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Issue 36

In Brief:

In the Complyport Regulatory Roundup:

MiFID II: EU Commission publishes
draft revised Directive
Market Abuse Changes: Proposed
changes to MAD
Regulatory Fees: Changes to method
of calculating fees proposed
ARROW Points: Observations from
FSA visits
Risk and Suitability: Credit Suisse
fined £5.95m
Remuneration Code & Proportionality
Tiers: Guidance for banks and building
societies
PFOF Delay: Consultation extended
Transaction Reporting Guidance: No
objections raised
CRD 3: Final Rules: Enhancement to
certain firms’ disclosure policies
RMAR Changes: Delayed until 2013
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TRUP 3: FSA releases draft update
TRS Update: FSA communication
advises firms of changes
Moving Story: Complyport has moved
offices

If any of the topics discussed above raise questions or a need for guidance or support,
please feel free to contact Peter Carlisle.

MiFID II

Useful links:
Recast MiFID
MiFIR
Regulatory Roundup 29

The EU Commission has published the long-awaited draft for a revised
MiFID (Markets in Financial Instruments Directive) – the current MiFID
came into force 1 November 2007.
The revised MiFID actually consists of a recast framework Directive and a
new Markets in Financial Instruments Regulation (MiFIR). In EU terms the
former sets out goals and leaves it to Member States to ensure their laws are
adapted accordingly whilst the latter is law as soon as passed and has binding
legal force throughout every Member State.
Algorithmic/high frequency trading will not only be brought into MiFID but
will also be subject to organisational requirements – and regulated markets
will need to have effective systems and controls in place – to tackle the
possibility of a disorderly market and annual submissions on trading
strategies etc will need to be submitted to the regulator (see Articles 17 & 51
for further information on the revised MiFID).
The range of financial instruments will extend to include emission allowances
(emission allowance derivatives are currently captured but not ‘spot’
transactions). Whilst not a financial instrument in itself, structured deposits
will be brought within the scope of MiFID (Article 1(3)).

Firms currently subject to the recording obligations in COBS 11.8 (and we
take the opportunity to issue a further reminder on the imminent loss of
the mobile phone exemption – see e.g. Regulatory Roundup 29) may take
pleasure in reading that the recording of telephone conversations will
become obligatory across all Member States. However retention for a period
of three years is proposed (COBS 11.8.10 requires ‘at least 6 months’) (Article
16).
Governance receives attention and in particular the need for all members of
the management body to be able to commit sufficient time e.g. it is
proposed that such a person will not be able to combine more than four nonexecutive directorships. Recital 38 tells us that gender balance is particularly
important to ensure adequate representation of ‘demographical reality’.

(cont.)
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MiFID II (cont.)

Useful links:
Codecision

Shades of the RDR appear in Article 24 in respect of a ban on commission (or
fees or any other ‘monetary benefits’). However the ban will apply to
advisers offering independent advice (the RDR makes no such distinction)
and it will also extend to firms providing portfolio management. Most High
Street advisers will be outside of MiFID anyway by virtue of the Article 3
exemption, but those already within MiFID, especially those not offering
‘independent advice’ (not really defined), will be in interesting times
(although it is probable that the FSA will see Article 24 as a minimum
requirement).

Those firms to which COBS 10 (Appropriateness) applies will find some
changes including a differentiation between UCITS and ‘complex’ UCITS
(Article 25).
The clarity within order execution policies (COBS 11.2) will need to be
improved (Article 27) and firms will have to make public the top five
execution venues, for each class of financial instrument, where they
executed client orders.
Transaction reporting (MiFIR Article 23) will extend to include instruments
traded on an MTF or an OTF (organised trading facility). The latter will be a
new regulated trading venue to accompany the current regulated markets
and MTFs. Article 20 sets out the specific requirements for OTFs.
There is no set time-line in place, and in any event the proposals have to go
through the codecision process. The flow chart of the codecision process on
the European Commission website (see link) would suggest that progress on
MiFID II agreement will be a feature in the Regulatory Roundup this time next
year.

3

Market Abuse Changes

Useful links:
Current MAD
newMAD
MAReg

The EU has been churning out the work; in addition to the proposed changes
to MiFID (see previous article) they have also issued proposed changes to the
Market Abuse Directive (newMAD) and a new Market Abuse Regulation
(MAReg) (the previous article on MiFID II sets out the differences between a
Directive and a Regulation).
As will be known, in the FSA Handbook MAR 1 provides guidance to firms on
the market abuse regime and effectively combines the Code of Market
Conduct (which itself derives from FSMA s119) and MAD.
The current MAD leaves Member States to decide whether or not to impose
criminal sanctions for market abuse. According to the Commission, five
Member States do not provide for criminal sanctions for disclosure of inside
information by primary insiders and eight Member States do not do so for
secondary insiders (primary insiders being those with a link to the company in
question: in the UK there are only ‘insiders’). In addition, one Member State
does not impose criminal sanctions for insider dealing by a primary insider
and four do not do so for market manipulation. In order to ensure market
integrity the Commission considers that minimum rules on criminal sanctions
and offences are essential. newMAD defines the offences of insider dealing
(Article 3) and market manipulation (Article 4), when committed
intentionally, as criminal offences – and extends this to those inciting, aiding
or attempting the two abuse activities.
MAReg proposes common principles including fines being not less than the
profit made from market abuse and a maximum fine of not less than twice
the amount of profits gained/losses avoided. For natural persons the
maximum fine should be not less than €5m and for legal persons the figure is
not less than 10% of annual turnover. These are minimum levels and
Member States are at liberty to exceed these levels.
The provisions in MAReg have been aligned with the changes proposed in the
revised MiFID (q.v.): MAReg will apply to any financial instrument on a MTF
or an OTF as well as those admitted to trading on a regulated market. In
addition it will include any related financial instruments traded OTC which
can have an effect on the covered underlying market.

(cont.)
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Market Abuse Changes (cont.)
Regulatory Fees

Algorithmic trading, including high frequency trading, that is to be brought
within the scope of MiFID will also be recognised as a possible source of
market manipulation (Article 8 (3)(c)) - on the issue of market manipulation
Article 9 will now prohibit an attempt to engage in the practice. Spot
commodity contracts (which are not wholesale energy products) will also fall
within the market abuse regime.
For the avoidance of doubt, now that emission allowances are classified as
financial instruments under the proposed MiFID revisions they will also be
brought within the market abuse regime.

Useful links:
CP11/21

CP11/21 – ‘Regulatory fees and levies: Policy proposals for 2012/13’ – sets
out the FSA’s proposals for changes in the fees and levy regimes.
For the avoidance of doubt the paper is only concerned with the method of
calculating the charges; the budget (and hence level of fees) will not be
known until January next year at the earliest.
‘Firms dealing as principal’ (fee block A.10) will find a subtle change in their
tariff base in that they will have the option to move from being based upon
number of traders to full-time equivalents. An example given is that an
employee working a three-day week will result in a headcount of 0.6. The
changes arise from an equality assessment impact: the current approach
might be interpreted as a barrier in the career development of people
wishing to work part-time or job share.
‘Advisory arrangers, dealers or brokers’ (fee blocks A12 & A13 depending
upon whether holding client money and/or assets) and ‘Corporate finance
advisers’ (fee block A.14) have a similar approach save that these three fee
blocks are based upon the number of persons approved for CF30 (customer
function) adjusted as necessary. By way of example, a firm in fee block A.12
will have to deduct from the total CF30 number those persons ‘solely acting
in the capacity of an investment manager or solely advising clients in
connection with corporate finance business or performing functions related
to those’. This has been causing a headache for the FSA as whilst the
regulator knows the total number of CF30s in a firm, it has to agree with
firms the number of CF30s to use in calculating the fee - as may be recalled in
2007 the former customer functions of CF21 – CF27 were merged into a
single CF30 function.
(cont.)
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Regulatory Fees (cont.)
ARROW Points

Useful links:
Regulatory Roundup 25

The paper therefore proposes to move the tariff base for these three fee
blocks from a headcount basis to a ‘net amount retained’ basis. The latter
will be basically the income from the relevant business derived from the
activities in the specified fee block – although reference should be made to
page 11 onwards of Annex B of CP11/21 for a fuller description.
Those firms that have eligible complainants (if you are unsure if this applies
to you then please see Regulatory Roundup 25 for further information or
speak to your usual Complyport contact) and are required to submit
complaints reports to the FSA in line with DISP 1.10 should be aware that
late or non-submission of these reports will result in an administrative fee of
£250.
The consultation period ends 6 January 2012, except for the proposals on the
changes to the tariff base for proprietary traders and fee-blocks A12 – A14
when the relevant date is 6 February 2012.
Although it is a consultation, firms may wish to draw the proposals to the
attention of the relevant individuals/departments within their organisations
so they can consider the need for any necessary changes to systems and
procedures.

Useful links:
ARROW Observations

A recently published FSA Newsletter contained an article on recent
observations from ARROW risk assessments. Although the Newsletter is
targeted at ‘smaller wholesale insurance intermediaries’ the observations
can be equally applicable to other sectors and to firms that fall outside the
remit of ARROW.
The comment is made that the FSA expects senior management to have
regard to relevancy as part of their ‘business as usual’ activity.
Items covered include data security and the need to consider what is on the
hard drives of photocopiers and scanner devices; lack of proper controls in
business transformation scenarios; business continuity (and we are warned
that “this remains an area of focus for supervisors”); and the need to have
persons of good repute. The issue here is not that firms are not carrying out
background checks – they are - but rather that they are not routinely
including this requirement within the scope of their HR policies and
procedures.
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Risk and Suitability

Useful links:
Final Notice

As may be recalled, the FSA issued a ‘Dear CEO’ letter in June (see Regulatory
Roundup 31) on the matter of ‘suitability’ (COBS 9) which referenced a
review of 16 firms – with 14 of the firms being deemed to pose a high or
medium-high risk of detriment to their customers.

Regulatory Roundup 31
Although not necessarily part of the review, a Final Notice issued to Credit
Suisse (UK) Limited contains examples of suitability failings.
The Notice itself does not focus on COBS 9 failings – nor indeed even
mentions COBS - but rather quotes FSMA s206(1) and Principle 3 (“A firm
must take reasonable care to organise its affairs responsibly and effectively,
with adequate risk management arrangements”). However as the words
‘suitability’ and ‘suitable’ between them make over forty appearances in the
15 page Notice it would seem reasonable to summarise that the heart of the
matter was suitability and COBS 9. As might be expected, based on previous
Final Notices, the failings cited included not having adequate system and
controls in place.
The concern centred around the suitability (or the systems and controls in
place in respect of the suitability) of advice regarding SCARPs to its private
banking retail advisory customers.

Firms that provide advice – and COBS 9.1.3 reminds us that the concept of
suitability also applies to a firm which manages investments – may wish to
review the Notice and use it as a comparator against their own processes
and procedures.
Section 2.3 of the Final Notice reinforces the importance of having adequate
records in place e.g. on investment concentration “.. often no documentation
available ...”; on the use of leverage “... often no documentation available to
evidence the rationale for recommending leverage ...”; and in 17 of the 24
SCARP transactions reviewed by a skilled person there was “... insufficient
evidence of consideration of the Customer’s overall portfolio … when
determining whether the transactions were suitable for the Customer”.

The above illustrates ‘if it’s not written down then it doesn’t exist – especially
in the eyes of the FSA’, a maxim which equally applies to areas ranging from
board meetings to compliance monitoring.
(cont.)
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Risk and Suitability (cont.)

Useful links:
FSA Guidance on
Suitability

Not for the first time the failings include a firm not having in place adequate
systems to determine an investor’s attitude to risk. We would remind firms
that the FSA published finalised guidance in March on ‘assessing suitability’
which includes establishing the risk a customer is willing and able to take.
Although the guidance does mention ‘retail customers’, the suitability
requirements of COBS 9 also apply, in the case of MiFID business, to
professional clients subject to certain assumptions that can be made (see
COBS 9.2.8).
For its failings, the firm suffered a penalty of £5.95m after the traditional 30%
(Stage 1) discount.
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Remuneration Code & Proportionality Tiers
PFOF Delay
Transaction Reporting Guidance

Useful links:
Proportionality Guidance
Changes
Regulatory Roundup 35

The FSA has issued yet further guidance on the Remuneration Code to assist
firms – see Regulatory Roundup 35 on previous recent guidance given –
that will only be relevant to UK Banks and Building Societies.
As will be known, the Remuneration Code is to be applied in a proportional
manner. For this purpose the FSA has devised four proportionality tiers to
reflect the impact different businesses can have. Most firms will be in the
lowest impact tier - proportionality tier four - which captures BIPRU limited
licence and limited activity firms.
Following a rethink it is proposed that the barrier between tiers two and
three be increased from £50m to £100m for Banks and Building Societies e.g.
a UK Bank will now remain in tier three unless, and until, its capital resources
exceed £100m which will then elevate it into tier two. The FSA invites
comments by 28 November.

Useful links:
Regulatory Roundup 35

Details of the FSA’s consultative guidance on the practice of ‘payment for
order flow’ (PFOF) was included in Regulatory Roundup 35.
The deadline for responses was November 9 but given the complexity of
some of the issues involved the FSA has decided to extend the deadline to 23
November.

Useful links:
Regulatory Roundup 34
Market Watch 41

Regulatory Roundup 34 included an article on the FSA’s consultative
guidance on (a) the approach to be adopted when reporting transactions on
Turquoise Derivatives and (b) the reporting of derivative transactions
conducted through clearing platforms of derivative markets where the
reference data is not made available to the FSA and the ARM.
Market Watch 41 advises that there were no responses that raised any
objections or requested any clarification and so the guidance re (a) will have
immediate effect whilst the guidance re (b) becomes effective as of 31 March
2012.
A link to the guidance can be found in Regulatory Roundup 34. Market Watch
41 provides example transactions.
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CRD 3: Final Rules
RMAR Changes Delay

Useful links:
PS11/12

PS11/12 – “Strengthening Capital Standards 3” – includes the final rules to
implement CRD 3.
The rules largely concern BIPRU 7 (Market Risk) and BIPRU 9 (Securitisation)
and are unlikely to have much relevance for most limited licence/limited
activity firms, which form the majority of firms subject to BIPRU.
However, tucked away in BIPRU 11.3 (‘Disclosure (Pillar 3)’) there is an
enhancement to a firm’s required disclosure policy. BIPRU 11.3.3(2) will be
added requiring a firm to have policies for “.. assessing whether its
disclosures convey its risk profile comprehensively to market participants”.
Where it is concluded that the disclosures do not achieve this requirement
then the firm must publicly disclose the necessary information.
BIPRU 11.5 will impose greater disclosure obligations in respect of
securitisations and market risk where these are applicable.
The rule changes, which will come into force on 31 December 2012, can be
seen in Appendix 1 of PS11/12.
As may be known, CRD 4 is currently in the legislative negotiation process
which is expected to have concluded by summer 2012 with implementation
from 1 January 2013; the FSA advise that they have not yet set a timetable
for UK consultation.

Useful links:
Original Proposal

Postponement

Firms that submit a Retail Mediation Activities Return should be aware that
the changes to section A (Balance sheet) that were due to come into force
this 31 December will now be delayed until 31 December 2013.
Further details can be found using the links.
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TRUP 3

Useful links:
TRUP Consultation
TRUP Consultation - marked
up copy
Regulatory Roundup 28

As advised in Regulatory Roundup 28, the FSA is in the process of reviewing
the Transaction Reporting User Pack (TRUP), which is a useful source of
reference for those firms with transaction reporting obligations under SUP
17.
The current Transaction Reporting User Pack (TRUP) (version 2), dates back to
21 September 2009.
The FSA has released a draft update which will include guidance published
elsewhere and issued since the publication of version 2.
Portfolio managers relying on the exemption in SUP 17.2.2 will see that
section 9.6.2 incorporates previous guidance given on how such a firm can
satisfy the ‘reasonable grounds’ requirement of SUP 17.2.2(2). The portfolio
manager is not required to ensure that reports are being submitted
accurately as this is an existing obligation of the broker. This reflects the
advice given in Market Watch 35 in July of last year. Section 9.6.3 reminds
portfolio managers when they cannot rely on this exemption and includes in
sub-paragraph e) enhanced guidance for when EEA brokers agree to
transaction report on behalf of the firm rather than in their own capacity.
Those firms that do transaction report are provided with a link in 10.1 to
enable them to request a sample of transaction reports they have submitted.
Section 3.2 concerning ‘Reportable instruments’ has been amended to advise
that transactions in commodities, interest rate and foreign exchange are not
reportable unless those derivatives are securitised and admitted to trading
on a regulated market or on a prescribed market.
It is noted from the footnote in section 7 that the FSA has put on hold the
intention for reporting firms to require a BIC – see e.g. Regulatory Roundup
28.
Comments from firms are invited by 24 November.
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TRS Update
Moving Story

Useful links:
FSA Communication
Regulatory Roundup 33

As will be known (see Regulatory Roundup 33) the FSA’s Transaction
Reporting System (TRS) was to be sold to the LSE.
The latter already operates its own equivalent system (UnaVista). The
intention is to migrate TRS users to UnaVista in due course. There should be
no changes needed to firms’ IT infrastructure or data formats.
TRS users should have received a communication from the FSA advising that
the LSE has now taken over the operation of TRS and will now handle the TRS
customer relationship.
TRS itself will be closed down and firms’ TRS contracts with the FSA will
terminate on 23:59 on 24 April 2012.
The communication provides contact details should the LSE not yet have
approached your firm regarding user training and migration to UnaVista.

Useful links:
Complyport

Due to continued expansion, Complyport has moved from its Cavendish
Square offices to larger premises in Millbank.
Our new address is:
4th Floor
4 Millbank
Westminster
London
SW1P 3JA
Our phone and fax numbers remain unchanged.
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Bespoke, Practical Consulting

If any of the topics
discussed above raise
questions or a need for
guidance or support,
please feel free to contact
Peter Carlisle
Or for details of any other
of Complyport’s services,
please contact Jon
Wedgbury

Past issues of Complyport’s Regulatory Roundup are available to view at
http://www.complyport.com/pyPage?docId=roundups.
The Complyport Regulatory Roundup is provided for information purposes
only and represents a summary of the above subjects. It is not intended to
offer a legal opinion, advice or recommendation as to future action and it
is provided solely as a discussion document. ©Complyport Ltd
Complyport Limited (“Complyport”), Company Number: 04333584 is a
Limited Company registered in ENGLAND with Registered Office at
Devonshire House, 1 Devonshire Street London. W1W 5DR.
This Regulatory Roundup is for the named person's use only. It serves
purely for information purposes, and is not an offer or financial promotion.
It may contain confidential, proprietary or legally privileged information.
No confidentiality or privilege is waived or lost by any transmission errors.
If you receive this Regulatory Roundup in error, please immediately delete
it and all copies of it from your system, destroy any hard copies of it and
notify the sender. You must not, directly or indirectly, use, disclose,
distribute, print, or copy any part of this message if you are not the
intended recipient. Transmission is not guaranteed to be secure. Any
information contained herein is subject to Complyport’s Standard Terms
and Conditions of Business which are available upon request. Complyport
and its affiliates do not assume any liability whatsoever for the content of
this document, or make any representation or warranties, as to the
accuracy or completeness of any information contained in this document.
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