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Ds: Enhanced Conduct of Business

Useful Links: Of relevance to:

Firms providing and/or distributing retail CFD products (and binary
Regulatory Roundup 73 options)
Regulatory Roundup 81 Given the concerns that the FCA has previously expressed on the

distribution of contracts for difference (“CFD”) - see Regulatory Roundup
73 — it probably comes as no surprise that it has issued Consultation Paper
CP16/40 “Enhancing conduct of business rules for firms providing contract
for difference products to retail clients”.

CP16/40

CFD Infographic

Work undertaken by the FCA reveals that over 80% of clients lost money
Dear CEO Letter on CFDs (the term also captures spread bets and rolling spot FX) over a
year, with the average result per client being a loss of £2,200.

The unease that the FCA has about CFDs and retail clients is not unique to
the UK. Aside from the recent ESMA update of its Q&As on ‘the provision
of CFDs and other speculative products to retail investors under MiFID’
(see Regulatory Roundup 81), the paper advises us that several EU
member states, including Belgium, France and the Netherlands, have
already introduced (or announced an intention to introduce) a ban on the
financial promotion of CFD products.

The FCA's proposed changes include (note that any references below to
Handbook rules are to those contained in Appendix 1 to CP16/40 and
should assist firms in their understanding of the detailed requirements):

= The need to categorise all retail clients as either an ‘experienced retail
client’ or ‘inexperienced retail client’. This categorisation impacts on
how other elements of the proposal apply. It is recommended that
firms look to the Glossary in Annex A of Appendix 1 to familiarise
themselves with the definitions of ‘active trading experience’ (being
either the execution of at least ten relevant trades in a calendar
quarter or at least forty such trades in a continuous period of twelve
months with at least two trades carried out per calendar quarter) and
the definition of ‘experienced retail client’ (a retail client with ‘active
trading experience’ of at least a continuous period of twelve months or
four calendar quarters within the twelve calendar quarters prior to the

current trade). .
ont...
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Any client not meeting the definition will by default fall into the
‘inexperienced retail client’ category. Note the need for evidential
records (i.e. no ‘self-certification’) to be received by the firm and that
the use of demonstration or training accounts is to be ignored for the
purposes of determining ‘active trading experience’ (COBS 22.4.17 —
22.4.20).

A requirement for a prominent standardised risk warning which will
include details of profits/losses made by the firm’s retail clients over
the last quarter and four quarters respectively. Where a firm’s website
or mobile application is used then this warning must remain fixed on
the screen even when the (retail) client scrolls up or down (COBS
22.4.3-22.4.4).

The provision of standardised point of sale risk warning. The firm
must require the retail client to acknowledge receipt (using prescribed
wording) of this standardised point of sale risk warning — which must
be separate to any acknowledgement of terms and conditions — before
a trading account can be opened (COBS 22.4.5 —22.4.9).

Initial margin requirements are determined by the client’s
categorisation as either ‘experienced retail client’ or ‘inexperienced
retail client’ and ranges from 2% to 20% (COBS 22.4.10 — 22.4.13).

Margin close out requirements oblige a firm to ensure that the retail
client’s net equity (as defined in the rules) does not fall below 50% of
the initial margin requirement, otherwise the client’s open positions
must be closed ‘as soon as market conditions allow’. Note that the
retail client must be informed as to how their margin close out level is
calculated and triggered. Firms are also reminded of their ‘best
execution’ obligations when e.g. closing a retail client’s position (COBS
22.4,14 - 22.4.16).

Restrictions on financial promotions likely to be received by a retail
client will prohibit offering a monetary or non-monetary incentive or a
bonus offer contingent on opening a trading account (COBS 22.4.21 —
22.4.23).
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Firms should note (chapter 5) that during the consultation period the FCA
expects all CFD providers to ensure that they are complying with the
existing rules and in particular draws attention to appropriateness
assessments, AML controls and client categorisation — reference to
February’s ‘Dear CEQ’ letter will assist here — and risk warnings. We are
also informed that the FCA is conducting further supervisory work and are
applying increased scrutiny during the authorisation process to applicants
seeking to offer retail CFDs.

The Consultation Paper also briefly touches on what it refers to as binary
bets (which is the term that will be used in the Handbook Glossary
although they are more commonly referred to as binary options). These
are currently regarded as gambling products, although HM Treasury has
consulted on bringing them within the scope of FCA regulation in the light
of the European Commission opinion that they should be considered as
MIFID financial instruments. It is stated that any formal proposals and
draft Handbook rules in relation to these products would be consulted on
in Spring 2017.

The consultation period ends 7 March 2017.
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CS Review

Useful Links: Of relevance to:
All firms, particularly those with clients that qualify as ‘eligible claimants’

Regulatory Roundup 75

CP16/42 The FCA has published consultation paper CP16/42 “Reviewing the
funding of the Financial Services Compensation Scheme (“FSCS”)”.

It may be recalled that the joint HM Treasury and FCA Financial Advice
Market Review (“FAMR”) suggested some reforms for the FCA to consider
at its next FSCS funding review, including the concept of a risk-based levy
and how the volatility of levies could be reduced - see Regulatory Roundup
75 (“FSCS Levy 2016/17”).

Although classed as a ‘Consultation Paper’, in reality part of it can also be
regarded as a ‘Discussion Paper’. With regard to the latter, the areas that
the FCA is inviting views on includes, but is not limited to:

= Updating FSCS compensation limits and activities — including possibly
extending compensation to financial promotions and loan-based
crowdfunding;

® Product providers contributing to FSCS funding relating to claims
caused by intermediary defaults;

= |ntroducing the concept of a risk premium so that, for example, those
distributing non-readily realisable investments would pay a higher levy;

= Merging some intermediation classes e.g. grouping together
investment, life and pensions, home finance and general insurance.

Aside from inviting general comments on the above, CP16/42 is also
consulting on specific proposals:

* Introducing FSCS protection for debt management activities and
structured deposits;
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FSCS Review (continued)

Amending the ‘protected investment business’ rules so that the FSCS
can directly compensate participants in all collective investment
schemes;

Requiring Lloyd’s of London to contribute appropriately where costs in
a particular intermediary class breached the affordability thresholds;

Changing payment arrangements so that those firms already paying
FCA fees on account will also be required to make a payment on
account in respect of their FSCS levy.

Comments are invited by 31 March 2017.
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rowdfunding: FCA Interim Report

Useful Links: Of relevance to:
Firms offering crowdfunding

FS16/13

Responses to its ‘call for input’ in July of this year on crowdfunding has left
the FCA feeling that there is evidence of potential investor detriment.

The Regulator has published its initial findings in Feedback Statement
FS16/13.

Initial findings re investment-based crowdfunding includes:

= Not all firms satisfied the requirements to conduct an appropriateness
test to assess whether investors have the knowledge or experience to
understand the risks involved in the investment.

= Concerns about inadequate disclosures on investment-based
crowdfunding platforms and the downplaying of risk.

= Due diligence standards vary from firm-to-firm and not all firms explain
their due diligence processes on their websites.

= None of the platforms reviewed provided an assessment of the
valuation of a pitch, although they did challenge the figures proposed
by fundraisers.

= Not all firms aligned their business models with the possible future
success of businesses raising finance (and, ultimately, the investors).

®= Not all firms had an effective internal control system in place with
regards to the processes used for approving or communicating financial
promotions.
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owdfunding: FCA Interim Report

On loan-based crowdfunding:

= The FCA found inadequate disclosures about risk and loan
performance.

= Firms were testing the boundaries of the regulated crowdfunding
perimeter, which introduces the risk of arbitrage with investment
management or banking activities.

= Firms’ desire to maintain confidence in platforms has occasionally led
to firms acting in a non-transparent manner, masking true loan
performance and exposing investors to risks. This has included
management intervening to influence the performance of loans (e.g. by
covering arrears) or otherwise acting to support the platform (e.g.
lending to provision funds).

= Firms have limited scope to increase market share with their current
products and are instead targeting growth through new products or in
new markets. This brings the risk of operating in unfamiliar markets
without appropriate expertise, exposing longer-term investors to
unforeseen lending risks.

= Consumers may not realise they do not have the usual protections as
borrowers, where agreements are non-commercial, and firms may not
make them aware of this.

= |nstitutional investors could bring benefits for retail investors (e.g. due
diligence) but better controls are needed to mitigate the risks —
particularly around conflicts of interest.

= Some platforms allow investment in loans formed on other platforms,
which can make it harder for investors to conduct due diligence or to
understand the level of risk they are taking. Failure of one firm could
also cause problems for other firms in the market where investors in
one platform are exposed to loans on a third-party platform.

A Consultation Paper is promised for Q1 2017 proposing new rules — these
will apply to both loan-based and investment-based crowd funding.
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Regulatory Roundup Archive

Useful links: Past issues of Complyport’s Regulatory Roundup are available to view using
the link provided.

Past issues
You can also access the latest news stories directly from our website either

. through the news section or through the search facility on the home page.
News Section

Home Page

Complyport Limited
COMP LYPORT 60 Cannon Street, London EC4N 6NP
COMPLIANCE LEADERSHIP t: +44 (0) 20 7399 4980 f. +44 (0) 20 7629 8002
e:info@complyport.co.uk w: www.complyport.com


http://www.complyport.com/our-services/regulatory-updates/
http://www.complyport.com/news/
http://www.complyport.com/

poke, 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 us at
info@complyport.co.uk

Complyport is always
interested to receive
feedback and general
comments on either the
Regulatory Roundup or
the Complyport website.
Comments can be sent to
info@complyport.co.uk

Follow us on Twitter u
Join us on Linkedin ﬁ
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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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