shadow banking entity" 

For these purposes, a "shadow banking entity" is any undertaking that carries out "bank-like activities 

involving maturity transformation, liquidity transformation, leverage, credit risk transfer or similar 

activities", subject to certain very narrow exceptions.  This is a very wide definition that could potentially 

capture a number of different entities, including investment funds and securitisation vehicles.   

However, certain types of entities are excluded from the definition of a shadow banking entity, including for 

example: 

● credit institutions and investment firms subject to the CRR, and non-EU investment firms and credit 

institutions considered to be subject to equivalent supervisory requirements; 

● undertakings falling within a CRR firm's consolidation group; 

● EU insurance and reinsurance undertakings and non-EU insurance and reinsurance undertakings 

considered to be subject to equivalent supervisory requirements; 

● IORPs; 

● UCITS funds and non-EU funds considered to be subject to equivalent supervision, unless they operate as 

money market funds; 

● AIFs as defined under the AIFMD (unless they operate as money market funds), except: 

- AIFs that deploy leverage on a substantial basis; or 

- AIFs which are allowed to originate loans or purchase third party lending exposures onto their balance 

sheets pursuant to the relevant fund rules or instruments of incorporation;  

● EU long term investment funds (ELTIFs), qualifying venture capital funds (EuVECAs) or qualifying social 

entrepreneurship funds (EuSEFs); and   

● central counterparties (CCPs) as defined in EMIR that are established in the EU and non-EU CPPs 

recognised pursuant to EMIR.   

Fund managers should therefore note that certain types of AIFs are capable of being classified as shadow 

banking entities and may be indirectly affected by the requirements imposed by the guidelines.   

Non-material exposures 

An exposure to a shadow banking entity is only deemed to be an "exposure" for the purposes of the guidelines if 

its value, after taking into account the effect of any permitted credit risk mitigation under the CRR, is equal to 

or more than 0.25% of the eligible capital of the firm that is directly subject to the guidelines.   
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"Eligible capital" is defined in the CRR as being the sum of: 

● all of the firm's Common Equity Tier 1 capital; 

● all of the firm's Additional Tier 1 capital; and 

● the firm's Tier 2 capital, but only to the extent that this is equal to or less than one third of the firm's Tier 1 

capital (i.e. the sum of its Common Equity Tier 1 and Additional Tier 1 capital).   

This means that any exposure that falls below this de minimis threshold does not constitute a shadow banking 

exposure and can be discounted entirely for the purposes of the guidelines. 

General requirements under the guidelines 

Firms that are directly subject to the guidelines are required to: 

● identify their individual exposures to shadow banking entities, the risks arising from such exposures and 

the potential impact of those risks; 

● establish an internal framework to identify, manage, control and mitigate the risks arising from shadow 

banking exposures; 

● ensure that such risks are taking into account as part of the firm's ICAAP process; 

● based on the firm's risk assessment, set a risk tolerance for exposures to shadow banking entities and 

implement appropriate action plans if the limits set by the institution are breached; 

● implement a robust process for determining interconnectedness between shadow banking entities 

themselves, and between shadow banking entities and the firm; and 

● have effective procedures and reporting processes to the firm's management body regarding shadow 

banking exposures.   

However, the guidelines contemplate that some institutions may not be able to comply with all these 

requirements, in which case they are required to use the fall-back approach explained below.   

Approaches to determining risk limits for shadow banking exposures 

When setting risk limits for shadow banking exposures, firms are required to apply one of two different 

approaches: the principal approach or the fall-back approach.  

Under the principal approach, the firm is able to set its own: 

● aggregate limit for all exposures, relative to the firm's eligible capital; and 

● within the aggregate limit, separate limits on exposures to individual shadow banking entities.  

However, a firm can only apply the principal approach where it has sufficient information about the relevant 

shadow banking entity so as to be able to make certain required assessments under the guidelines and where it 

otherwise complies with the risk governance and control aspects of the general requirements.  The required 

information varies depending upon whether the firm is setting the aggregate limit or the specific limits. 

When setting the aggregate limit, the firm must consider: 

● the firm's own business model, risk management framework and risk appetite; 
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● the size of the firm's current exposures to shadow banking entities relative to its total exposures and relative 

to its total exposure to regulated financial sector entities; and 

● interconnectedness between the firm and shadow banking entities, and between the various shadow 

banking entities to which the firm is exposed.  

When setting individual limits, the firm must consider, amongst other factors: 

● the regulatory status of the shadow banking entity and whether it is subject to specific prudential or 

supervisory requirements; 

● the financial situation of the shadow banking entity, including its capital position, leverage and liquidity 

position; 

● information about the portfolio of the shadow banking entity, in particular non-performing loans; 

● available evidence about the adequate of the shadow banking entity's credit analysis performed on its 

portfolio, if applicable; 

● whether the shadow banking entity will be vulnerable to asset price or credit quality volatility; 

● the concentration of credit intermediation activities (as defined above) relative to other business activities 

of the shadow banking entity; 

● the interconnectedness between the firm and the shadow banking entity, and between the various shadow 

banking entities to which the firm is exposed; and 

● any other relevant factors identified by the firm pursuant to its shadow banking risk assessment.  

If the firm is unable to meet the general requirements under the guidelines to have effective processes, control 

mechanisms and management body oversight of the firm's overall shadow banking exposures, it must apply the 

fall-back approach to all shadow banking exposures.  The fall-back approach imports the general large 

exposures limit from Article 395 CRR, essentially meaning that the firm cannot have an overall exposure to 

shadow banking entities that is greater than 25% of its eligible capital.  

If the firm can satisfy those general requirements, but lacks the information set out above in relation to specific 

shadow banking entities, it must apply the fall-back approach only in relation to exposures to those entities.  

The principal approach can be applied to all other exposures in relation to which the necessary requirements 

are met.   

Practical impact for shadow banking entities 

The guidelines may potentially affect the ability of EU banks and large EU investment firms to invest in, or to 

become a counterparty to a transaction with, shadow banking entities (as defined).  This may result from the 

fact that the relevant firm that is subject to the guidelines does not wish to breach its overall limit for aggregate 

shadow banking exposures and/or its specific limit for exposures to the particular shadow banking entity. 

In many cases, it is likely that EU banks and investment firms would prefer to set their own limits for these 

purposes under the principal approach.  In order to ensure that they meet the necessary information 

requirements, such firms may request additional information from shadow banking entities when establishing 

the relevant relationship.   
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REMUNERATION DEVELOPMENTS 

CRD V REMUNERATION PROPORTIONALITY PROVISIONS 

The permitted application of the proportionality principle to the existing CRD IV remuneration rules has been 

a contentious area during the last few years, culminating most recently in the FCA and PRA's refusal to apply 

certain aspects of the EBA's CRD IV remuneration guidelines in relation to the so-called "bonus cap".   

The proposed text of CRD V attempts to introduce a more uniform application of the proportionality principle 

across the EU by providing for specific set quantitative thresholds below which certain remuneration 

requirements may be disapplied.  In all other cases, the remuneration rules would have to be applied in full.   

For these purposes, firms may only disapply key remuneration requirements in the following cases: 

● in relation to the entire firm, if the value of the assets of the firm are on average equal to or less than 

EUR 5 billion over the four-year period immediately preceding the current financial year.  For these 

purposes, it appears that this is intended to refer to the balance sheet assets of the firm rather than, for 

example, assets under management; or 

● in relation to specific staff members, if the annual variable remuneration of the relevant person does not 

exceed EUR 50,000 and does not represent more than 25% of the staff member's annual total 

remuneration.  

It is clear that the carve-out in relation to specific individual staff members has been set at a relatively low level 

and therefore, depending upon the type of business that the firm operates, the disapplication may prove to be 

of limited use. However, many smaller asset managers and brokers that fall within scope of the CRD regime 

may be able to rely on the firm-wide exclusion anyway, given that their balance sheet assets are likely to be 

considerably lower than EUR 5 billion.  In both cases, however, these derogations may be disapplied by 

national regulators.  

Nonetheless, even where proportionality can be applied, the CRD V text permits only the following 

remuneration requirements to be disapplied: 

● payment of at least 50% of any variable remuneration to the relevant member of staff in shares or 

equivalent ownership interests; 

● deferral of a substantial proportion, and in any event at least 40%, of the variable remuneration component 

over a period which is not less than 3 – 5 years and which is correctly aligned to the nature of the business, 

its risks and the activities of the relevant member of staff.  Such remuneration must vest no faster than on a 

pro-rata basis and in the case of variable remuneration of a particularly high amount, at least 60% of the 

amount must be deferred; and 

● where an employee leaves the firm before retirement, retention of discretionary pension benefits by the 

firm for a period of 5 years in the form of shares or equivalent ownership interests.   

Crucially, therefore, if the CRD V amendments are adopted in their current form, firms could no longer 

disapply, amongst other requirements, any of the following: 

● the requirement to set appropriate ratios between variable and fixed remuneration and in particular, to 

ensure that the ratio does not exceed 1:1 or 2:1 with shareholder or member consent (i.e. the "bonus cap"); 

and 

● the requirement, subject to applicable national contract or labour law, to ensure that up to 100% of total 

variable remuneration is subject to malus or clawback arrangements.   
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The effect of the CRD V provisions would therefore be to remove the FCA and PRA's ability to adopt a more 

flexible approach in relation to the application of proportionality for smaller firms, making all firms that are 

within the scope of the CRD regime subject to the bonus cap and at least some of the onerous "pay-out process 

rules".   

CRD V provides for the Commission, in close cooperation with the EBA, to review the application of the revised 

proportionality rules four years after CRD V enters into force.  Following that review, the Commission will 

present a report to the European Parliament and Council, along with a legislative proposal for any amendments 

deemed necessary.   

In part, however, the application of the CRD V rules to smaller firms may also be affected by the outcome of the 

EBA's review of the existing prudential regime (see above) and any resulting proposals for new prudential rules 

for non-systemic EU investment firms.  Nonetheless, it is possible that the CRD V amendments may take effect 

before any new prudential regime comes into force.   

EBA FINAL GUIDELINES ON SOUND REMUNERATION POLICIES UNDER CRD IV AND CRR REMUNERATION DISCLOSURES 

In December 2015, the EBA issued its final guidelines on sound remuneration policies under CRD IV and 

remuneration disclosures under the CRR (EBA/GL/2015/22).  The guidelines apply from 1 January 2017. 

The guidelines contained a number of important interpretations of different aspects of the CRD IV 

remuneration rules, including the application of the bonus cap and the circumstances in which proportionality 

could be applied to "neutralise" various remuneration principles.  We published a client briefing at the time, 

explaining key points contained in the guidelines.   

The EBA's guidelines refer to the possibility of subsequent legislative clarification of the correct application of 

the principle of proportionality.  This suggestion has now been brought forward in the CRD V proposals 

outlined above.   

On 29 February 2016, the FCA and the PRA announced that they would comply with all aspects of the 

guidelines, except the requirement to apply the "bonus cap" to all CRD IV firms.  Firms should 

therefore ensure that they have reviewed the guidelines in full and have incorporated the requirements into 

their policies and procedures, except in relation to the bonus cap rules.  

In September 2016, the FCA published a consultation paper (CP 16/28) setting out proposed new guidance and 

rules changes to reflect the EBA's guidelines.  These amendments were expected to enter into force on 1 

January 2017, but the FCA Board does not yet appear to have adopted the appropriate instrument and no 

corresponding policy statement has been published.  Firms should continue to monitor developments for any 

related FCA announcements in early 2017.     

ESMA GUIDELINES ON SOUND REMUNERATION POLICIES UNDER THE UCITS DIRECTIVE AND AIFMD 

The UCITS V Directive has applied since 18 March 2016 and the SYSC 19E UCITS Remuneration Code has 

applied to UK UCITS management companies since that date.   

The UCITS V Directive did not specify particular transitional arrangements, but the FCA took the view that 

firms should apply the relevant UCITS remuneration principles to the first full performance year commencing 

after 18 March 2016.  In practice, since firms have typically aligned their performance year with their financial 

year, which in turn is often aligned with the calendar year, many firms will be applying the relevant 

remuneration principles in full for the first time from 1 January 2017.   

On 31 March 2016, ESMA published its final guidelines on sound remuneration policies under the UCITS 

Directive (ESMA/2016/411), which are also specified to apply from 1 January 2017 (or, in relation to the 

payment of variable remuneration, to the first full performance period beginning on or after 1 January 2017).  

These supplement the basic rules in SYSC 19E and provide more detailed information on the approach that 

firms should adopt when complying with the UCITS remuneration principles.   

http://www.eba.europa.eu/documents/10180/1314839/EBA-GL-2015-22+Guidelines+on+Sound+Remuneration+Policies.pdf/1b0f3f99-f913-461a-b3e9-fa0064b1946b
http://www.traverssmith.com/assets/pdf/legal-briefings/Client_briefing_on_EBA_final_guidelines_on_sound_remuneration_policies_under_CRD_IV.pdf
https://www.fca.org.uk/sites/default/files/cp16-28.pdf
https://www.esma.europa.eu/sites/default/files/library/2016-411_final_report_on_guidelines_on_sound_remuneration_policies_under_the_ucits_directive_and_aifmd.pdf
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The FCA has not yet indicated whether it will "comply or explain" with the ESMA guidelines, but since these 

largely mirror ESMA's AIFM remuneration guidelines, it is expected that the FCA will adopt the guidelines in 

due course.  The FCA also released a statement in November 2016, confirming that it currently does not intend 

to issue guidance on the SYSC 19E Remuneration Code.  However, the FCA suggested that firms may wish to 

review both the ESMA guidelines and the FCA's guidance on the AIFMD remuneration rules, which it notes are 

similar to the UCITS requirements.   

The similarity of the ESMA UCITS guidelines with the existing ESMA AIFM guidelines should assist in the 

group-wide application of rules in groups containing both AIFMs and UCITS managers.   

The ESMA guidelines also contained a small amendment to the existing AIFM guidelines, clarifying how the 

AIFM remuneration requirements should be applied in a group context.  The new text mirrors text in the 

UCITS remuneration guidelines which confirms that staff within an AIFM or UCITS manager may still be 

"identified staff" for the purposes of the group-wide application of the CRD IV remuneration rules.   

MIFID II AND FCA SYSC 19F REMUNERATION CODE 

MiFID II introduces a number of new rules relating to staff incentives and the remuneration of sales staff and 

advisers which are designed to help avoid conflicts of interest and improper behaviour in the sales process.  The 

relevant requirements are very general in nature and the FCA is proposing to include them in a new section of 

the Handbook, SYSC 19F, from 3 January 2018.   

Although many firms are already likely to be complying with the necessary requirements in relation to sales 

and advisory staff, the new rules will have the effect of requiring exempt-CAD and Article 3 (MiFID exempt) 

firms to have formal remuneration policies for the first time when MiFID II enters into effect.   

PSD 2: ONE YEAR TO GO 

Directive (EU) 2015/2366 on payment services in the internal market (PSD 2) must be transposed into 

national law to apply from 13 January 2018 – the existing Payment Services Directive will be repealed as of 

that date. However, the new security provisions under PSD 2 will come into force 18 months after the 

adoption of relevant regulatory technical standards developed by the EBA (see below). 

We summarised the key changes that PSD 2 will bring to the current regime in our New Year briefing 2016. An 

outline of the developments since then is set out below. 

RTS ON FRAMEWORK FOR CO-OPERATION AND EXCHANGE OF INFORMATION FOR PASSPORTING UNDER PSD 2 

On 14 December 2016, the EBA published the final draft RTS on the framework for co-operation and exchange 

of information between competent authorities for passport notifications under PSD 2, following its related 

consultation paper dated 11 December 2015.   In line with EBA's mandate under Article 28(5) of PSD 2, the 

final draft RTS specify the method, means and details of cooperation in the notification of payment institutions 

operating on a cross-border basis and, in particular, the scope of information to be submitted, including 

common terminology and standard notification templates to ensure a consistent and efficient notification 

process.   

In accordance with Articles 3(1) and 3(4) of Directive 2009/110/EC on the taking up, pursuit and prudential 

supervision of the business of electronic money institutions, the RTS also apply mutatis mutandis to relevant 

passport notifications of electronic money institutions (including those distributing electronic money in 

another Member State through natural or legal persons acting on their behalf). 

The main principles introduced by the draft RTS are as follows:   

● relevant institutions will be informed when the passport notification is transmitted from the home to the 

host competent authority of different Member States; 

http://www.traverssmith.com/assets/pdf/legal-briefings/FSM_new_year_flyer_2016.pdf
https://www.eba.europa.eu/documents/10180/1694291/Final+draft+RTS+on+passporting+%28EBA-RTS-2016-08%29.pdf
https://www.eba.europa.eu/documents/10180/1694291/Final+draft+RTS+on+passporting+%28EBA-RTS-2016-08%29.pdf
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● separate notification templates will be used in relation to passport applications by: (i) relevant institutions 

establishing a branch (without an agent or distributor); (ii) relevant institutions using agents (including the 

assessment of the competent authority of the home Member State) as to whether such use amounts to 

exercise of their right of establishment); (iii) electronic money institutions using distributors (including the 

assessment of the competent authorities of the home Member State as to whether such use amounts to the 

exercise of their right of establishment); and (iv) relevant institutions exercising the right to provide 

services with no agent or distributor; and 

● template notifications will include the Legal Entity Identifier (LEI) where possible. 

RTS ON STRONG CUSTOMER AUTHENTICATION AND SECURE COMMUNICATION 

The EBA in close co-operation with the ECB is developing RTS on strong customer authentication (SCA) and 

secure communication (SC) under PSD 2, as mandated by Article 98(1) of PSD 2. 

The EBA published its Discussion Paper, including draft RTS, on strong customer authentication and secure 

communication on 8 December 2015. The paper closed for comment on 8 February 2016.  

On 24 October 2016, the European Parliament wrote a letter to the EBA on the development of the RTS, in 

which it outlined its concerns about the SCA and SC standards.  Specifically it was of the view that payment 

initiation service providers and account information service providers should have direct access to the payer’s 

account without being required by an account servicing payment service provider to use a particular business 

model. In its letter, the European Parliament therefore raised concerns on the EBA’s proposal for a dedicated 

interface that could give rise to account servicing payment service providers excluding or limiting direct access 

to a payer’s account via existing online banking facilities.  Additionally, the European Parliament stated in its 

letter that it is of the view that the draft RTS were unclear in regarding the exemptions from the SCA, 

particularly, whether the exemptions are optional or mandatory.  

The EBA responded to the European Parliament, first by letter on 14 November 2016 and then by way of an 

introductory statement made by its Chairperson, Andrea Enria, at the scrutiny session at the ECON committee 

meeting on 29 November 2016. In that statement, the Chairperson gave an update on the status of the 

authority's work on the 11 mandates it is required to deliver under PSD 2 and in which he stated that the 

authority has had "difficult trade-offs to make between various competing objectives of the PSD2". 

The deadline for submission of the final RTS is 13 January 2017. However, the EBA said that, due to the large 

number of responses it has had to assess with limited resources, it is likely that it will submit the RTS a month 

or so later than the deadline. The RTS will not become effective until 18 months after adoption. 

EBA GUIDELINES: MINIMUM MONETARY AMOUNT OF PII OR OTHER COMPARABLE GUARANTEE 

On 22 September 2016 the EBA published a consultation paper on the draft Guidelines on the criteria on how 

to stipulate the minimum monetary amount of the professional indemnity insurance or other comparable 

guarantee under Article 5(4) of Directive (EU) 2015/2366.  The draft Guidelines include criteria, indicators and 

calculation methods for national competent authorities to use when they authorise a payment initiation service 

provider or register an account information service provider. The EBA’s consultation on the draft Guidelines 

closed on 30 November 2016.  The final Guidelines will be published by 13 July 2017, and will apply from 13 

January 2018.  If the final Guidelines are in the same form as the draft Guidelines on which the EBA is 

consulting, national competent authorities will be expected to make every effort to:  

● ensure that the minimum monetary amount of the PII or comparable guarantee allows undertakings to 

effectively meet the liabilities in relation to their activities by verifying that a PII or comparable guarantee 

does not have any excess as a threshold and is valid when the liability occurs (Guideline 1); 

● use (i) a set of publicly available risk profile; activity type; activity size; and comparable guarantee criteria; 

and (ii) a prescribed formula, when they set the minimum monetary amount for the PII or comparable 

guarantee (Guidelines 2 to 7); 

https://www.eba.europa.eu/documents/10180/1303936/EBA-DP-2015-03+%28RTS+on+SCA+and+CSC+under+PSD2%29.pdf
https://www.eba.europa.eu/documents/10180/1656822/%28EBA-2016-E-957%29%20Letter+from+MEPs+Ferber+and+Tajani+re+PSD2.pdf/0cd3dd58-ec5d-40a0-8d5b-6e7917f0ac56
http://www.eba.europa.eu/documents/10180/1676784/Introductory+statement+of+Andrea+Enria+at+the+Committee+on+Economic+and+Monetary+Affairs+%28ECON%29%20of+the+European+Parliament+291116.pdf
https://www.eba.europa.eu/documents/10180/1586019/EBA-CP-2016-12+%28Consultation+Paper+on+draft+Guidelines+on+PII+under+PSD2%29.pdf
https://www.eba.europa.eu/documents/10180/1586019/EBA-CP-2016-12+%28Consultation+Paper+on+draft+Guidelines+on+PII+under+PSD2%29.pdf
https://www.eba.europa.eu/documents/10180/1586019/EBA-CP-2016-12+%28Consultation+Paper+on+draft+Guidelines+on+PII+under+PSD2%29.pdf
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● require firms to hold PII or a comparable guarantee, but not both (Guideline 8); and 

● when granting the authorisation and/or registration stipulate that firms review, and if necessary re-

calculate, the minimum monetary amount of the PII or comparable guarantee at least on an annual basis 

(Guideline 9). 

EBA GUIDELINES: INFORMATION TO BE PROVIDED TO COMPETENT AUTHORITIES FOR AUTHORISATION OF PAYMENT 

INSTITUTIONS AND E-MONEY INSTITUTIONS AND FOR REGISTRATION AS ACCOUNT INFORMATION SERVICE 

PROVIDERS 

The EBA published a consultation on guidelines on the information to be provided to competent authorities for 

authorisation of payment institutions and e-money institutions and for registration as account information 

service providers dated 3 November 2016.  The draft Guidelines specify: 

● the types of information that applicants are required to submit to meet the relevant requirements under 

PSD 2; and 

● information requirements in respect of the process applicants must have in place to file, monitor, track, and 

restrict access to sensitive payment data; their business continuity arrangements; internal anti-money 

laundering controls and other matters.  

The Guidelines will apply in their entirety to payment and e-money institutions, whereas only some, or some 

parts, of the Guidelines will apply to account information service providers and payment initiation service 

providers.  The Guidelines are of interest to existing authorisation holders too as they reflect the minimum 

conditions that must be met to secure an authorisation and therefore have the potential to form part of the 

conditions for granting authorisation which, if not continuously met, could lead to the withdrawal of an 

authorisation. 

The deadline for submission of comments is 3 February 2017.  

EBA GUIDELINES: MAJOR INCIDENTS REPORTING 

On 7 December 2016, the EBA published a consultation paper on draft Guidelines on major incidents reporting 

under PSD 2, as mandated by Article 96(3) of PSD 2. The draft Guidelines set out: 

● the criteria and methodology to be used by payment service providers (PSPs) in order to determine 

whether an operational or security incident should be considered major and, consequently, be reported 

without undue delay to the competent authority in the home Member State; 

● the templates that payment service providers must use for the initial, intermediate and final reports they 

must send to the competent authority during the lifecycle of the incident, including the related timeframe;  

● indicators that Member State competent authorities need to use when assessing the relevance of a major 

operational or security incident to other domestic authorities and the minimum information that Member 

State competent authorities should share with other domestic authorities when they consider an incident to 

be relevant; and  

● a requirement that competent authorities should always provide the EBA/ECB with all reports received 

from (or on behalf of) PSPs affected by a major operational or security incident.  

The deadline for comments on the consultation paper is 7 March 2017. The EBA is required to issue the 

guidelines by 13 January 2018. 

https://www.eba.europa.eu/news-press/calendar?p_p_id=8&p_p_lifecycle=0&p_p_state=normal&p_p_mode=view&p_p_col_id=column-1&p_p_col_count=1&_8_struts_action=%2Fcalendar%2Fview_event&_8_redirect=https%3A%2F%2Fwww.eba.europa.eu%2Fnews-press%2Fcalendar%3Fp_p_id%3D8%26p_p_lifecycle%3D0%26p_p_state%3Dnormal%26p_p_mode%3Dview%26p_p_col_id%3Dcolumn-1%26p_p_col_count%3D1%26_8_tabs1%3Devents%26_8_eventTypes%3Dconsultation%252Cdiscussion&_8_eventId=1646242
https://www.eba.europa.eu/news-press/calendar?p_p_id=8&p_p_lifecycle=0&p_p_state=normal&p_p_mode=view&p_p_col_id=column-1&p_p_col_count=1&_8_struts_action=%2Fcalendar%2Fview_event&_8_redirect=https%3A%2F%2Fwww.eba.europa.eu%2Fnews-press%2Fcalendar%3Fp_p_id%3D8%26p_p_lifecycle%3D0%26p_p_state%3Dnormal%26p_p_mode%3Dview%26p_p_col_id%3Dcolumn-1%26p_p_col_count%3D1%26_8_tabs1%3Devents%26_8_eventTypes%3Dconsultation%252Cdiscussion&_8_eventId=1646242
https://www.eba.europa.eu/news-press/calendar?p_p_id=8&p_p_lifecycle=0&p_p_state=normal&p_p_mode=view&p_p_col_id=column-1&p_p_col_count=1&_8_struts_action=%2Fcalendar%2Fview_event&_8_redirect=https%3A%2F%2Fwww.eba.europa.eu%2Fnews-press%2Fcalendar%3Fp_p_id%3D8%26p_p_lifecycle%3D0%26p_p_state%3Dnormal%26p_p_mode%3Dview%26p_p_col_id%3Dcolumn-1%26p_p_col_count%3D1%26_8_tabs1%3Devents%26_8_eventTypes%3Dconsultation%252Cdiscussion&_8_eventId=1646242
https://www.eba.europa.eu/news-press/calendar?p_p_id=8&_8_struts_action=%2Fcalendar%2Fview_event&_8_eventId=1688807
https://www.eba.europa.eu/news-press/calendar?p_p_id=8&_8_struts_action=%2Fcalendar%2Fview_event&_8_eventId=1688807


 

 

 

 

 

 

46 
 

FCA APPROACH TO PAYMENT SERVICES REGIME 

Further to its call for input on its approach to the current payment services regime in February 2016, the FCA 

published FS16/12, its feedback statement in November 2016. In that document it noted that: 

● respondents are broadly content with the current guidance in the FCA’s Payment Services Approach 

Document and Chapter 15 of PERG and find it a useful source of information; 

● respondents feel the guidance in the Approach Document could be updated to reflect developments in the 

market since it was first published in 2009; 

● many respondents requested further guidance on specific matters; and 

● most respondents considered that combining the FCA's payment services and e-money Approach 

Documents would be useful. 

In light of the feedback on the approach under the existing regime, the FCA will now develop its approach to 

the PSD 2 regime and will issue a consultation on the necessary Handbook changes and updated guidance "in 

2017" with the aim of publishing final guidance to help PSPs comply with the revised regime "as far as possible 

in advance of January 2018". 

EU CENTRAL SECURITIES DEPOSITORIES REGULATION  

BACKGROUND 

The Regulation on improving securities settlement in the EU and on central securities depositories (Regulation 

909/2014), the EU Central Securities Depositories Regulation (CSDR), came into force on 17 September 2014, 

but with phased implementation of its various provisions over a number of years. For instance: 

● the requirement under Article 3(2) of CSDR came into force with the Regulation - this provides that where a 

transaction in transferable securities takes place on a trading venue (i.e., an EU regulated market, MTF or 

OTF), the relevant securities must be recorded in book-entry form in a CSD on or before the intended 

settlement date unless the relevant securities have already been so recorded – this obligation appears to 

apply to the operator of the trading venue and applies to such transferable securities issued by an issuer 

whether established inside or outside the European Union; 

● the requirement for transactions in transferable securities which are executed on trading systems to be 

subject to a T+2 intended settlement date (subject to certain exceptions) broadly came into force on 1 

January 2015 (although this had been effective in the UK since 6 October 2014); 

● the measures to prevent settlement fails in Article 6 of CSDR and to address settlement fails in Article 7 of 

CSDR do not become effective until the related Level 2 measures have been adopted; and 

● the requirement for issuers established in the EU to immobilise or dematerialise transferable securities 

admitted to trading or traded on a trading venue will not require final implementation until 2023/2025.  

As regards this last point, it is worth remembering H.M. Treasury's comment in its consultation paper of 

December 2015 on changes to UK legislation in implementation of CSDR that "there may be a case for bringing 

dematerialisation forward" and that, as such, the government will consult on options for implementation. 

Nothing further on this has yet emerged – and indeed we are still waiting to hear further on the changes 

proposed in the consultation to FSMA, the UK Central Securities Depositories Regulations 2014 and the 

Uncertificated Securities Regulations 2001. It is likely that feedback will emerge during the early part of 2017. 

As mentioned above, a number of the provisions in CSDR do not apply until technical standards are in force 

and apply. We reported on the broad timetable for implementation, and on the main provisions of CSDR, in 

our New Year briefing 2016.  

https://www.fca.org.uk/publication/feedback/fs16-12.pdf
http://www.traverssmith.com/assets/pdf/legal-briefings/FSM_new_year_flyer_2016.pdf
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Below we briefly summarise the main developments since last year. 

DELEGATED AND IMPLEMENTING ACTS – CENTRAL SECURITIES DEPOSITORIES AND SYSTEMATIC INTERNALISERS 

On 11 November 2016, the European Commission adopted a delegated act, together with three regulatory 

technical standards and two implementing technical standards. These were endorsed without modification 

from the versions developed and submitted by the European Supervisory Authorities. Broadly speaking, these 

measures are relevant to CSDs and settlement internalisers. 

● Delegated act for the calculation of cash penalties for settlement fails and the operations of central 

securities depositories in host Member States, together with Annex 

● Regulatory technical standards on authorisation, supervisory and operational requirements for central 

securities depositories, together with Annex 

● Regulatory technical standards specifying the content of the reporting of internalised settlements 

● Regulatory technical standards on prudential requirements for central securities depositories and 

designated credit institutions offering banking-type ancillary services, together with Annex 

● Implementing technical standards on standard forms, templates and procedures for authorisation, review 

and evaluation of central securities depositories, together with Annex 

● Implementing technical standards with regard to the templates and procedures for the reporting and 

transmission of information on internalised settlements, together with Annex 

All those measures in the form of a Delegated Regulation are now under consideration by the European Council 

and the European Parliament and, assuming no objections, will be published in the Official Journal and enter 

into force on the twentieth day following such publication. All those measures in the form of an Implementing 

Regulation (i.e. the ITS) will be published in the Official Journal and will enter into force on the twentieth day 

following such publication. 

Despite entering into force, the application date of a number of the provisions within the above acts will be 

postponed to a later date. For instance, the Delegated Regulation for the calculation of cash penalties for 

settlement fails will apply from two years following its publication in the Official Journal, subject to certain 

specified exceptions – this two-year delay is expected to be aligned with the postponement of the application of 

the RTS on settlement discipline measures (see below). Other provisions will also apply from the date of entry 

into force of delegated acts adopted by the Commission pursuant to Articles 6(5) and 7(15) of CSDR relating to 

settlement discipline measures – such delegated acts have not yet been adopted and ESMA has proposed a two-

year postponement of the application of their requirements (see below). 

SETTLEMENT DISCIPLINE MEASURES – ADOPTION OF FINAL RTS AWAITED 

These provisions will have an impact not only on CSDs, but also on trading venues and investment firms. 

The requirements under CSDR for trading venues, investment firms and CSDs to establish procedures to 

prevent (Article 6, CSDR), and on CSDs to address (Article 7, CSDR), settlement fails (collectively referred to 

as settlement discipline measures) come into force in accordance with Level 2 delegated legislation adopted by 

the Commission. 

On 1 February 2016, ESMA published its final report setting out its advice on the relevant technical standards 

in this regard, and proposed that the application date of the RTS should be delayed until two years after 

publication in the Official Journal. ESMA's rationale for this two-year phase-in was because CSDs, CCPs, 

trading venues and participants of trading venues would all require significant IT system builds in order to 

accommodate the new settlement discipline requirements. 

http://ec.europa.eu/finance/financial-markets/docs/csdr/20161111-delegated-act-cash-penalties_en.pdf
http://ec.europa.eu/finance/financial-markets/docs/csdr/20161111-delegated-act-cash-penalties_en.pdf
http://ec.europa.eu/finance/financial-markets/docs/csdr/20161111-delegated-act-cash-penalties-annex_en.pdf
http://ec.europa.eu/finance/financial-markets/docs/csdr/20161111-rts-csd-requirements_en.pdf
http://ec.europa.eu/finance/financial-markets/docs/csdr/20161111-rts-csd-requirements_en.pdf
http://ec.europa.eu/finance/financial-markets/docs/csdr/20161111-rts-csd-requirements-annex_en.pdf
http://ec.europa.eu/finance/financial-markets/docs/csdr/20161111-rts-internalised-settlements_en.pdf
http://ec.europa.eu/finance/financial-markets/docs/csdr/20161111-rts-prudential-requirements_en.pdf
http://ec.europa.eu/finance/financial-markets/docs/csdr/20161111-rts-prudential-requirements_en.pdf
http://ec.europa.eu/finance/financial-markets/docs/csdr/20161111-rts-prudential-requirements-annex_en.pdf
http://ec.europa.eu/finance/financial-markets/docs/csdr/20161111-its-csd-requirements_en.pdf
http://ec.europa.eu/finance/financial-markets/docs/csdr/20161111-its-csd-requirements_en.pdf
http://ec.europa.eu/finance/financial-markets/docs/csdr/20161111-its-csd-requirements-annex_en.pdf
http://ec.europa.eu/finance/financial-markets/docs/csdr/20161111-its-internalised-settlements_en.pdf
http://ec.europa.eu/finance/financial-markets/docs/csdr/20161111-its-internalised-settlements_en.pdf
http://ec.europa.eu/finance/financial-markets/docs/csdr/20161111-its-internalised-settlements-annex_en.pdf
https://www.esma.europa.eu/sites/default/files/library/2016-174_-_final_report_on_csdr_rts_on_settlement_discipline_0.pdf
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The draft RTS are currently still under review by the European Commission; if it were to adopt the two year 

"phase-in" as recommended by ESMA, the settlement discipline requirements are unlikely to come into force 

until 2019. 

WHISTLEBLOWING 

Article 65 CSDR requires Member States to ensure that their competent authorities establish effective 

mechanisms to encourage reporting of potential or actual infringements of CSDR to competent authorities. It 

also requires "institutions" to have in place appropriate procedures for their employees to report actual or 

potential infringements internally through a specific, independent and autonomous channel. The effective 

mechanisms mentioned above must provide appropriate protection for whistleblowing employees against 

retaliation, discrimination or other types of unfair treatment. 

The requirements on UK firms to have appropriate whistleblowing procedures will not come into force until the 

UK has passed implementing legislation. In its consultation paper, H.M. Treasury proposed the inclusion of a 

Regulation within amending regulations to the Central Securities Depositories Regulations 2014 that will 

require trading venues, investment firms, CCPs, settlement internalisers and designated credit institutions to 

have in place the necessary procedures. The parallel obligation is to be imposed on CSDs as a new recognition 

requirement under paragraph 40 of the Schedule to the Financial Services and Markets Act 2000 (Recognition 

Requirements for Investment Exchanges and Clearing Houses) Regulations 2001 (as amended).  

As mentioned above, feedback on the consultation is still awaited. 

ACCESS TO TRADING VENUES 

H.M. Treasury's consultation also proposed that the FCA would have the power to direct trading venues that 

are not recognised bodies – in practice, OTFs and some MTFs – to provide access to CSDs under Article 53(3) 

of CSDR. 

This is intended to mirror the corresponding power of direction given to the FCA in relation to recognised 

investment exchanges under section 296 of FSMA. 

EU MARKET ABUSE REGULATION  

The EU Market Abuse Regulation (MAR) has now been in force for six months, although aspects of the regime 

are still bedding down.  

MARKET SOUNDINGS 

For instance, the final version of ESMA's MAR Guidelines for persons receiving market soundings were first 

published as late as October 2016 but, then due to a "linguistic issue", had to be re-published on 10 November 

2016, with a revised application date of 10 January 2017. National competent authorities must indicate by 

that date whether they intend to adopt the Guidelines. The FCA has announced that it intends to adopt them. 

We have previously reported on the key issues for asset managers arising out of the Guidelines in our client 

briefing in February 2016. 

In practice, asset managers and other "buy-side" firms which are recipients of market soundings must ensure, 

if they have not already done so, that their systems and procedures are updated to take account of the ESMA 

Guidelines by 10 January 2017.  As mentioned above, the FCA has said that it will comply with ESMA's 

Guidelines: indeed, some of the MSR Guidelines reflect steps which the FCA had previously identified as good 

practice in 2015 (TR15/1: Asset managers and the risk of market abuse). While ESMA's Guidelines are not 

binding as such, the FCA's endorsement means that firms will be expected to comply and will need to have 

good arguments for any non-compliance with specific provisions. 

https://www.gov.uk/government/consultations/consultation-on-the-implementation-of-the-central-securities-depositories-regulation-csdr/consultation-on-implementing-csdr
https://www.gov.uk/government/consultations/consultation-on-the-implementation-of-the-central-securities-depositories-regulation-csdr/consultation-on-implementing-csdr
https://www.esma.europa.eu/document/mar-guidelines-persons-receiving-market-soundings
http://www.traverssmith.com/assets/pdf/legal-briefings/EU_Market_Abuse_Regulation_and_Asset_Managers%20-%20Guidelines%20for%20persons%20receiving%20market%20soundings(1).pdf
http://www.traverssmith.com/assets/pdf/legal-briefings/EU_Market_Abuse_Regulation_and_Asset_Managers%20-%20Guidelines%20for%20persons%20receiving%20market%20soundings(1).pdf
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ESMA Q&A 

ESMA has published a series of Questions and Answers on the Market Abuse Regulation (most recently 

updated on 20 December 2016).  Amongst other things, these Q&As include guidance on: 

● the term "persons professionally arranging or executing transactions" (who are subject to the obligations in 

MAR to prevent and detect market abuse) applies broadly and includes buy side firms, such as investment 

management firms, AIFs and UCITS managers, as well as proprietary traders; and 

● the rules which apply to "investment recommendations". 

EXTENSION OF SCOPE 

Firms should remember that MAR will be extended to apply to investments traded on organised trading 

facilities, SME growth markets and emission allowances (including auctioned products thereon) as from 3 

January 2018 (the date on which MiFID II comes into force). 

EUVECA/EUSEF: AMENDING REGULATION 

BACKGROUND 

Within the context of the broader Capital Markets Union (CMU) action plan, the Commission decided to 

accelerate its review of the Regulation on European Venture Capital Funds (EuVECA ) and the Regulation on 

European Social Entrepreneurship Funds (EuSEF)(which had not been due for review until 2017). The aim of 

the review was to determine how well the two Regulations have performed in facilitating the financing of young 

and innovative companies (EuVECAs) and enterprises aimed at achieving positive social impact (EuSEFs). 

The review found that the EU performs badly compared to the US in terms of financing start-ups, innovative 

SMEs and social enterprises and that the existing Regulations limit the way in which funds invest in assets and 

the way that managers fund them, do not interact with other EU funds laws as well as they might and have 

shortcomings as regards passporting.  

PROPOSED AMENDMENTS TO EUVECA AND EUSEF 

Consequently, on 14 July 2016, the Commission published a proposed Regulation amending both the EuVECA 

and EuSEF Regulations. The key changes in the Commission proposal would: 

● allow AIFMs that are authorised under AIFMD and which manage qualifying venture capital funds and/or 

qualifying entrepreneurship funds to seek registration for the funds and to use the "EuVECA" and "EuSEF" 

designations for the purposes of marketing in the EU; 

● amend Article 3 of the EuVECA Regulation to expand the list of qualifying investments to include: 

- small undertakings employing up to 499 persons which are not admitted to trading on a regulated 

market or MTF (as defined under MiFID II); and 

- small and medium-sized enterprises (SMEs) which are listed on an SME growth market (as such terms 

are defined under MiFID II); 

● reduce possible barriers to cross-border activity, by providing that registration of qualifying venture capital 

funds or qualifying social entrepreneurship funds is valid throughout the EU to allow marketing under the 

relevant EuVECA or EuSEF designation, and that competent authorities in host Member States shall not 

impose any requirements or administrative procedures (including fees and other charges) and shall not 

require approval of the marketing; and 

https://www.esma.europa.eu/sites/default/files/library/2016-1664_mar_qa_december_2016.pdf
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● empower ESMA to draft regulatory technical standards specifying the methodologies to determine what 

constitutes sufficient own funds for a EuVECA or EuSEF. 

However, the amending Regulation does not propose any amendments in relation to: 

- the 70/30 requirement (i.e. the requirement that a qualifying fund must intend to invest at least 70% of 

its aggregate capital contributions and uncalled committed capital in assets that are defined as 

"qualifying investments", and must not use more than 30% of its aggregate capital contributions and 

uncalled committed capital for the acquisition of assets other than qualifying investments); or 

- the stipulation that a qualifying fund can only be marketed to professional clients (as defined under 

MiFID) or other investors provided they commit a minimum EUR 100,000 and certify that they are 

aware of the investment risks. 

While the amending Regulation is explicit as regards the availability of the marketing passport, it is less clear as 

to whether there is a management passport. 

STATUS OF NEGOTIATIONS 

The proposed amending Regulation has been submitted to the Council and the European Parliament for 

negotiation and adoption under the co-decision procedure. There has been a number of Council compromise 

proposals, resulting in a final negotiating stance on 16 December 2016. The European Parliament published a 

draft report on 13 December 2016. Under the European Parliament's procedure file for the legislation, a first 

reading vote is scheduled in committee on 22 March 2017. 

PRACTICAL IMPACT IN THE UK 

There has been relatively little uptake of EuVECA and EuSEF funds in the UK to date (and the picture in the 

EU as a whole is not much better – on 14 July 2016, 70 EuVECA and 4 EuSEF had been notified to ESMA, 

considered by the Commission to be "satisfactory" but in need of improvement). In its response to the 

European Commission's September 2015 consultation on the review of EuVECA and EuSEF, the FCA had 

acknowledged that it had "limited experience" with the funds so far. It remains to be seen whether the changes 

introduced by the amending Regulation, once agreed, will make these funds more attractive in the UK. On the 

face of it, the maintenance of the 70/30 split may continue to be the biggest disincentive to those managers 

who, for tax reasons, wish to finance their funds through debt. However, it is possible that, regardless of any 

changes to the Regulations at the EU level, there may be more uptake for EuVECAs and EuSEFs if there is a 

move towards more "all-equity" deals. 

SECURITISATION REGULATION 

In September 2015, the European Commission published a legislative proposal for a new regulation to set out a 

general framework for securitisation in the EU (the Securitisation Regulation). The European Parliament 

have been considering the draft Securitisation Regulation throughout 2016.  Most recently, the Parliament's 

ECON Committee issued a further text setting out its preferred positions (the "Parliament text").  A single 

agreed compromise text has not yet been settled and so the various texts and proposed amendments (the 

Council's draft, the Parliament's amendments and the original Commission text) all pull in different directions.     

The principal purpose of the Securitisation Regulation is to: 

● harmonise (for banks, insurers, investment firms, AIFMs and UCITS managers) due diligence, risk 

retention and transparency requirements for parties involved in all forms of securitisations, including 

originators, sponsors, original lenders and investors; and  

● provide a legal framework for the adoption of so-called "simple, transparent and standardised" (STS) 

securitisations.   
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STS securitisations are a key part of the proposed EU Capital Markets Union proposals and are designed to 

provide a recognised brand for securitisations with a simpler and more transparent structure.  The proposals 

will also dovetail with separate proposed amendments to the prudential regime for investments in 

securitisations under the EU Capital Requirements Regulation (CRR).  These changes will result in less 

onerous prudential treatment for STS securitisations, but there will also be changes to the capital treatment of 

exposures to other types of securitisation (e.g. CLOs) for banks and investment firms.   

APPLICATION OF THE SECURITISATION REGULATION REQUIREMENTS TO "INSTITUTIONAL INVESTORS" 

The Securitisation Regulation would repeal the piecemeal regulation governing investments in securitisations 

contained in sectoral legislation such as AIFMD and the CRR and substitute a unified due diligence regime 

applying to institutional investors.  The due diligence regime includes an obligation on the institutional 

investor to check that there is a qualified originator, sponsor or original lender holding the risk retention 

investment in the securitisation.  However, the European institutions have adopted different definitions of an 

"institutional investor", with the result that the requirements will apply differently depending upon the 

definition used in the final text.   

To start with, there is broad agreement between the institutions that the following types of entities will be 

caught: 

● insurance and reinsurance undertakings falling within the scope of the Solvency II Directive; 

● institutions for occupational retirement provision (IORPs) that are subject to the IORP Directive (although 

the Council also proposes including delegates of IORPs); 

● UCITS management companies and internally managed UCITS funds; 

● credit institutions, as defined in the CRR; and 

● investment firms as defined in the CRR (meaning that in the UK, this would catch IFPRU investment firms, 

but not BIPRU firms or exempt-CAD firms).  

The European Parliament is also proposing to include the following additional types of entities within the 

definition of an "institutional investor": 

● money market funds (as defined in the proposed Money Market Fund Regulation – see below);  

● multilateral development banks (as defined in Article 117 CRR); 

● international organisations (which it does not define, although this term is also used in Article 118 CRR and 

therefore this may be intended to reflect the CRR definition); and 

● promotional entities (undefined).   

One significant area of disagreement between the institutions is how AIFMs should be included within the 

definition.  The Commission and the Council both consider that an AIFM (as defined under AIFMD) will be an 

institutional investor if it is managing and/or marketing an AIF in the EU.  That definition would catch all sub-

threshold and above-threshold EU AIFMs, as well as any AIFM marketing under one or more of the national 

private placement regimes of EU Member States.  The Parliament's proposed definition is wider, referring only 

to AIFMs as defined under AIFMD.  This would make any AIFM (wherever it was established in the world) an 

"institutional investor", meaning that, to the extent that it wished to invest on behalf of its funds in 

securitisations, it would only be able to do so as matter of European law if the relevant EU securitisation 

complied with the EU risk retention rules.  It is not clear whether the Parliament intended such a wide 

territorial scope.   
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The Parliament text leaves unchanged the Council provisions permitting equivalent for third country 

originators, sponsors and original lenders.  Although it remains unclear how equivalence will be assessed, 

European institutional investors would be able to invest in third country securitisations provided that an 

equivalent originator, sponsor or original lender holding the retention stake can be identified.  

RETENTION STAKE HOLDERS 

The Parliament text seems to suggest that at least one of the originator, sponsor or original lender in a 

European securitisation must be: 

● a "regulated entity" as defined in the Financial Conglomerates Directive - i.e. a credit institution, insurance 

or reinsurance undertaking, a MiFID investment firm, an AIFM or a UCITS manager; 

● a creditor as defined in the Mortgage Credit Directive – i.e. a natural or legal person who grants or promises 

to grant credit falling with the scope of the Mortgage Credit Directive as part of his trade, business or 

profession; 

● a financial institution (as defined in the CRR) whose main corporate objective is to provide financial 

accommodations such as loans, leases, hire-purchase agreements or similar accommodations and which 

carries on its lending or leasing business pursuant to Annex I of the CRD IV Directive; or  

● a multi-lateral development bank as defined in Article 117 CRR. 

The Parliament's drafting does not appear to expand the category of entities that can fall within the definition 

of a "sponsor" which in each of the Parliament, Council and Commission texts remains limited to a CRD IV 

credit institution or an investment firm subject to the CRR.  (The Council text would confirm, however, that a 

credit institution or investment firm could still be a sponsor where it has delegated day-to-day active portfolio 

management of the securitisation to a MiFID investment firm, an AIFM or a UCITS management company 

which is authorised to carry on that activity.)  Instead, the Parliament's text seems designed to eliminate the 

possibility of having unregulated originators or original lenders in relation to EU securitisations.  This would 

also cut across the third country provisions referred to above.  The Parliament text can be contrasted with the 

Council's text which narrowed the definition of an "originator" to exclude vehicles whose "sole purpose" is the 

securitisation of exposures.   

SELLING RESTRICTIONS 

The European Parliament has proposed adding a provision to the Securitisation Regulation which would 

restrict investors in securitisations to institutional investors (as defined – see above), unless they are the 

originator, sponsor, original lender or third country institutions that are considered "equivalent" to EU 

requirements under one of the various pieces of EU legislation used in the definition of an "institutional 

investor".   

If this amendment is adopted in the final text, this would mean that potentially any entity that does not 

constitute an institutional investor or a third country equivalent firm would be unable to invest in an EU 

securitisation.  The method for the assessment of third country equivalence in this context is unclear.  

As this restriction does not appear in the Commission or Council texts, it is possible that it will not be included 

in the final agreed version, avoiding the potential disruption to the securitisation market that could result by 

effectively excluding unregulated investors, such as sovereign wealth funds.   

SECURITISATION SPECIAL PURPOSE ENTITIES 

The European Parliament has also proposed including a restriction in the Securitisation Regulation that would 

prevent securitisation special purpose entities (SSPEs) from being established in certain non-EU jurisdictions.  

For these purposes, SSPEs include corporations, trusts or other legal entities which are established to carry out 

securitisations by isolating the obligations of the SSPE from those of the originator.   
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The Parliament is proposing that SSPEs should not be established in a non-EU country meeting any of the 

following criteria: 

● the jurisdiction promotes itself as an off-shore financial centre in which there are no or minimal taxes; 

● the jurisdiction has a lack of effective exchange of information with foreign tax authorities; 

● there is a lack of transparency with regard to legislative, judicial or administrative provisions in the 

jurisdiction; 

● there is no requirement in the jurisdiction for a substantive local presence; 

● the jurisdiction is listed as a Non-Cooperative Country and Territory by the Financial Action Task Force or 

is on the EU list of uncooperative tax jurisdictions; or 

● the jurisdiction has not signed an agreement with the home Member State of the issuer, originator or 

original lender to ensure that the non-EU jurisdiction complies with the standards laid down in the OECD 

Model Tax Convention on Income and Capital.   

Should this restriction be included in the final draft of the Securitisation Regulation, there should be little 

impact for originators or sponsors who establish their SSPEs in the EU (e.g. in Ireland or the Netherlands), as 

is common in the CLO industry.   

SECURITISATION DUE DILIGENCE REQUIREMENTS 

Under all of the proposed texts, institutional investors will be required to verify, prior to becoming exposed to a 

securitisation, that originators or original lenders that are not CRD IV credit institutions or investment firms 

subject to the CRR grant credits on the basis of "sound and well-defined criteria".  Institutional investors will 

also be required to check that the relevant originator or original lender has clearly established processes for 

approving, amending, renewing and financing the relevant credits and effective systems to apply any relevant 

criteria or processes.   

In addition to verifying that the originator, sponsor or original lender retains the necessary risk retention 

requirement, institutional investors will need to conduct a due diligence assessment of the risks involved in the 

securitisation position and the underlying exposures.  They will also be required to adopt written procedures 

relating to ongoing monitoring, stress testing and internal reporting. 

RISK RETENTION ("SKIN IN THE GAME") REQUIREMENTS 

The Council's draft of the Securitisation Regulation imposes a "direct" obligation on an originator, sponsor or 

original lender to hold the risk retention (rather than current "indirect" approach which, generally, permits 

regulated firms to invest in non-compliant securitisations, but subjects the resulting securitisation exposures to 

a penal capital charge).  Besides this change, the Council left the quantum of notes that must be retained at 5% 

(consistent with the approach to risk retention in other jurisdictions).  

However, the Parliament's ECON Committee has proposed a number of contentious amendments that would 

have significantly increased the size of the required net economic interest.  The current Commission and 

Council drafts retain the concept of a 5% risk retention requirement, but the Parliament's current text suggests 

that different size retained net economic interests should be required depending on the method by which the 

originator, sponsor or original lender elects to hold the relevant risk retention.  In particular, the Parliament 

text suggests that the retention requirement should be: 

● at least 10% where the retention is held as a "vertical slice" – i.e. an equal amount of the nominal value of 

each tranche sold or transferred to investors; 
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● at least 10% where the retention is held by way of randomly selected exposures which would otherwise have 

been securitised in the securitisation; 

● at least 5% where the entire "first loss" tranche is retained (or where such tranche does not amount to 5% of 

the nominal value of the securitisation, the first loss tranche and such other tranches having the same or a 

more severe risk profile than those transferred or sold to investors are also retained so that the total equals 

at least 5% of the nominal value of the securitised exposures); and 

● at least 7.5% where the retention is held by way of a first loss exposure of every securitised exposure in the 

securitisation.   

The Parliament text also suggests that the European Banking Authority, working in cooperation with the 

European Systemic Risk Board, should have the ability to increase the retention requirements up to a 

maximum 20% retained net economic interest in light of market circumstances. This change would be 

implemented through technical standards which would need to be adopted by the European Commission.  It is 

assumed that the Parliament does not intend that such changes should apply retrospectively in relation to pre-

existing securitisations (which would be highly disruptive and in many cases may be impossible), but the 

Parliament's text does not state this expressly.   

There has been widespread concern that the Parliament's proposed increases in the retention requirement run 

counter to one of the stated aims of the Capital Markets Union, which is to develop European capital markets 

and to diversify sources of funding to reduce reliance on traditional bank finance.   

The use of differential rates between different methods for holding the requirement may also affect other areas, 

such as regulatory capital planning.  For example, it is currently usually considerably more efficient from a 

regulatory capital perspective to retain a "vertical slice" than the first loss tranche.  However, the relative 

efficiency of these different methods may be affected if a 10% retention is required for a vertical slice, but only a 

5% retention is necessary for the first loss tranche.   

PROHIBITION OF RE-SECURITISATION 

The Parliament's text contains a short provision which prohibits any of the exposures being securitised from 

themselves being interests in a securitisation.  It appears that the effect of this provision would be to prohibit 

EU re-securitisations.  The Commission and Council have not proposed such a prohibition. 

All three institutions have, however, included a prohibition on STS securitisations operating as re-

securitisations.  

SECURITISATION REPOSITORIES 

The European Parliament has added a number of suggested provisions to the Securitisation Regulation which 

would require originators, sponsors and SSPEs to make information about the securitisation available to 

investors through securitisation repositories.  Repositories would be required to register with ESMA under a 

regime that is similar to the model used for EMIR and SFTR repositories.   

STS SECURITISATIONS 

The Commission, Council and Parliament texts set out an extensive series of requirements that must be 

satisfied if a securitisation wishes to designate itself as an STS securitisation.  These include, for example, that 

the underlying exposures should not be encumbered and that they should be homogeneous in terms of asset 

type.  CLO managers should note that CLOS are unlikely to be eligible for the STS designation.  This is because 

for STS securitisations, there must be no active portfolio management of the underlying exposures. 



 

 

 

 

 

 

55 
 

NEXT STEPS 

The Parliament text currently comprises a collection of amendments proposed by the Parliament's ECON 

Committee and therefore the Parliament will still need to adopt its formal negotiating position.  The ECON 

Committee's report was due for consideration by the full Parliament on 19 December 2016.  It remains to be 

seen whether the final Parliament text retains many of the more controversial proposals discussed above.   

In light of the substantial differences between the Parliament and the other institutions in relation to the 

current proposals, it is likely that a trilogue period will be required in order to reach an acceptable compromise 

and that this will commence in early 2017.  

MONEY MARKET FUNDS REGULATION  

On 30 November 2016, the European Council published the final compromise text of the proposed Money 

Market Funds Regulation (MMF Regulation) following trilogue with the Commission and Parliament on 14 

November 2016.  The text is expected to be approved by the European Parliament at first reading in due course.   

The Commission first published a legislative proposal for the MMF Regulation in September 2013 and 

negotiations have progressed relatively slowly in the intervening years with a number of compromise texts 

being exchanged between the Parliament and Council due to significant areas of disagreement.  The key points 

in the final agreed text are discussed below. 

WHAT ARE THE POLICY OBJECTIVES OF THE MMF REGULATION? 

The MMF Regulation aims to regulate the operation of EU money market funds (MMFs) and the composition 

of their portfolios in order to make them more resilient to stressed market conditions and to prevent contagion 

of difficulties throughout the EU financial system.  This follows concerns resulting from the 2007/08 financial 

crisis that MMFs may be susceptible to runs on redemptions and could contribute to wider financial instability 

due to their connections to other significant financial institutions.   

The new rules also aim to ensure that MMF investors are treated equally so that investors who submit later 

redemption requests are not unfairly disadvantaged if the MMF temporarily suspends redemptions or is later 

liquidated.   

The MMF Regulation will be a maximum harmonisation regulation, meaning that EU Member States will not 

be permitted to "gold-plate" the requirements by adding additional rules in the areas covered by the legislation.   

WHAT IS A MONEY MARKET FUND?  

The MMF Regulation defines an MMF as a UCITS fund or an AIF that invests in short term assets and which 

has distinct or cumulative objectives offering returns in line with money market rates or preserving the value of 

the investor's investment.  There is no specific definition of a "money market rate" for these purposes, but the 

recitals to the legislation provide examples such as LIBOR, EURIBOR or EONIA.   

A recital to the MMF Regulation states that the objective of offering returns in line with money market rates 

"should be understood in a broad sense" and that the anticipated return does not need to be aligned perfectly 

with the specified rate.  Therefore, for example, if the fund has a specified rate of return which seeks to 

outperform a money market rate by a small amount, this does not necessarily prevent the fund from being 

classified as an MMF.   

Another recital confirms that the objective of preserving the value of the investor's investment is not intended 

to be a reference to a capital guarantee provided by the fund, but is instead a general aim that the relevant fund 

seeks to pursue.  Therefore, the fact that the value of the investment may depreciate does not mean that the 

fund does not mean that the fund cannot have the objective of preserving the value of the investment.   

The MMF Regulation provides that an MMF must be established as one of the following three types: 

http://data.consilium.europa.eu/doc/document/ST-14939-2016-INIT/en/pdf


 

 

 

 

 

 

56 
 

● a variable net asset value MMF (VNAV MMF); 

● a public debt constant net asset value MMF (CNAV MMF); or 

● a low volatility net asset value MMF (LVNAV MMF).   

We provide a brief explanation of these different types of MMF below. 

WHAT IS A VNAV MMF? 

A VNAV MMF issues and redeems investments at a price that is equal to the MMF's NAV per unit or share.  

The price at which an investor can redeem the investment is therefore primarily determined by market 

fluctuations and will typically vary by a small amount on a daily basis.   

As this is the simplest MMF structure, VNAV MMFs are subject to the least onerous requirements under the 

MMF Regulation. 

WHAT IS A CNAV MMF? 

A CNAV MMF aims to maintain a static net asset value per unit or share, often set at 1 unit of the relevant 

currency (e.g. £1 or $1).  Where a CNAV MMF accrues income, this will either be paid out to the investors or 

used to purchase more units in the MMF on the investors' behalf.  The assets of the MMF are generally valued 

according to the amortised cost method (rather than mark-to-market or mark-to-model valuation) and the 

resulting value per unit is rounded to the nearest percentage point in the relevant currency (sometimes termed 

"penny rounding").   

The effect of amortised cost accounting and penny rounding is that CNAV MMFs generally have a lower 

sensitivity of the unit or share price to NAV and are therefore able to redeem units from investors at a constant 

fixed price.  However, this may cause additional complications in relation to liquidity.  Where a CNAV MMF is 

unable to maintain the constant share price (and therefore "breaks the buck" because penny rounding reduces 

the share price below £1 or $1 etc.), the concern is that this may lead to increased herd behaviour among 

investors as they rush to redeem their investments.      

The MMF Regulation therefore imposes a range of additional requirements on CNAV MMFs which do not 

apply to VNAV MMFs in order to attempt to eliminate "first mover" advantage for investors to redeem and to 

ensure that they remain stable.  

The MMF Regulation refers to "public debt" CNAV MMFs as it requires them to invest at least 99.5% of their 

assets in certain classes of permitted instruments, primarily comprising high quality public debt instruments 

and cash. 

WHAT IS AN LVNAV MMF? 

The European Council describes LVNAV MMFs as a new category of MMF that has been designed to act as a 

viable alternative to CNAV MMFs.  They are a form of hybrid MMF which share many characteristics with 

CNAV MMFs, including the following: 

● they calculate a constant NAV per unit or share in accordance with the amortised cost method; and 

● the constant NAV per unit or share is rounded to the nearest percentage point in the relevant currency – i.e. 

they also engage in "penny rounding". 

The key difference is that under the MMF Regulation, an LVNAV MMF may only issue or redeem its shares at a 

constant price if that constant price does not deviate from the NAV per share as calculated using market-to-

market or mark-to-model valuations by more than 20 basis points.  Once the deviation between the two 
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measures exceeds the permitted tolerance, the LVNAV MMF is only permitted to issue or redeem its units or 

shares at the market price NAV per unit or share.   

As a result, provided that there is low price volatility, an LVNAV MMF should act like a CNAV MMF.  Once 

volatility increases and the mark-to-market valuation of assets begins to deviate more significantly from the 

amortised costs basis used to calculate the constant NAV per unit or share, the LVNAV MMF essentially acts 

like a VNAV MMF instead.   

REQUIREMENT FOR AUTHORISATION 

EU MMFs must be established as a VNAV, a CNAV or an LVNAV MMF and must be explicitly authorised as an 

MMF of that type.  The MMF Regulation will prohibit any MMF from being established, marketed or managed 

in the EU if it is not one of these types of MMF and has not been authorised.  Any authorisation granted will be 

valid across all EU Member States.   

MMFs must be structured as either UCITS funds or AIFs.  If the MMF is a UCITS fund, it must follow the 

authorisation procedure set out in the UCITS Directive, but with additional requirements imposed by the MMF 

Regulation.  Existing UCITS funds will be permitted to apply for authorisation as an MMF by following a 

supplementary procedure.  As there is no existing authorisation procedure for AIFs (as opposed to AIFMs) 

under the AIFMD, the MMF Regulation introduces a new procedure whereby AIF MMFs can be authorised.  

UCITS funds and AIFs must still comply with any applicable provisions of the UCITS Directive or AIFMD, 

except as expressly indicated by the MMF Regulation.   

Only authorised MMFs can use the designations "money market fund" or "MMF" in the EU and AIFs and 

UCITS are prohibited from using any other misleading or inaccurate designation that would suggest that they 

are authorised MMFs unless they have obtained authorisation.  This prohibition extends not only to written 

materials such as prospectuses, reports, advertisements or letters, but also includes any other material 

addressed to or intended for distribution to prospective investors whether in written, oral, electronic or any 

other form.  

ELIGIBLE ASSET RESTRICTIONS AND RISK SPREADING REQUIREMENTS 

The MMF Regulation provides that MMFs may only invest in certain specific categories of financial assets.  For 

these purposes, where an MMF comprises more than one investment compartment, each compartment is 

treated as a separate MMF.  For MMFs structured as UCITS funds, these restrictions override the existing 

eligible assets provisions in the UCITS Directive.  

By way of summary, eligible assets for these purposes include: 

● eligible money market instruments issued by national, regional and local administrations of EU Member 

States or their central banks or the central authorities or central banks of non-EU countries; 

● eligible money market instruments issued by certain international organisations such as the EU, the 

European Central Bank, the European Investment Bank, the International Monetary Fund or the Bank for 

International Settlements; 

● eligible securitisations and asset backed commercial paper; 

● eligible deposits with credit institutions; 

● permitted financial derivative instruments; 

● repos and reverse repos satisfying certain conditions, including prohibitions on the sale, reinvestment, 

pledging or other transfer of the collateral provided or received; and 

● units or shares of other MMFs.   
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Many of these asset classes have additional specific eligibility criteria.  For example, financial derivatives may 

only relate to interest rates, foreign exchange rates or currencies, or indices which represent one of these and 

may only be used for hedging interest rate and exchange rate risks.  If the derivative is an OTC derivative, the 

counterparty must be an institution that is subject to prudential regulation and supervision and belongs to 

categories approved by the MMF's national regulator and the derivative itself must be subject to reliable and 

verifiable daily valuation.  The derivative must also be capable of being sold, liquidated or closed by an 

offsetting transaction at any time at the MMF's initiative at fair value.   

The MMF Regulation specifically prohibits MMFs from: 

● investing in any assets that are not specifically identified as eligible assets; 

● entering into short sales of money market instruments, interests in securitisations, asset backed 

commercial paper or units or shares of other MMFs; 

● taking direct or indirect exposures to equities or commodities, including via derivatives, certificates, indices 

or any other instrument that would result in such an exposure; 

● entering into securities lending or securities borrowing agreements or into any other agreement that would 

encumber the MMF's assets; or 

● borrowing or lending cash.   

Specific diversification requirements and concentration limits also apply in order to encourage MMFs to spread 

risk.  There are also credit quality control and assessment requirements whereby an MMF manager must 

establish prudent internal credit quality assessment procedures in order to determine and monitor the credit 

quality of money market instruments, interests in securitisations and asset backed commercial paper.  The 

Commission will be empowered to adopt delegated acts to specify further requirements in connection with 

credit quality assessments. 

OTHER RISK MANAGEMENT REQUIREMENTS 

The MMF Regulation subdivides MMFs into two sub-types: "short-term MMFs" and "standard MMFs".  

Short-term MMFs may be structured as VNAV, CNAV or LVNAV MMFs. Standard MMFs may only be 

structured as VNAV MMFs.  

The MMF Regulation imposes various different requirements depending on whether the MMF is a short-term 

or standard MMF.  These include restrictions on which money market instruments can constitute eligible 

investments and requirements relating to the weighted average maturity and weighted average life of each 

MMF's portfolio of assets.   

For these purposes: 

● the "weighted average maturity" is the average length of time to the legal maturity or, if shorter, to the 

next interest rate reset to a money market rate, of all the underlying assets of the MMF, reflecting the 

relative holdings of the MMF in each asset; and 

● the "weighted average life" is the average length of time to the legal maturity of all the underlying assets 

in the MMF reflecting the relative holdings of the MMF in each asset.  

The MMF Regulation also requires MMFs to hold a certain proportion of their portfolios in daily and weekly 

maturing assets.  For these purposes: 

● reverse repos are deemed to be "daily maturing" if they can be terminated with one business day's prior 

notice and "weekly maturing" if they can be terminated with five business days' prior notice;  
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● cash deposits are deemed to be "daily maturing" if they can be withdrawn with one business day's prior 

notice and "weekly maturing" if they can be withdraw with five business days' prior notice; and 

● there are modified rules for certain highly liquid money market instruments with a residual maturity of up 

to 190 days for LVNAV and CNAV MMFs and which can be redeemed and settled within one business day 

which mean that in certain cases, these may be recognised as counting towards the weekly maturity assets 

total. 

MMFs are prohibited from making any investments which would result in them failing to satisfy the daily and 

weekly maturing assets requirements.  Where the limits are breached for reasons beyond the MMF's control or 

as a result of the exercise of subscription or redemption rights, the MMF must aim to correct the situation as a 

matter of priority.  These restrictions are designed to ensure that each MMF meets minimum liquidity 

standards.   

A summary table outlining the basic requirements for each type of MMF is shown below. 

 STANDARD MMF SHORT-TERM MMF 

 VNAV VNAV CNAV LVNAV 

Eligible money market 
instruments – basic 
requirement 

Legal maturity at issuance of 2 years or 
less, provided that time remaining until 
next interest rate reset is 397 days or 

less 

Legal maturity at issuance of 397 days or less, or residual 
maturity of 397 days or less 

Portfolio weighted 
average maturity 

No more than 6 months No more than 60 days 

Portfolio weighted 
average life 

No more than 12 months No more than 120 days 

Daily maturing assets 
requirement 

7.5% of assets 7.5% of assets 10% of assets 10% of assets 

Weekly maturing assets 
requirement 

15% of assets 15% of assets 30% of assets 30% of assets 

 

INVESTOR PROFILING AND STRESS TESTING REQUIREMENTS 

The MMF Regulation requires MMF managers to establish and implement procedures to anticipate the effect 

of concurrent redemptions by several investors, taking into account at least: 

● the type of investor; 

● the number of shares or units in the MMF owned by each investor; and 

● the evolution of fund outflows and inflows.  

Where the MMF manager identifies that a single investor holds units or shares which exceed the MMF's daily 

liquidity requirement, it must also consider the following factors: 

● any identifiable patterns in investors' cash needs, including the cyclical evolution of the number of shares 

held by investors in the MMF; 

● the risk aversion of different investors; and 

● the degree of correlation or close links between different investors in the MMF.  

The MMF manager is also required to ensure that the value of units or shares held by a single investor does not 

materially impact the liquidity profile of the MMF if that investor's holding accounts to a substantial part of the 

MMF's total net asset value.   
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Each MMF must also have in place sound stress testing procedures that identify possible future events or 

changes in economic conditions that could result in unfavourable effects on the MMF. The MMF manager must 

conduct regular stress tests for different plausible scenarios based on objective criteria.  If such stress tests 

reveal any vulnerabilities, the MMF manager must draw up an extensive report setting out the results of the 

stress test and a proposed action plan.  This report must be reviewed by the MMF's governing body and 

submitted to its national regulator for review.   

LIQUIDITY FEES, REDEMPTION GATES AND SUSPENSIONS OF REDEMPTION 

Managers of CNAV and LVNAV MMFs are required to establish and apply prudent and rigorous liquidity 

management procedures in order to ensure that they comply with the relevant weekly liquidity thresholds.   

Whenever the proportion of weekly maturing assets of such funds falls below 30% of total assets of the MMF or 

whenever net daily redemptions on a single business day exceed 10% of the MMF's total assets, the manager of 

a CNAV or LVNAV MMF must immediately inform its board so that the board may undertake documented 

assessment of the situation and determine whether to do one or more of the following: 

● impose liquidity fees that adequately reflect the cost to the MMF of achieving liquidity and ensuring that 

investors who remain in the MMF are not unfairly disadvantaged when other investors redeem during the 

relevant period; 

● apply redemption gates, limiting the amount of shares or units that may be redeemed on any one working 

day to a maximum of 10% of the shares or units in the  MMF for a period of up to 15 wording days;  

● suspend redemptions for a period of up to 15 working days; or 

● take no immediate action other than attempting to restore full compliance with the applicable liquidity 

requirements.   

Where the proportion of weekly maturing assets of a CNAV or LVNAV MMF falls below 10% of the total assets 

of the MMF, the manager must again immediately inform the board, which must then apply one or both of the 

following, documenting the reasons for its decision: 

● impose liquidity fees (see above); and/or 

● suspend redemptions for a period of up to 15 working days.   

If, within a period of 90 days, the MMF has imposed suspensions on redemption that exceed 15 days, the CNAV 

or LVNAV MMF automatically ceases to operate as a CNAV or LVNAV MMF and must write to investors, 

informing them of this fact.  The MMF Regulation does not specify what must then happen in such a situation, 

although it may be intended that the MMF would begin to operate as an VNAV MMF.  

PROHIBITION ON EXTERNAL SUPPORT 

The MMF Regulation prohibits all MMFs from receiving any form of external support from third parties of 

sponsors which is intended to, or which have the effect of, guaranteeing the liquidity of the MMF or stabilising 

the NAV per unit or share of the MMF.  This includes, but is not limited to any form of: 

● cash injection by a third party; 

● purchase of the MMF's assets by a third party at an inflated price; 

● purchase of units or shares in the MMF by a third party to provide liquidity; or 

● issuance by a third party of an explicit or implicit guarantee, warranty or letter of support. 
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This aims to reduce the possible contagion that could result from the failure of an MMF if third parties 

associated with the MMF (for example, sponsoring banks) felt obliged to step in to prevent reputational 

damage or other adverse outcomes.  Even if such third parties are willing to provide assistance to an MMF, the 

MMF Regulation will not permit this.   

TRANSPARENCY AND REPORTING REQUIREMENTS 

MMFs are required to clearly identify which type of MMF they are (i.e. VNAV, CNAV or LVNAV) and whether 

they are short-term or standard MMFs in any written communication addressed to or intended for distribution 

to prospective investors. 

MMF managers must also ensure that certain information is made available to all investors in an MMF on at 

least a weekly basis, including a maturity breakdown of the MMF's portfolio, the weighted average maturity 

and weighted average life of the portfolio and details of the ten largest holdings of the MMF.  Investors must 

also be clearly informed of the method(s) used by the MMF to value its assets and calculate NAV and any use of 

the amortised cost method and/or "penny rounding" must be clearly explained.   

The communications made by the MMF or its manager to investors or potential investors must contain no 

suggestion that the investment in the MMF is in any way guaranteed. 

MMF managers are also required to report information on each MMF to their national regulators on a 

quarterly basis, unless the assets under management for the MMF do not exceed EUR 100 million, in which 

case reports may be filed in respect of that MMF on an annual basis.  Amongst other information, these reports 

must include data on the MMF's characteristics, a breakdown of its portfolio and the results of stress tests.  

CONSEQUENCES OF NON-COMPLIANCE WITH THE MMF REGULATION 

The MMF Regulation expressly provides that the manager of the MMF is responsible for ensuring compliance 

with the applicable rules.  It also states that the manager will be liable for any loss or damage resulting from 

non-compliance with the MMF Regulation, which could potentially expose a manager to significant liability to 

investors.  National regulators will also have powers to take enforcement action for any breach of the 

requirements set out in the legislation. 

NEXT STEPS 

The MMF Regulation still needs to be formally approved by the European Parliament and at the time of 

writing, the formal first reading to adopt the text has not yet been scheduled.  However, given that the text has 

been agreed in trilogue, it is likely that the adoption will be a formality and will take place early in 2017, with 

the final MMF Regulation being submitted for formal adoption by the Council shortly thereafter.  

The MMF Regulation will apply 12 months after it enters into force, which suggests that the new rules will 

become binding at some point in the first half of 2018. 

FCA ASSET MANAGEMENT STUDY – INTERIM REPORT 

In November 2016, the FCA published an interim report (MS 15/2.2) setting out its preliminary findings and 

proposals resulting from its ongoing Asset Management Market Study, which was originally announced in 

November 2015.  

The FCA is undertaking the study as part of its competition powers with the aim of understanding how 

competition works within the UK asset management market.  Although the original terms of reference for the 

study suggested that certain asset management sectors would be out of scope (for example, private equity), a 

number of the observations in the interim report suggest that the scope of the FCA's review may be widening as 

time goes on.   

https://www.fca.org.uk/publications/market-studies/asset-management-market-study
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The FCA's initial proposals in the interim report cover a range of areas such as strengthening the legal duties of 

asset managers and enhancing transparency and fee disclosures.  These may have a significant impact on the 

asset management market in the UK and firms may therefore wish to consider responding to the report 

through industry associations.   

We published a client briefing explaining the key findings and proposals contained in the interim report in 

November 2016.  Firms have until 20 February 2017 to submit any comments on the initial report.   

FCA CP 16/30 – TRANSACTION COSTS DISCLOSURES FOR WORKPLACE PENSION SCHEMES 

In October 2016, the FCA published a consultation paper (CP 16/30) setting out its proposals for new rules in 

relation to transaction costs disclosures in connection with workplace pension schemes.  The consultation 

closed on 4 January 2017.  The FCA proposes to publish a policy statement and final rules in Q2 2017.   

The governance bodies of UK occupational pension schemes are currently under an obligation to request and 

report on transaction costs in order to ensure that they achieve value for money for pension scheme members.  

The FCA's proposals are designed to ensure that there is now a corresponding duty on asset managers to 

provide full costs disclosures in a standardised form so that the pension scheme governance bodies have the 

information that they require in an easily comparable format.  Defined benefit occupational pension schemes 

are outside of scope.  

WHICH FIRMS WILL BE SUBJECT TO THE NEW DISCLOSURE OBLIGATIONS? 

The new FCA rules would impose a duty of disclosure on all FCA authorised firms which hold information that 

is required for the calculation of transaction costs or administration charges in the course of providing services 

in connection with: 

● certain personal pension schemes or stakeholder pension schemes  where direct payment arrangements 

(i.e. arrangements whereby contributions are paid by or on behalf of the employer towards the scheme) are, 

or have been, in place and under which contributions have been paid for two or more employees of the 

same employer; 

● the defined contribution sections of occupational pension schemes; 

● an "arrangement" as defined in the FCA rules, which is essentially any investment vehicle available to 

members of one of the above types of scheme for the investment of their pension contributions; or 

● an investment vehicle in which an "arrangement" is directly or indirectly invested.  

This means that the proposed rules will operate on a "look-through" basis whereby firms involved in providing 

services in connection with underlying investment vehicles in which workplace pension schemes have invested 

will be subject to the disclosure obligation.  This would include, for example, any UK manager of an investment 

fund which has admitted a workplace pension scheme as an investor.   

WHO WILL BE ABLE TO MAKE A REQUEST FOR INFORMATION? 

Firms that are subject to the disclosure obligation must respond to requests for information about transaction 

costs and administration charges in a reasonable time and in a reasonably acceptable format where the request 

is received from: 

●  an operator of relevant employment-related pension schemes; 

● the trustees or managers of the defined contribution section of an occupational pension scheme; or 

● another FCA authorised firm seeking to comply with its obligations under the relevant rules.   

http://www.traverssmith.com/assets/pdf/legal-briefings/FCA_Asset_Management_Market_Study_Interim_Report_-_November_2016.pdf
https://www.fca.org.uk/publication/consultation/cp16-30.pdf
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Therefore, the relevant request for information may not necessarily be received directly from the manager or 

trustee or the workplace pension scheme.   For example, the trustees of an occupational pension scheme could 

grant a mandate to an FCA authorised portfolio manager to manage a portfolio of assets and the portfolio 

manager may then invest in an investment fund on the scheme's behalf.  The fund manager could receive an 

information request from the portfolio manager about the fund's transaction costs.  The information would 

then be used by the portfolio manager to report transaction costs incurred in connection with the portfolio to 

the trustees of the occupational pension scheme.      

WHAT INFORMATION WILL A FIRM NEED TO PROVIDE IN RESPONSE TO AN INFORMATION REQUEST? 

When responding to an information request, an FCA authorised firm must do all of the following: 

● calculate the transaction costs for the relevant period incurred in the arrangement or investment 

vehicle to which the request relates.  For these purposes: 

- this includes the transaction costs incurred in any underlying vehicle in which the arrangement or 

vehicle is itself directly or indirectly invested.  For example, if the pension scheme operator asks for 

costs information from a fund of funds manager, the manager would need to calculate the costs incurred 

in the underlying funds in which that fund of funds invests.  In order to do so, the fund of funds 

manager would be able to exercise its right to request costs information from FCA authorised managers 

of those funds; and 

- "transaction costs" are the costs incurred as a result of buying, selling, lending or borrowing the relevant 

investments, which must be calculated according to specific formulae prescribed by the FCA in order to 

ensure standardised disclosures; 

● disclose the results of the aggregation of those transaction costs to the person requesting the 

information, along with a breakdown of the identifiable elements of those costs.  The breakdown of 

identifiable costs should include at least taxes, explicit fees and charges and any costs in connection with 

securities lending and borrowing; 

● disclose certain prescribed administration charges for the relevant period incurred in the 

arrangement or investment vehicle to which the request relates, including any administration charges 

incurred in any underlying vehicle in which the arrangement or investment vehicle is directly or indirectly 

invested.   

● provide other relevant information, which would or may assist in making comparisons between the 

costs and charges disclosed above and those costs of charges of other pension schemes, where available.  

This could include, for example: 

- the investment return; 

- risk measures; 

- the portfolio turnover rate;  

- the proportion of securities loaned or borrowed; or  

- typical and maximum levels of entry, exit and switching costs.   

If it is not possible to calculate the amount of transaction costs or administration charges attributable to a 

particular arrangement, or to an underlying vehicle in which the arrangement is directly or indirectly invested, 

the FCA rules would permit firms to use a pro rata approach.  This would assume that all transaction costs and 

administration charges have been incurred equally over time.   
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WHAT IF THE FIRM DOES NOT HAVE THE INFORMATION REQUESTED? 

If the firm does not have the information to respond to a request, it must take reasonable steps to obtain that 

information.  For these purposes, "reasonable steps" would include requesting information from other FCA 

authorised firms involved in providing services in connection with the relevant workplace pension scheme or 

any arrangement or investment vehicle in which it is directly or indirectly invested.   

If, after having taking reasonable steps, the firm is still unable to supply the information, it must provide a 

written explanation to the requesting party which sets out the reasons why this is the case.  The written 

explanation must include the percentage of investments for which the information cannot be obtained and the 

relevant categories of investments involved.   

WIND-DOWN PLANNING GUIDE (WDPG) 

BACKGROUND 

The FCA published a consultation paper, GC16/5: Proposed guidance on wind-down planning in May 2016, in 

response to requests from regulated firms and professional advisers as to what wind-down planning should 

cover. To date, the FCA had been discussing wind-down planning with individual firms as part of prudential 

supervisory intervention in relation to specific concerns. It had also discussed the matter in May 2015 as part of 

its Prudential Forum. Consultation closed on 22 July 2016. 

STATUS 

On 9 December 2016, The Wind-down Planning Guide (WDPG) came into force. 

WDPG is general guidance given under section 139A FSMA. As guidance it is not binding. The usual position is 

that FCA guidance need not be followed to achieve compliance with a relevant rule or requirement but, if a 

person acts in accordance with general guidance in circumstances contemplated by such guidance, the FCA will 

treat that person as having complied with the rule or requirement to which that guidance relates.  However, in 

this case WDPG does not give guidance on specific rules: in GC16/5, the FCA made the point that the WDPG is 

“not related to rule changes or guidance on rules”.  

In keeping with the non-binding nature of the document, WDPG expressly does not impose any obligation on a 

firm to create a wind-down plan. However, “it shows what an effective wind-down plan can include, for firms 

that choose to have one to demonstrate how this can assist meeting its general obligations”.  In GC16/5 the FCA 

said that WDPG is not a prescribed approach and “firms can depart from it as they choose or use completely 

different approaches”. It has also said that "we accept that there are many different approaches to wind-down 

planning, so we encourage firms to take [WDPG] into consideration and tailor a model that best suits their 

circumstances". 

IMPACT ON FIRMS 

Following on from that, despite no rule obligation and the avowed flexibility, it is clear that the FCA expects 

firms to have an approach of some kind, even if it does not track WDPG. Now that the guidance is public and in 

force, there is a benchmark representing a regulatory expectation. 

In terms of application, the FCA says that WDPG “aims to assist” any FCA solo-regulated firm that undertakes 

wind-down planning, but especially those which currently perform related analyses, such as estimating wind-

down costs for capital planning as part of an ICAAP. Other firms within the broad “FCA-regulated” 

constituency will also be subject to the BRRD. However, WDPG does not replace or re-interpret those other 

ICAAP/BRRD processes (although firms may want to take it into account in order to further strengthen their 

wind-down planning). 

https://www.handbook.fca.org.uk/handbook/WDPG/1/?view=chapter
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Given that WDPG does not (and cannot) itself create a rule requirement to have a wind-down plan, it remains 

to be seen how the FCA will see the guidance applying to those firms not subject to an ICAAP or BRRD 

requirement. However, the fact that the WDPG contains a "Quick Reference Guide" suggests that the FCA sees 

its provisions as being particularly relevant to smaller firms not already subject to analogous requirements.  

It is probable that new applicants for authorisation will be asked whether they have a wind-down plan. It is also 

likely that existing firms will be asked about their wind-down arrangements during FCA prudential supervisory 

visits. 

THE GUIDE 

While it is beyond the scope of this briefing to cover the details of the WDPG, the overall aim of the guide is to 

enable a firm to cease regulated activities and cancel its permission with minimal adverse impact on its clients, 

counterparties or on the market as a whole. It is intended to cover planned, strategic exits as well as unplanned 

closures as a result of an unexpected crisis or insolvency.  

The guide states that a wind-down plan can also help a firm to assess whether it would have adequate 

resources, in terms of capital , liquidity, knowledge and manpower, in order to wind down in an orderly 

manner. The wind-down plan should be a "living document" which has been approved by the governing body 

and which is periodically reviewed in order to ensure that it remains relevant. 

The Appendices to the Guide represent a Quick Reference Guide specifically designed to be of use by smaller 

and less complex firms. 
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GLOSSARY 

AIFMD Alternative Investment Fund Managers Directive (Directive 2011/61/EU) 

AIFMD II Anticipated Directive expected to amend AIFMD 

ARD Accounting reference date 

ARM Approved reporting mechanism 

ASF Available stable funding 

BCBS Basel Committee on Banking Supervision 

BEIS Department for Business, Energy and Industrial Strategy 

BRRD Bank Recovery and Resolution Directive (Directive 2014/59/EU) 

CIU Collective investment undertakings 

Class 1 firms Proposed class of systemic and bank-like firms which would remain subject to 
the full requirements of the CRR under potential EBA revised prudential regime 
for investment firms 

Class 2 firms Proposed class of investment firms that are not systemic and bank-like, but 
which are exposed to specific risks and required tailored rules under potential 
EBA revised prudential regime for investment firms 

Class 3 firms Proposed class of very small, non-interconnected firms under potential EBA 
revised prudential regime for investment firms 

CNAV MMF Public debt constant net asset value MMF 

COREP Common Reporting Standard 

CP Consultation paper 

CP III FCA CP16/29: Markets in Financial Instruments Directive II Implementation – 
Consultation Paper III 

CP IV FCA CP16/43: Markets in Financial Instruments Directive II Implementation – 
Consultation Paper IV 

CRD IV Fourth Capital Requirements Directive (Directive 2013/36/EU) 

CRD V Proposed Directive amending CRD IV 

CRR Capital Requirements Regulation (Regulation (EU) 575/2013) 

CRR II Proposed Regulation amending the CRR 

CSA Commission sharing arrangement 

CSDR Regulation on Improving Securities Settlement in the EU and on Central 
Securities Depositories (Regulation (EU) 909/2014) 

DMP Disclosing market participant 

DP Discussion paper 

EBA European Banking Authority 

ECB European Central Bank 

EIOPA European Insurance and Occupational Pensions Authority 

ELTIF European long term investment fund 

EMIR European Market Infrastructure Directive 

ESAs European Supervisory Authorities 

ESMA European Securities and Markets Authority 

EuSEF European social entrepreneurship fund 

EuVECA European venture capital fund 

FOR Fixed overheads requirement 
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FSB Financial Stability Board 

G-SIIs Global systemically important institutions 

HFT High frequency trading 

ICR Initial capital requirement 

IORP Institution for occupational retirement provision 

ITS Implementing technical standards 

K-factor Proposed risk factor for the purposes of the potential EBA revised prudential 
regime for investment firms 

LEI Legal entity identifier 

LVNAV MMF Low volatility net asset value MMF 

MAR Market Abuse Regulation (Regulation (EU) 596/2014) 

MiFID II Recast Markets in Financial Instruments Directive (Directive 2014/65/EU) 

MiFIR Markets in Financial Instruments Regulation (Regulation (EU) 600/2014) 

MLD 4 Fourth Money Laundering Directive (Directive (EU) 2015/849) 

MLD 5 Proposed Directive amending MLD 4  

MLTFRs Money Laundering and Transfer of Funds (Information on the Payer) 
Regulations 2017 

MMF Money market funding 

MMF Regulation Proposed regulation on Money Market Funds 

MSR Market sounding recipient 

MTF Multilateral trading facility 

NAV Net asset value 

NSFR Net stable funding ratio 

NURS Non-UCITS retail scheme 

O-SIIs Other systemically important institutions 

OEM Original Exposure Method 

OTF Organised trading facility 

PII Professional indemnity insurance 

PRIIPs Packaged retail and insurance-based investment products 

PRIIPs Regulation Packaged Retail and Insurance-Based Investment Products Regulation 
(Regulation (EU) 1286/2014) 

PROD FCA proposed Product Intervention and Product Governance Sourcebook 

PSD 2 Directive (EU) 2015/2366 on Payment Services in the Internal Market 

PSP Payment service provider 

REP-CRIM FCA Annual Financial Crime Report 

RPA Research payment account 

RSF Required stable funding 

RtC Risk to customers 

RtF Risk to the firm 

RtM Risk to the market 

RTS Regulatory technical standards 

SA Standardised Approach 
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SFT Securities financing transaction (as defined in the SFTR) 

SFTR Securities Financing Transactions Regulation (Regulation (EU) 2015/2365) 

SI Systematic internaliser 

SMCR Senior Managers and Certification Regime 

SREP Supervisory review and evaluation process 

SSA Simplified Standardised Approach 

SSPE Securitisation special purpose entity 

STOR Suspicious transaction and order report 

TLAC Total loss absorbing capacity 

TRS Total return swap 

UTC Co-ordinated universal time 

VNAV MMF Variable net asset value MMF 

WDPG FCA Wind Down Planning Guide 

 


