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Executive Summary

The Markets in Financial Instruments Directive (MiFID) entered into force in November 2007.
Embedded in MiFID is a process for reviewing certain provisions in the Directive. This paper
contains CESR’s technical advice on investor protection and intermediaries issues for the European
Commission (EC) as part of MiFID Review, so that the EC can report to the European Parliament
and Council on possible changes to MiFID.

In providing its advice, CESR has reviewed and consulted on the continued appropriateness of
certain provisions of MiFID.

The main points are under the following six headings:

Requirements relating to the recording of telephone conversations and electronic
communications: In Part 1 of the paper, CESR proposes a common EEA regime for the recording of
orders received/transmitted over the telephone or through electronic communications. The vast
majority of CESR members believe that the existing discretion in Article 51(4) of the MiFID Level 2
Directive should be replaced by a minimum harmonisation EEA recording obligation. These CESR
members consider that such a regime would be an important step forward in terms of certainty,
consumer protection, and surveillance of markets to achieve a credible deterrence in EEA markets.

Execution quality data (Article 44(5) of the MiFID Level 2 Directive): In Part 2, CESR
proposes to require execution venues to produce regular reports on execution quality in shares.

MiFID complex vs. non-complex financial instruments for the purposes of the Directive’s
appropriateness requirements: In Part 3 of the paper CESR proposes amendments to clarify and
to deliver a more graduated risk-based approach to the distinction between complex and non-
complex financial instruments for the purposes of the Directive’s appropriateness requirements.

Definition of personal recommendation: Part 4 of the paper covers CESR’s concerns on the
current wording of Article 52 of the MiFID Level 2 Directive, with regards to the provision by
intermediaries of personal recommendations through distribution channels. CESR proposes an
amendment to the Directive to clarify that investment advice can be provided through distribution
channels.

Supervision of tied agents and related issues: In Part 5 of the paper CESR proposes
amendments to the MiFID tied agents regime focusing on three broad areas: (i) further harmonising
the national rules on the use of tied agents; (i) enhancing transparency concerning the identity of
tied agents; and (iil) enhancing investor protection through clarifying the passport regime for firms
using tied agents (Articles 31 and 32 of MiFID).

MiFID options and discretions: In the last part of the paper CESR proposes areas for further
convergence with respect to the options and discretions in MiFID and its implementing measures.

Introduction
In November 2007, the Markets in Financial Instruments Directive 2004/39/EC (MiFID) and its

implementing measures (MiFID Level 2 Directive 2006/73/EC and Regulation 1287/2006)
entered into force.

MiFID Review Investor Protection and Intermediaries - 3
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MiFID extended the coverage of the former Investment Services Directive (ISD) and introduced
new and more extensive requirements for firms, in particular for their conduct of business and
internal organisation. It also harmonised certain conditions governing the operation of execution
venues.

MiFID was a major part of the European Union’s Financial Services Action Plan (FSAP), which
was designed to help integrate Europe’s financial markets. MiFID comprises two levels of
European legislation. ‘Level 1°, the Directive itself, was adopted in April 2004. The requirements
were supplemented by ‘technical implementing measures’, so-called ‘Level 2’ legislation. The
EC’s Level 2 measures were developed on the basis of advice provided by the Committee of
European Securities Regulators (CESR) and were the subject of negotiation at European level in
the European Securities Committee (ESC). They were formally adopted by the EC and published
in the Official Journal of the European Union on 2 September 2006.

Since the implementation of MiFID, European financial markets have seen a number of changes.
For instance there has been greater competition/pan-European trading, consolidation between
exchanges, improved technology and innovation e.g. smart order routing, algorithmic trading
and new clearing arrangements. In addition, there have been issues with post-trade
transparency data including the fragmentation /consolidation of such data, delays, and costs.
Furthermore, with the global financial crisis in the background, regulators have focused on
selling practices regarding certain financial instruments to try and limit instances of investor
detriment.

As part of the process embedded in MiFID for reviewing certain provisions in the Directive,
CESR 1is providing advice to the EC in the context of the MiFID Review — Investor Protection and
Intermediaries, so that the EC can report to the European Parliament and Council on possible
changes to MiFID in early 2011.

As a part of CESR’s Advice to the EC in the context of the MiFID Review, in April 2010 CESR
undertook a public consultation.! CESR’s general policy for the consultation, with a few
exceptions, was to limit the issues under consultation to those issues related to investor
protection and intermediaries that incorporate a review clause in the MiFID legislative texts.
These were:

e Article 51(5) of the MiFID Level 2 Directive, which requires the EC to report on the
continued appropriateness of the discretion on recording requirements in Article 51(4) in the
MiFID Level 2 Directive on the retention of records under the record-keeping obligations in
MIFID.

e Article 44(5) of the MiFID Level 2 Directive on best execution, which requires the EC to
report on the availability, comparability and consolidation of information concerning the
quality of execution of various execution venues. As part of this review the EC has to decide
whether or not a regulatory intervention is required to ensure that investment firms have
the necessary information to select appropriate execution venues to include in their
execution policies. Given that the EEA trading landscape is changing very rapidly CESR has
considered that it is preferable to limit the work to execution quality data on shares. CESR is
conducting Level 3 work on the overall operation of the execution regime with a view to
publish Level 3 material on this topic later on during 2010.

o Article 65(3)(c) of MIFID which requires the EC to report on “the appropriateness of rules
concerning the appointment of tied agents in performing investment services and/or
activities, in particular with respect to the supervision of them”.

e MiFID options and discretions. This was included in the Consultation Paper in light of the
Ecofin Council conclusions of December 2007 which stated that Member States should keep

1 CESR Consultation Paper CESR/10-417.
MiFID Review Investor Protection and Intermediaries - 4
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under review the options and discretions implemented in their national legislation and limit
their use wherever possible. The Ecofin Council conclusions of May 2008 and June 2009 more
generally called for enhanced European supervisory convergence.

In its Consultation Paper, CESR also included two areas that have arisen from Level 3 work,
these are:

e Complex/non complex financial instruments. This was included in the Consultation Paper as
a result of a CESR consultation in May 20092 on MiFID complex and non-complex financial
instruments, where the industry requested CESR and its members to provide further
clarification on the types of MiFID products that might be categorised as complex or non-
complex products for the purposes of the appropriateness requirements.

e Definition of personal recommendation. This was included in the Consultation Paper as a
result of a CESR consultation in July 20093 on investment advice, where CESR considered
that the current definition in Article 52 of the MiFID Level 2 Directive needed greater
clarity.

CESR did not provide further technical advice on the MiFID exemptions regarding specialist
commodity derivative firms contained in Articles 2(1)(i) and (k) of MiFID. Therefore CESR’s
technical advice on the MiFID exemptions for commodity derivatives business (CESR/08-752)
published on 15 October 2008 remains valid.

Status of this paper

This paper is CESR’s technical advice to the EC in the context of the investor protection and
intermediaries area of the MiFID Review. In some cases, CESR has identified and proposed
drafting for legislative changes. In other cases, CESR has provided technical advice to the EC
without spelling out specific drafting proposals for legislative changes, but merely sets out
CESR’s view on the policy approach that should be adopted.

2 CESR Consultation Paper CESR/09-295.
3 CESR Consultation Paper CESR/09-665.

MiFID Review Investor Protection and Intermediaries - 5
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Part 1: Requirements relating to the recording of telephone conversations and electronic
communications

CESR’s advice

CESR members (except for BaFin and FMA) believe that it is appropriate for the EEA to
adopt a minimum harmonising recording requirement. They believe that such a recording
requirement should have the following scope and following record-keeping standards.

Scope of obligation

The obligation should apply to investment firms who provide and/or perform the following
investment services and activities: reception and transmission of orders in relation to one or
more financial instruments, execution of orders on behalf of a client, portfolio management
and dealing on own account.

The investment firms mentioned above should be required to record telephone conversations
in a format which allows the conversation to be replayed and electronic communications
where one of their employees:

e receives from a client an order to be transmitted to another entity for execution or an
order to be executed on behalf of a client;

e transmits an order to an entity not subject to the MiFID recording requirement when
providing the service of the reception and transmission of client orders and the service
of portfolio management;

e concludes a transaction with an execution venue when executing an order on behalf of
a client or on their own account;

e concludes a transaction when trading on own account on behalf of the investment firm,
regardless of whether or not a client is involved in the transaction.

This obligation would apply to orders and transactions relating to all financial instruments
covered by MiFID. It would also apply to all forms of telephone conversation and electronic
communication. Employees of investment firms would only be allowed to undertake
conversations and communications of the sort set out above on equipment belonging to the
investment firm.

Investment advice

CESR considers that work should be done to clarify the record keeping obligation regarding
investment advice.

Record retention

The record made under the obligation above should be kept in accordance with the standards
set out in Article 51(4) of the MiFID Level 2 Directive. This means investment firms would
need to keep the records for at least 5 years and that they should be stored in a way that
makes them accessible by regulators and that prevents them from being altered.

In addition to this advice on recordkeeping for orders and transactions, CESR believes it is
necessary to undertaking work on recordkeeping for the provision of investment advice.

One member believes it would be cost-effective to require investment firms to keep for 5 years all
electronic communications with clients. This would facilitate supervision of compliance with rules
on investment advice and information to clients, since such records are easily searchable, at little
additional cost to investment firms.

MiFID Review Investor Protection and Intermediaries - 6
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Introduction and background

In its advice to the EC in 2005 on the MiFID implementing measures (Level 2 Directive
2006/73/EC)4, CESR said that the MiFID Level 2 Directive should include a requirement on
investment firms to record telephone conversations where firms received client orders. Such a
proposal was discussed by the European Securities Committee (ESC)> but was not included in
the final MiFID implementing measures.

The MiFID Level 2 Directive does, however, contain two provisions that are relevant to this
issue. Article 51(4) of the MiFID Level 2 Directive says “Record-keeping obligations under
Directive 2004/39/EC and in this Directive are without prejudice to the right of Member States to
impose obligations on investment firms relating to the recording of telephone conversations or
electronic communications involving client orders.”

This provision provides Member States with a discretion to set their own national rules about
the recording of telephone conversations and electronic communications (which are described in
the rest of this chapter as ‘recording requirements’) or to have no such rules. Article 51(5) of the
MiFID Level 2 Directive required the EC to report on the continued appropriateness of Article
51(4) of the MiFID Level 2 Directive by 31 December 2009. This paper sets out CESR’s advice to
the EC for the purposes of that review.

Issues under discussion
Use of the discretion for a recording requirement

CESR asked its members for details of what use, if any, they make of the discretion in Article
51(4) of the MiFID Level 2 Directive in their Member State. In responding, CESR members were
asked to consider whether their recording requirements (if any) fall within the categories of:

(1) Broker to broker order;

(i1) execution of client orders at the hub (trading desk) level only; or

(111) extended execution of client orders including receiving and transmitting orders from the
client.

The responses have been incorporated into the table in Annex 1.

The table in Annex 1 shows that of the 26 Member States whose CESR member responded, 16
have a recording requirement which is incorporated in legislation or rules whilst 10 do not
(although investment firms in these jurisdictions may be subject to recording requirements
imposed by regulated markets). In the countries with recording requirements incorporated in
legislation or rules, the obligations mainly appeared to cover the categories of (i1) and (iii) set out
in the previous paragraph. Of these two categories, the vast majority of Member States fall into
the category that require investment firms to record all client orders received by telephone.
France, Germany and Sweden appear to require, inter alia, the telephone lines of traders/trading
desks to be recorded.

Rationale for a recording requirement

From the point of view of competent authorities there are three main rationales for imposing
recording requirements:

4 See Box 5 in CESR/05-024c.

http://[www.cesr.eu/index.php?page=document_details&from title=Documents&id=2965

5 See Article 13 in ESC/17/2005: http://ec.europa.eu/internal market/securities/docs/isd/dir-2004-39-
implement/esc-17-2005_en.pdf

MiFID Review Investor Protection and Intermediaries - 7
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to ensure that there is evidence to resolve disputes between an investment firm and its
clients over the terms of transactions;

e to assist with supervisory work in relation to conduct of business rules; and

e to help deter and detect market abuse and to facilitate enforcement in this area.

In some Member States there appears to be little evidence that there is a large number of
disputes between investment firms and their clients over the terms of transactions where the
receipt of the order involves a telephone conversation or electronic communication. In particular,
some CESR members are unaware of any significant problem concerning the orders of retail
clients.

Records made as a result of recording obligations are not the sole material that any competent
authority uses to assess investment firms’ ongoing compliance with conduct of business
obligations. But they can help to assist a competent authority to check compliance with, for
example:

e the requirements in MiFID and in the MiFID Level 2 Directive on information to clients
and potential clients;

e the requirements in MiFID on best execution; and

e the requirements in MiFID and the MiFID level 2 Directive on client order handling.

Where firms are not complying with their conduct of business obligations recordings of telephone
conversations and electronic communications have been used as part of the evidence in
enforcement cases.

The prosecution of market abuse presents significant challenges. Evidence collected through
recording obligations can provide additional material for discovering the facts of a case. It can
also provide evidence that may not be available through other sources such as documents and
oral testimony. In particular, recordings more often help to show the intention behind trading
and the knowledge of the person at the point at which they trade which are matters which are
often not easily established but may be crucial in a successful enforcement case.

A small minority of CESR members (BaFin® and the FMA7), do not think that records held as a
result of a recording obligation are of significant assistance in supervisory and market abuse
monitoring work. They believe that most of the material kept as a result of a recording
requirement is unlikely to be of interest to competent authorities and raises a significant issue of
proportionality, especially in view of the costs arising out of such new requirements. These CESR
members also feel that due to already existing documentation requirements, there is plenty of
other information available to competent authorities to enable them to check an investment
firm’s compliance with its conduct of business obligations. They point to the fact that the record
keeping obligation in Article 13(6) of MiFID requires firms to keep records of their business
“...which shall be sufficient to enable the competent authority to monitor compliance with the
requirements under this Directive, and in particular to ascertain that the investment firm has
complied with all obligations with respect to clients or potential clients” as indicating that a
recording requirement is not necessary for conduct of business purposes.

The discussion about a recording requirement in the context of the negotiation of the MiFID
Level 2 Directive mainly focused on the rationale of dealing with resolving disputes between
investment firms and their clients. At one point the proposals for a recording requirement in the
papers discussed by the ESC included a requirement that recordings would be the sole evidence
to be relied on in the event of a dispute. The discussion above shows that competent authorities
in jurisdictions with a recording requirement believe that the requirements serve a wider
purpose. CESR believes that it is important that in considering a possible EEA recording
requirement, the EC takes account of this. CESR believes that the EC needs to consider the

6 BaFin expressed a dissenting view on this part of the advice.
7The FMA abstained from expressing a view on this part of the advice.

MiFID Review Investor Protection and Intermediaries - 8
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wider context, in particular the use of recording requirements in relation to tackling market
abuse.

Nature of a recording requirement

The EU’s Economic and Financial Affairs Council conclusions in June 20098 included the
following statement:

“... the Council invites the Commission and all other relevant parties to take the appropriate
initiatives, which i.a. should aim at:

Moving towards the realisation of a single rulebook, with a core set of EU-wide rules and
standards directly applicable to all financial institutions active in the Single Market, so that
key differences in national legislations are identified and removed.”

CESR has borne this context in mind in discussing the continued appropriateness of the
discretion in Article 51(4) of the MiFID Level 2 Directive. However, in the light of the specific
context of this issue, CESR believes that it is not possible to recommend a maximum
harmonising approach to a possible EEA recording requirement to the EC.

As illustrated previously, the current position across Member States in relation to the discretion
is varied. A single common approach would inevitably mean that new obligations would have to
be introduced in some Member States, whilst in others existing obligations would have to be
removed. Competent authorities in the Member States who potentially would need to reduce the
scope of their existing obligations attach importance to these obligations in their supervisory and
enforcement work. They believe that losing existing obligations would do damage to investor
protection and efforts to prevent and detect market abuse. CESR does not therefore believe it is
appropriate to recommend to the EC that a maximum harmonising recording requirement is
included in EEA legislation.

Most CESR members believe that it is sensible for the existing discretion in Article 51(4) of the
MiFID Level 2 Directive to be replaced by a minimum harmonising obligation. This would avoid
competent authorities losing any recordings to which they currently have access whilst at the
same time making progress towards harmonisation and a single rulebook. CESR’s views on the
substance of an EEA rule on the recording of telephone conversations and electronic
communications included in this advice are therefore predicated on the assumption that such a
rule will be minimum harmonising. It should not be assumed that CESR members would hold
the same views about the substance of the proposal if a maximum harmonising rule was
proposed.

Support from CESR members for a minimum harmonising EEA rule on the recording of
telephone conversations and electronic communications is not unanimous. A small minority of
CESR members (BaFin and the FMA) does not believe that the benefits of recording telephone
conversations and electronic communications are proportionate to the costs which would be
imposed on firms. They believe therefore that the existing discretion in Article 51(4) of the
MiFID Level 2 Directive should be retained. In the responses to the consultation this was a
position supported by several national and European trade associations representing banks.

Policy arguments

Scope of a recording requirement

CESR decided that the best way to define the scope of a possible recording requirement was in
two stages. First, to decide which investment firms would be subject to the requirement by
reference to investment services and activities to be covered. Second, to define what telephone

8 http://www.consilium.europa.eu/ueDocs/cms_Data/docs/pressData/en/ecofin/108392.pdf

MiFID Review Investor Protection and Intermediaries - 9
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conversations and electronic communications in relation to those services and activities would
have to be recorded.

CESR considered five main investment services and activities as potentially being relevant to a
recording obligation. These were: reception and transmission of orders, execution of orders on
behalf of clients, dealing on own account, portfolio management and investment advice.

Reception and transmission and the execution of client orders obviously involve the receipt of
client orders which is relevant both in the context of conduct of business supervision and
detecting market abuse. CESR believes that conversations and communications relating to these
services should therefore be inside the scope of a recording requirement. Covering conversations
and communications relating to the transmission of orders raises the issue of duplication. CESR
believes this should be taken into account in framing a recording requirement. This issue is
explained in more detail in the next section of this paper.

Including the execution of client orders within the scope of a recording requirement will
inevitably capture some investment firms who deal on own account. This is because some
investment firms execute client orders by dealing on own account. But where investment firms
dealing on own account are not executing orders on behalf of clients this proprietary trading
activity is potentially of interest from a market abuse perspective. CESR therefore believes that
communications and conversations relating to dealing on own account should be inside a
recording requirement.

When providing the service of portfolio management, investment firms act on behalf of clients
but do not transmit or execute orders that have come directly from clients. This trading activity
is potentially of interest from both a conduct of business and a market abuse perspective.

The quality of investment advice is obviously a crucial factor in consumer protection. CESR 1is
aware that several consumer groups believe that this makes it important to tape conversations
involving the provision of investment advice (and one CESR member is shortly to introduce such
an obligation). However, a lot of advice will be given on a face-to-face basis and other record-
keeping obligations around this service should provide competent authorities with a significant
amount of information with which to judge the quality of investment advice (although it is
notable on this point that Member States have differing national requirements governing the
information that investment firms have to provide to clients about the suitability of investment
advice). CESR does not therefore think it is appropriate to include investment advice in the
scope of a recording requirement.

The specific conversations and communications that CESR believes should be recorded in
relation to the services outlined above are:

e the receipt of an order from a client (both where the investment firm will transmit the
order and where it will execute it);

e the transmission of an order; the conclusion of a transaction which executes a client order;

e the conclusion of a transaction when dealing on own account; and

e the transmission to another entity of a decision to deal by a portfolio manager.

It is not intended that this would capture internal conversations and communications within
investment firms (although it would capture conversations and communications between two
investment firms in the same group).

In the responses to CESR’s consultation, several respondents supported the scope of
conversations to be covered but believed the obligation should only apply where the person in
the firm having a conversation was a professional trader. It was argued that this scope would
provide a proportionate implementation of the obligation by covering a relatively
concentrated and easy to identify set of phone lines within investment firms.

MiFID Review Investor Protection and Intermediaries - 10
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Duplication

The scope of a recording requirement raises issues of potential duplication (i.e. a situation where
both parties to a conversation or communication are under an obligation to record that
conversation or communication). There are several ways in which this can occur:

e transmission of an order from an investment firm with authorisation to receive and
transmit orders to an investment firm with authorisation to execute orders on behalf of
clients;

e transmission of an order from an investment firm with authorisation to undertake
portfolio management to an investment firm with authorisation to execute orders on
behalf of clients;

e conclusion of a transaction between two investment firms with authorisation to deal on
own account.

Duplication will not occur 100% of the time because EEA investment firms will not always be
dealing with other EEA investment firms in the situations set out above. Orders might be
transmitted to or transactions concluded with entities based outside of the EEA.

From a supervisory perspective there is an advantage to such duplication. It more easily enables
supervisors to review recordings relating to any individual firm. Elimination of some part of the
duplication means that it will be more difficult for supervisors to collect information on
individual firms.

Conscious of the need for any recording requirement to be proportionate, CESR believes that
some of the duplication should be eliminated. It believes that investment firms with
authorisation to receive and transmit orders or to undertake portfolio management should not
have to record the transmission of orders when those orders are sent to other MiFID investment
firms subject to the recording requirement. They should be required to record the transmission of
an order where it is sent to an entity which is not a MiFID investment firm.

CESR believes that portfolio managers should be exempt from the taping obligations on the
grounds of proportionality where they transmit a decision to deal to an entity under an
obligation to record that conversation. The exemption will not apply where an investment firm
that performs the service of portfolio management receives an order from a client and executes or
transmits that order. However, the recording obligations are not intended to cover situations
where an investment firm is discussing the portfolio management agreement with a client.

Financial instruments to be recorded

CESR has considered whether a recording requirement as described above should apply to orders
and transactions related to all financial instruments covered by MiFID. MiFID conduct of
business protections extend to transactions in all instruments covered by the definition of a
financial instrument in Annex 1 of MiFID. There is also a requirement for investment firms
under Article 25 of MiFID to uphold market integrity which implicitly applies to all financial
instruments covered by the directive. However, the Market Abuse Directive (MAD — Directive
2003/6/EC) currently only applies to a subset of MiFID financial instruments.

One notable difference between the current scope of financial instruments between MiFID and
MAD is that all UCITS are financial instruments under MiFID but only those admitted to
trading on regulated markets are financial instruments under MAD. In some responses to
CESR’s consultation it was argued that including UCITS within the scope of financial
instruments covered by a recording requirement was unnecessary because they cannot be used
for market abuse purposes.

MiFID Review Investor Protection and Intermediaries - 11
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In order to ensure full investor protection and in the interest of simplicity it is proposed that a
recording requirement should apply to conversations relating to all financial instruments
covered by MiFID.

Mobiles and electronic communications

The recording requirements currently imposed by Member States with regard to recording
mobile conversations appear to fall into two broad categories (Annex 1). Firstly, the majority of
Member States who currently impose the broadest level of telephone recording obligations also
require that mobile phones be recorded where client orders are received this way. Secondly, a
number of Member States either; require traders to apply for special authorisation to trade via a
mobile phone; prohibit the reception by traders of orders via mobile phone outside of a company
mobile phone; or allow a special recording exemption to client orders received on a mobile
phone. In Germany, most investment firms prohibit traders to trade via mobile phone. The UK
FSA has recently consulted on removing its current exemption for conversations on mobile
phones.® CESR believes that a recording requirement should be technology neutral and apply to
all ways of making/receiving telephone calls and electronic communications.

It is envisaged that electronic communications would, for example, include email, chat/instant
messaging, text messages/SMS and FIX Protocol communications.

Privacy

European legislation provides a framework to protect the privacy of the communications and of
data held about individuals (in several EEA Member States there are also constitutional
provisions which touch on these issues). Of most relevance here are the E-Privacy Directive
2002/58/EC and the Data Protection Directive 95/46/EC. This legislation does not prevent the
recording of telephone conversations and electronic communications, but it does limit the
circumstances in which recordings can be made and places safeguards around the handling of
the recordings.

The scope of a recording requirement is likely to impact on the ability of firms to comply with it
whilst also complying with their obligations under the above legislation. Firms are likely to face
particular difficulties where conversations which are subject to the recording requirement take
place on equipment, such as mobile phones, which are not the property of the investment firm.
This suggests that a recording requirement should therefore only apply to conversations and
communications which involve equipment provided by an investment firm to its employees.
However, this risks creating a loophole whereby conversations and communications can take
place on equipment which is not provided by the firm. This loophole could be closed by requiring
firms to ensure that conversations and communications which fall within the scope of the
recording requirement only take place on equipment provided by the investment firm to its
employees.

Proportionality

A recording requirement which covers the receipt of client orders (either for transmission or
execution) will cover a wide diversity of investment firms and offices of investment firms or
credit institutions offering investment services. Some of the investment firms covered will be
small firms, including possibly firms which are operated by a single natural person. Some of the
offices of investment firms covered will largely undertake other business (such as banking
business).

CESR has therefore considered the issue of whether or not there should be an exemption from a
recording obligation on the grounds of proportionality for smaller investment firms or offices
providing investment services which receive few telephone orders. In its advice to the

9 CP10/07 http://www.fsa.gov.uk/pubs/cp/cpl0_07.pdf
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Commission on the MiFID implementing measures CESR included the following proposal to deal
with concerns about proportionality:

Where, in view of the low frequency of orders given and/or received by an investment firm on a
global basis or on any of its telephone lines, the requirement in the previous subparagraph would
not be proportionate, the competent authority may exempt that investment firm from that
requirement on a global basis, or as applicable, in respect of that telephone line.”

CESR members in favour of a minimum harmonising taping obligation do not believe that it is
appropriate to have an exemption of the sort suggested above. In relation to consumer protection
they believe that there are no grounds for providing the protection of telephone recording only for
the clients using certain phone lines or certain firms. In relation to market abuse they are
concerned that this exemption creates a loophole to enable those seeking to commit market
abuse to be certain that their conversations with an investment firm will not be recorded.

Retention of records

In analysing the current retention periods that investment firms are required to maintain
telephone records for, a varied timeframe emerges (see Annex 1). The retention periods currently
stipulated by Member States range from 3 months to 10 years. The most common period of
retention is 5 years with four Member States imposing this timeframe on investment firms. In
choosing 5 years, Member States are securing consistency with MiFID. However, it is likely that
most issues requiring access to previous telephone conversations/electronic communications will
arise in a shorter time period. In introducing requirements in this area, it must be considered
whether the period of retention will strengthen or make obsolete the rationale behind these
obligations e.g. there is no benefit in introducing recording requirements if investment firms can
delete them before any related issue come to light. A period of retention of less than 1 year would
seem inadequate in meeting the rationale behind these minimum requirements especially in
meeting the purposes of investor protection.

Respondents to CESR’s Consultation Paper made two main points about retention periods. The
first was that the longer the retention period the more difficult it would be to find information in
response to requests. The second was that there would undoubtedly be additional significant
costs for a longer retention period. The figures given by various respondents are not easily
comparable. However, from the figures given it did not appear that there was a straight line
relationship between the retention period and costs of storage. For example, a 60 month storage
period was not 10 times as expensive as a 6 month storage period.

CESR believes that there is no specific justification for records created under a recording
requirement to be kept for a period of time that is different to the general MiFID record keeping
requirement of at least 5 years. This is because in part the recording obligation is aimed at
protecting investors in the same way as the general record keeping requirement. On its own,
tackling market abuse would not provide a justification for keeping the documents for such a
length of time as most market abuse investigations start well within 5 years after the events to
which they relate.

Whatever the current length of the retention period in each individual Member State, it is the
practice of competent authorities to require investment firms to hold recordings for longer where
the recordings may be relevant for an investigation. If there is a harmonised EEA recording
requirement competent authorities must retain this flexibility to request that firms should not
destroy recordings. Alongside this flexibility it is also obviously important that competent
authorities try to target requests to hold on to recordings, and when decisions are made that the
recording is no longer needed that this is quickly communicated to the relevant investment
firms.

Article 51(2) of the MiFID Level 2 Directive sets out conditions applying to the records kept by
investment firms. These require, amongst other things, that records need to be accessible by
MiFID Review Investor Protection and Intermediaries - 13
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competent authorities and in a way that means they cannot be manipulated. CESR can see no
reason why the same standard should not apply to records created by a recording requirement.

Impact assessment

Benefits

The mechanism for economic benefits to flow from a recording requirement is as follows:

e recorded communications may increase the probability of successful enforcement of
conduct of business and market abuse rules;

e this reduces the expected value to be gained from violating conduct of business and
market abuse rules; and

e this, in principle, leads to improved consumer and market outcomes.

Improved consumer and market outcomes deliver benefits not only to consumers but also to
investment firms by encouraging greater investor participation. Whilst the mechanism to deliver
benefits is clear, the extent of the benefits that will be delivered is less clear. Most CESR
members believe, largely based on their supervisory experience, that the benefits are significant.
The BaFin and FMA believe that because of other information that is available the benefits are
modest.

Costs

The incremental impacts of the proposals depend on a number of factors which vary across
Member States. In that context, CESR is mindful of the broadness of the cost involved. Some
respondents to the consultation noted that the figures given below are, in some cases, dated, and
do not present an in-depth look at costs across the EEA.

Current recording and retention requirements

The proposals will lead to additional costs e.g. capture and retention of conversations and
associated data protection costs for investment firms in those Member States which have to
adapt their regime in order to reach the proposed minimum requirements. See Annex 1 for an
overview of the current recording requirements. The incremental cost for firms also depends on
whether or not firms are recording (and/or keeping the records) over and above the current
regulatory requirements for their internal purposes.

Structure of the financial services sector

To a large portion, the cost impact depends on the additional number of telephone lines which
have to be captured due to the proposals and the fact that some Member States do not yet have
such requirements at all and their investment firms will have to set up such telephone recording
systems. The number of lines (relative to the size of the market) which need to be recorded
depends on the structure of the financial services industry in Member States. Therefore the cost
impact on the industry relative to the size of the market will be higher in some Member States
than in others. The impact will be particularly high in Member States such as Germany where
the market is highly fragmented and not dominated by a few large firms. Indications for the
costs per line are given below.

Cost of fixed-line recording

In its Policy Statement 08/011° the UK’s FSA provided estimates of the costs of recording fixed-
line telephones. The analysis dates from 2008 and costs may be different today due to

10 http://www.fsa.gov.uk/pubs/policy/ps08 01.pdf
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technological progress. The UK per-line estimates for fixed line telephone recording are
summarised in Table 1.

Table 1: UK cost estimates for fixed-line telephone recording

Small Company Medium Company Large Trader
Design/ Annual Design/ Annual Dasign, Annual
Install/ | Operational | Install/ | Operational| Install/ | Operational
Commission | Cost per | Commission | Cost per | Commission | Cost per
Par User User Per User User Par User User
(£) (£) (£) (£) (£) (£)
Fixed telephone
Recording |Low cost ra* 0 200** 20 160*** 16
High cost 2,610 G4 414 145 | 216 74
Storage for | Low cost N/A N/A N/A N/ | NAA N/A
; 3::9:3|‘ &l High cost | Included in | Included in | Included in | Included in Included in | Included in
etneva the cost of | the cost of | the cost of | the cost of | the cost of | the cost of
recording | recording | recording | recording | recording | recording
Storage for | Low cost N/A N/A M8 N/A N/A N/A
;éﬁ_ﬁ;ﬁ; High cost | Included in | Included in | Included in | Included in | Included in | Included in
the cost of | the cost of | the cost of | the cost of | the cost of | the cost of
recording recording recording recording | recording | recording

* For the Small Company, the provider teams up with a third party supplier for providing fixed line recording systems.
** For the Medium Company the provider supplies a fixed line call recording system (from a third party supplier) purchased
by the customer with an annual maintenance fee,

*** For the Large Company the fixed line prices are based en the incremental cost per 100 additional users to upgrade the
call recording system from 400 to 500 users,

The German Banking Federation (Bundesverband Deutscher Banken - BDB) produced its own
estimates of the costs of recording telephone lines in 2008 which the BaFin considers to be
credible estimates of the likely costs of a recording requirement in Germany. The BDB, based on
a survey of its members, put the one-off cost per telephone line at €3,528 and the ongoing annual
costs at €1,500 per line. Because of the structure of the German banking industry the BDB said
that these costs per line implied one-off acquisition costs for the German banking industry of
€632 million.

Mobile phones

Annex 1 shows that a majority of Member States currently imposing taping requirements
include mobile phones in these obligations.

The UK FSA commissioned a study by Europe Economics to estimate the costs of mobile phone
recording (published in CP 10/711). Table 2 provides estimates of the UK one-off costs per line for
different forms of mobile phone recording. Table 3 provides estimates for the annual ongoing
costs. These estimates are provided separately for small, medium, and large firms. Again, it has
to be considered, that costs in other Member States may vary.

11 See www.fsa.gov.uk
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Table 2: UK cost estimates for mobile phone recording — one-off cost per user

Small Medium Large
Small firm Medium firm Large firm
firm (low (high firm (low (high firm (low (high
cost) cost) cost) cost) cost) cost)
£ £ £ £ £ £
Voice from mobile 95 1094 85 208 170 80
SMS 0 40 0 40 0 40
MMS 65 65 60 60 50 50
IM 65 40 60 60 50 60
Video 95 95 85 85 75 75
Email 65 65 60 60 50 50
Pin to pin 65 65 60 60 50 50

Table 3: UK cost estimates for mobile phone recording — ongoing cost per user

Small Medium Large Large
Small firm Medium firm firm firm
firm (low (high firm (low (high (low (high
cost) cost) cost) cost) cost) cost)
£ £ £ £ £ £
Voice from mobile 160 835 150 283 83 383
SMS 60 492 60 235 60 182
MMS 100 100 90 90 80 80
M 50 442 45 421 45 362
Video 300 300 260 260 240 240
Email 80 80 75 75 75 75
Pin to pin 50 50 45 45 45 45

Ultimately, investment firms will decide whether they wish to use mobile phones to take client
orders. Some firms, who currently permit the use of mobile phones but do not currently record
relevant conversations, may well choose to ban their use in order to avoid compliance costs. If an
exemption for mobile phones is included it will weaken the rationale behind the imposition of
minimum requirements.

Retention period
The required retention period does have an impact on storage and retrieval costs for firms. This
impact will depend on the systems used by firms. The UK cost estimates for fixed-line telephone

recording provided in Table 1 included storage costs and are based on a retention period of 1
year.
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Part 2: Execution quality data (Article 44(5) of the MiFID Level 2 Directive)

CESR’s advice

There 1s a need to clarify through Level 3 guidance the obligations on investment firms executing
orders in shares to collect information to enable them to assess which execution venues should be
included in their execution policies, in particular in regard to investment firms executing client
orders on behalf of retail clients. This should be backed up by a general obligation in the Level 1 text
for executing venues to produce data on execution quality. The Directive could give to ESMA the
discretion to introduce binding technical standards and requirements for execution venues to
produce regular reports on execution quality in shares. If these reports are prescribed the metrics
should at least cover price, speed of execution and likelihood of execution for individual shares.!2

Introduction and background

The MiFID best execution obligation!3 requires firms to take all reasonable steps to obtain, when
executing orders, the best possible result for their clients taking into account price, costs, speed,
likelihood of execution and settlement, size, nature or any other consideration relevant to the
execution of the order (execution factors). The execution arrangements by which the firm
achieves the ‘best possible result’ should be set out in an order execution policy and should
include details of the venues used to achieve the best possible result on a consistent basis.

Firms are required to review, on a regular basis, the execution venues used to deliver the best
possible result for the client and to consider whether they need to make changes to these
execution arrangements. This assessment should require data on execution performance, for
each of the venues, over a period of time.

During the negotiations on the MiFID Level 2 Directive, there was a debate about whether a
regulatory requirement was needed to ensure that investment firms had adequate information to
assess the relative merits of execution venues. During the negotiations the EC proposed that an
obligation be imposed on execution venues to provide information on execution quality for all
financial instruments. The proposal was as follows!4:

“In order to enable investment firms to identify those execution venues that will [or are likely to]
deliver the best possible result for their clients for the purposes of Article 21(1), execution venues
shall make available to the public on a reasonable commercial basis data relating to the quality of
execution of transactions on that venue on at least an annual basis. The Committee of European
Securities Regulators shall establish the content and the format of the data to be made available
in accordance with the previous sentence with the view of their comparability by [31 October
2006].”

During the course of those negotiations, it was considered that it was premature to impose such
an obligation and that the market should be given a chance to show that it could deliver
adequate information. The obligation therefore turned into a review clause in Article 44(5) of the
MiFID Level 2 Directive:

12 CMVM suggests requiring execution venues in the EU to link and route orders to one another, similar to the
regime imposed by the Order Protection Rule (Rule 611 under Regulation NMS) established in the United
States. CMVM considers that the current MiFID rules do not strike the right balance between two forms of
competition: on one hand, competition between individual orders and, on the other hand, competition between
execution venues; and that requiring an ex-ante approach to ensuring best execution is preferable to the current
ex-post demonstration of execution quality.

13 Article 21 of MiFID and Articles 44 to 46 of the MiFID Level 2 Directive.

14 ESC/23/2005 — REV1.
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“Before 1 November 2008 the EC shall present a report to the European Parliament and to the
Council on the availability, comparability and consolidation of information concerning the
quality of execution of various execution venues.”

Issues under discussion

Venue selection

The starting point for a review of the issues related to the data that investment firms need in
order to select execution venues has to be an assessment of what information firms need to
assess execution venues. As set out in MiFID, an investment firm’s obligation when executing
client orders is to obtain the best possible result taking into account a range of execution factors
(although total consideration — price plus costs directly related to the execution — prevails for
retail clients). Therefore adequate data on all execution factors relevant to the firm’s execution
policy is required to assess which venues may deliver best execution.

The simplest execution factor, price, requires data on prices offered or achieved. For the other
factors, different data is required — for example data on volumes may be used to evaluate a
venue’s market share and liquidity. However, it should be appreciated that for some factors,
aggregate or objective data may not be easily available— for example assessments of counterparty
risk or information leakage. At a minimum, it seems reasonable that data on prices, costs,
volumes, likelihood of execution and speed should be available. However, it is acknowledged that
many firms may require other data in order to make assessments of particular other factors.

Many firms use market share data to filter out venues which have insufficient liquidity before
making an assessment on factors such as price. In this case they will not need data from all the
venues. Conversely, firms that slice orders into smaller portions may not want to apply any filter
at all. Therefore, while for firms individually data on all venues may not be required, for the
market as a whole data on all venues is necessary.

Finally, there is the issue of how frequently investment firms need data. Given that the best
execution policy review should take place at least annually the data is needed on at least an
annual basis. However, given that firms have to monitor the effectiveness of their order
execution arrangements and policy, such information may be needed on a more frequent basis.

To assist with its work on best execution, CESR circulated a questionnaire to investment firms,
regulated markets, Multilateral Trading Facilities (MTFs) and CESR members. This focused
mainly on best execution and share trading and the following description of the availability of
data relating to share trading draws on the responses to the questionnaire as well as on the
responses to CESR’s Consultation Paper (Ref. CESR/10-417).

Share trading

Under MiFID there are requirements relating to trading in shares for certain information to be
made publicly available about pre and post-trade transparency. The pre-trade transparency
obligations apply to individual regulated markets, MTFs and systematic internalisers. The post-
trade transparency obligations apply to regulated markets, MTFs and investment firms.

Despite the public availability of pre and post-trade information on shares, CESR has not seen
since the implementation of MiFID the emergence of data sets showing aspects of execution
quality by execution venue based on commonly accepted statistical definitions. There are at least
four main reasons why CESR has not seen such data emerge:

e First, as several respondents pointed out in their responses to the questionnaire, market
structure differs significantly across the EEA. In some Member States most share trading
is still heavily concentrated on a single regulated market with, at most, limited Over the
Counter (OTC) trading. In other Member States, however, there are a plethora of
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regulated markets and MTFs and a significant amount of trading is conducted on an OTC
basis. For the time being, there is significant competition between trading venues only in
relation to the minority of shares traded across Europe. A review of execution venues for a
firm executing client orders is obviously a very different proposition in the former type of
market structure as opposed to the latter.15

Second, the needs of investment firms are not uniform when it comes to information about
execution. Large firms are in a position to develop their own IT infrastructure to
warehouse data from live feeds and to analyse execution, or to buy large amounts of data
and analytical tools from data vendors. Smaller investment firms will likely have access
to less data and fewer analytical tools.

Third, there is significant competition between providers of data and analytical tools
whether they are regulated markets, MTFs or data vendors. This competition inevitably
involves efforts to differentiate products.

Fourth, MiFID itself did not set any standards for benchmarks relating to execution
quality.

Investment firms currently have three main sources of information about execution:

Regulated markets, MTFs and third parties disseminating trade reports. All regulated
markets and MTFs provide live data feeds which enable market participants to look at
pre and post-trade information. They also provide varying amounts of pre and post-trade
historical data. The biggest demand for data from regulated markets and MTFs is for the
live feeds, although responses to the questionnaire suggested the demand for historical
data has risen since the introduction of MiFID. Some investment firms will warehouse
information provided through live feeds from execution venues in order to help them
analyse execution. In some cases the live feeds from regulated markets are provided not
directly by the regulated market but by third parties licensed by the regulated market to
onsell their data. Third parties disseminating trade reports of OTC transactions also
provide data feeds.

Data vendors. There are a range of information companies (and regulated markets and
MTFs) who take pre and post-trade data from the original sources and then aggregate the
data and sell it to investment firms in various packages.

Record keeping. MiFID has various record keeping obligations in relation to client orders
and transactions which mean that investment firms themselves hold a lot of information
about their own trading activities.

Both the data vendors and some of the regulated markets and MTFs offer analytical tools to

enable

(TCA),

investment firms to analyse their trading activity. This includes transaction cost analysis
something which developed first in the US and involves looking at trading performance

against a variety of possible benchmarks.

Most firms executing client orders who responded to the CESR questionnaire were of the view
that they did not have significant problems obtaining and analysing data for their review of their
execution policy and arrangements. They were also of the view that execution venues provided
adequate data and assistance.

15 CESR acknowledges that the full complexity of market structure should also be taken into account. For
instance in the UK, most retail client orders are executed through market makers operating on the London
Stock Exchange and PLUS whilst orders from professional clients and eligible counterparties are executed on
order books or through OTC trades.
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However, despite this high-level picture of contentment the responses identified several detailed
areas of potential concern. Several respondents referred to the sorts of problems with the quality
and consolidation of post-trade data. In addition, the respondents also said that the availability
of data, particularly historical data, varies from venue to venue. They also said that venues use a
variety of different ways of calculating concepts such as liquidity and Volume Weighted Average

Price (VWAP).

The issue of inconsistencies in the calculation of key statistics also appears to extend beyond the
regulated markets. Data vendors frequently offer transaction cost analysis services to help firms
executing client orders and portfolio managers to assess their compliance with their best
execution obligations. A recent report on such services!¢ indicated that the same is also true for
the transaction cost analysis tools that are being offered for the industry. It went on to suggest
that data vendors should come together to agree a common methodology for calculating key
statistics such as VWAP and Best Bid and Offer (BBO).

In their responses to the questionnaire portfolio managers and receivers and transmitters said
they do not usually receive information about execution quality from the investment firms who
execute their orders (although some is made available in response to a specific request). They
said they got information from data vendors for the purposes of monitoring execution.

Regulated markets and MTFs said that the main data they provide to market users is real-time
market data. Some regulated markets and MTFs provide historical data and there is tentative
evidence of an increase in demand for historical data post MiFID. The regulated markets and
MTFs were of the view that it was not difficult to compare the information that they provide
using straightforward conversions between different formats used.

Trading in financial instruments other than shares

Whilst the CESR questionnaire did ask for information on the trading of classes of financial
instruments other than shares, CESR received very little information on issues affecting venue
selection for those classes of financial instrument. A bit more colour was provided in the
responses to CESR’s Consultation Paper (Ref. CESR/10-417).

There are some important differences between trading in shares and trading in other classes of
financial instrument. One important difference is that MiFID does not currently require the
publication of pre- and post-trade information for these financial instruments. This does not
mean that no such information is available but the type of information available will differ
depending on the nature of the instrument and the nature of the trading venue.

More trading in shares happens rather on regulated markets and MTFs than on an OTC basis
(although OTC trading is still a significant component of share trading!?). In some financial
instruments other than shares, in some Member States, trading takes place largely OTC with
liquidity providers operating on a ‘request for quote’ basis and therefore transactions may not
involve investment firms executing orders on behalf of a client and thus may not have to provide
best execution.!8 In response to CESR’s Consultation Paper some execution venues said that they
could see no reason for not including financial instruments other than shares within the scope of
an obligation to produce execution quality data. They already produce relevant data on
instruments other than shares which they admit to trading.

When trading financial instruments other than shares, investment firms will have available to
them a variety of information sources which will help them to select execution venues. This will

16 European Data Consolidation — White Paper, Thomson Reuters.

17 Figures were provided in CESR’s report on ‘impact of MiFID on secondary markets functioning’ (CESR/09-
355).

18 A copy of a letter from the EC setting out its view on how best execution applies in markets where trading
takes place on a request for quote basis can be found in CESR/07-320: Best Execution under MiFID.
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include information from regulated markets, MTFs, data vendors, price reporters and their own
trading activity.

Respondents to the CESR Consultation Paper expressed contrasting views on whether financial
instruments other than shares should be within the scope of any obligation on execution venues
to produce information on execution quality. Some execution venues thought that there was no
logical reason for excluding them and some intermediaries thought an obligation was even more
important for these instruments. Other intermediaries thought that such information would not
be useful.

Policy considerations

Other relevant policy developments

As noted above, several market participants and some competent authorities expressed concern
in replies to the best execution questionnaire about the quality and availability of post-trade
reporting. The EC is also obliged to review another issue related to information about trading.
Article 65(4)19 of MiFID states:

“By 30 April 2008, the EC shall present the European Parliament and the Council with a report
on the state of the removal of the obstacles which may prevent the consolidation at the European
level of the information that trading venues are required to publish.”

This review is concerned with pre- and post-trade transparency information in shares that
trading venues are required to make public under MiFID. As such it is related to but separate
from the review under Article 44(5) of the Level 2 Directive. They are related because both
reviews are concerned about data on transactions completed on trading venues but are separate
because they have different focuses. Article 65(4) of MiFID is looking at data from the point of
view of price formation whilst the review under Article 44(5) of the Level 2 Directive is looking at
data from the point of view of venue selection.

CESR is separately providing the EC with advice in the context of the MiFID review which will
also address the quality and ease of consolidation of post-trade data for shares.

There are also significant policy developments in train which will affect the availability of trade
data for classes of financial instruments other than shares. In its October 2009 communication2?
on OTC derivatives the EC indicated that as part of the MiFID review it intends to bring forward
comprehensive proposals dealing with pre and post-trade transparency for classes of financial
instruments other than shares (which is also the subject of separate advice to the EC from
CESR). The Commission is also due to bring forward shortly legislation on trade repositories.

US SEC Rule 605 reports

As reported in the previous section of this paper, some of the respondents to the best execution
questionnaire raised the issue of a European Best Bid and Offer benchmark for trading in
shares. These ideas are similar to features of the US market for share trading under its national
markets system (NMS). Another feature of this system is the requirement for ‘market centres’ to
make available on a monthly basis reports in a uniform, readily accessible and usable electronic
format covering various dimensions of execution quality.

Rule 605 reports have to be categorised by security, order type and order size. They have to
include information on:

e the number of orders cancelled prior to execution;

19 As amended by Directive 2006/31/EC of the European Parliament and of the Council of 5 April 2006.
20 COM(2009) 563 final: Ensuring efficient, safe and sound derivatives markets: Future policy actions
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e the number of orders executed at the market centre;

the speed, within set time bands, with which orders were executed;

realised and effective spreads;

e the extent to which orders are executed with price improvement and the extent of the
price improvement; and

e the extent to which orders are executed outside the quote and the extent of the price
shortfall relative to the quote.

94. Obviously the entire range of price statistics that market centres are required to produce only
makes sense in the context of the NMS. That is because the NMS incorporates a consolidated
Best Bid and Offer tape across the participating market centres (and consolidated post-trade
information). This provides a benchmark against which price information can be judged and
harmonised statistics for spreads and price improvement can be produced. There is currently no
such regulatory benchmark within the EEA.

95. Also under Regulation NMS firms executing client orders are required to produce quarterly
reports on order routing, that is, they have to show the top ten market centres to which they sent
orders over the latest quarter. The intention is to allow clients to judge the efficiency of the order
routing practices of the firms executing their orders.

Best execution

96. There are three aspects of the best execution rule that are relevant to a debate about execution
quality data. The first relates to the obligation itself. As set out in the introduction to this part of
the advice, MiFID defines the best possible result in terms of a range of factors. Ideally execution
quality data would encompass metrics relating to as many of these factors as possible. Some,
however, are easier to measure than others.

97. Some respondents to CESR’s consultation expressed a fear that execution quality data would
distort the best execution obligation by prioritising some execution factors, principally price,
above others. This is obviously not the intention, although CESR has previously said that
investment firms are unlikely to be acting reasonably if they give a low relative importance to
the net costs of a purchase or the net proceeds of a sale of financial instruments on behalf of a
client.

98. The second aspect of the best execution rule that is relevant to the debate on execution quality
data is the obligation on firms to monitor and review their execution policies. This should create
a demand for statistics about execution quality and, as indicated above, larger firms obtain
information about execution quality from a variety of sources. However, it is less clear what
information smaller firms dealing with retail clients are currently using.

99. CESR’s Q&A on best execution?! included two questions (23, 24) on monitoring and review. The
question on monitoring made some suggestions as to what information investment firms might
like to look at. In the light of experience since MiFID was implemented there is a case for
revisiting this issue to see whether more information can be provided about competent
authorities’ expectations of firms in this area. As a respondent to the Consultation Paper pointed
out, the issue of execution quality data is in the end about the use investment firms make of the
information to deliver more effective outcomes for their clients.

100. The third aspect of the best execution rules that are of relevance is the information that has to be
provided to clients on execution policies. Unlike in the US, this does not involve an obligation to
provide statistics about the routing of orders as opposed to a list of the venues relied on. Clients,
including retail clients, might be interested in such information. To be of use, however, it would
have to be presented in an easily digestible fashion.

21 http://www.cesr.eu/index.php?docid=4606
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Post-trade data

A key consideration for the review under Article 44(5) of the Level 2 Directive is whether an
improved quality of post-trade reporting on shares is sufficient to be comfortable that investment
firms have access to adequate information to enable them to make an effective selection of
execution venues for the purpose of their execution policies. There are several issues that are not
directly addressed by post-trade data. In particular it does not address the issue of a lack of a
commonly agreed basis for measuring execution quality amongst execution venues and data
vendors or the ease of consolidating the historical data sets currently available from execution
venues.

Impact assessment

Best execution rules exist to correct potential market failures that result from an asymmetry of
information between clients and investment firms with regard to the execution of client orders
(i.e. execution quality is more directly observable by the firm than by the client). The issue of
execution venues producing data on execution quality is linked to this issue but is also a bit more
complex.

The production of data on execution quality by execution venues should help to reduce the
information asymmetry between investment firms and their clients with regard to execution
quality. In this sense it would therefore work with the obligation on the firm to help ensure that
the interests of clients are protected when they rely on an investment firm to execute an order
acting as the agent of the client.

In turn, however, the investment firm is also provided with additional information. This is not
necessarily about dealing with an information asymmetry between the investment firm and an
execution venue, but potentially about dealing with an externality. The benefits to the
marketplace and investors of investment firms having comparable data on execution may exceed
the private costs to the execution venues of producing the data. A regulatory obligation may
therefore be necessary to ensure that the socially optimal amount of such data is available.

CESR has not, at this stage, done any specific work on the costs of an obligation on execution
venues to produce reports on execution quality.

The SEC produced a cost-benefit analysis?2 (CBA) of Rule 605 when it published the final rule
towards the end of 2000 (when the rule was called Rule 11Ac1-5) — the rule took effect in 2001.
The validity of the CBA was contested by some of those who responded to a previous consultation
on the draft of the rules but the SEC rejected the criticisms made by those arguing the costs
would be substantial and the benefits minimal.

This CBA said that the SEC expected the rule would bring benefits to broker dealers and to
investors. Broker-dealers would be better able to fulfil their best execution obligation, whilst
investors would be better able to have meaningful input into how broker-dealers executed their
orders. The SEC argued that the rule would not just reallocate income from broker-dealers to
investors but would create additional income through ensuring the more efficient execution of
orders. It mentioned the very significant savings available to investors for relatively small
improvements in spreads. The CBA also pointed to academic studies which suggested that lower
transaction costs would reduce the costs of capital.

The SEC put the annual cost of compliance with Rule 605 at $21.8 million a year (which was
made up of labour costs at the market centres for data collection and the costs of services
provided by data vendors to generate the required reports). It was expected that each market

22 http://www.sec.gov/rules/final/34-43590.htm
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centre would pay $2,500 a month to data vendors to generate the reports and that there were
627 market centres caught by the rules.

The benefits of an obligation on execution venues in Europe would be similar to those the SEC
described in the US. It is very difficult to say whether the costs of an obligation in Europe would
be similar to those in the US. Obviously it will depend on the number of execution venues who
have to report, how much information they have to report, how frequently they have to report
and how competitive is the market for providing services to execution venues to generate the
reports.

In the responses to CESR’s Consultation Paper there was useful information on costs. Some
execution venues expressed the view that the costs of producing reports were manageable
because they are already providing similar information. A data vendor who produces 605 reports
in the US for market centres also said that the SEC figures quoted above were realistic, although
it emphasised that costs might be lower in some cases. It was also pointed out that the costs of
the reports are determined largely not by the periodicity of publication but the aggregate
information that has to be collected. Therefore monthly reports would be little more expensive
than annual reports for the same data set.
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Part 3: MiFID complex vs non-complex financial instruments for the purposes of the
Directive’s appropriateness requirements

CESR’s advice
CESR proposes that Article 19(6) of MiFID should be updated along the lines of the following:

Member States shall allow investment firms when providing investment services that only
consist of execution and/or the reception and transmission of client orders with or without
ancillary services to provide those investment services to their clients without the need to
obtain the information or make the determination provided for in paragraph 5 where all the
following conditions are met:

(a) the above services relate to any of the following financial instruments:

() shares admitted to trading on a regulated market or on an equivalent third
country market, where these are shares in companies, and excluding shares in non-
UCITS collective investment undertakings and shares that embed a derivative;

(ii) bonds or other forms of securitised debt, admitted to trading on a regulated
market or on _an equivalent third country market, excluding those that embed a
derivative or incorporate a structure which makes it difficult for the client to
understand the risk involved;

(iit) money market instruments, excluding those that embed a derivative or
incorporate a structure which makes it difficult for the client to understand the risk
involved;

(iv) UCITS; or

(v) other non-complex financial instruments.

A third country market shall be considered as equivalent to a regulated market if it
complies with equivalent requirements to those established under Title III. The
Commission shall publish a list of those markets that are to be considered as
equivalent. This list shall be updated periodically;

(b) the service is provided at the initiative of the client or potential client;

(c) the service is not provided in conjunction with ancillary service (2) as specified in
Section B of Annex 1;

(d) the client or potential client has been clearly informed that in the provision of this
service the investment firm is not required to assess the suitability or appropriateness of the
instrument or service provided or offered and that therefore he does not benefit from the
corresponding protection of the relevant conduct of business rules; this warning may be
provided in a standardised format;

(e) the investment firm complies with its obligations under Article 18.

Introduction and background

In 2009 CESR consulted on a proposed analysis and interpretation of MiFID’s distinction
between complex and non-complex financial instruments for the purposes of the Directive’s
appropriateness requirements. The first Consultation Paper was published in May 2009 (Ref.
CESR/09-295), with a Feedback Statement (Ref. CESR/09-558) published in November 2009.
During this time CESR also considered its policy approach on this topic in a set of Q&A (Ref.
CESR/09-559).
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In the Feedback Statement, CESR explained its view that, as drafted, MiFID did not deal
adequately with certain categories of financial instruments for the purpose of the Directive’s
appropriateness requirements. CESR suggested that MiFID should therefore be amended in
certain areas in the interests of clarity, and to deliver a more graduated risk-based approach.
The amendments CESR is proposing to the EC are in the light of this work.

CESR considers that its advice to the EC on the proposals would improve legal certainty and
give more clarity and transparency with regard to the categorisation of MiFID financial
instruments for the purposes of the appropriateness test. However, CESR emphasises that these
proposals do not reflect any changes that may be necessary in the future as a result of the
outcome of discussions on a new EEA regime for Packaged Retail Investment Products.

Issues under discussion

The MiFID appropriateness requirements aim to increase the protection of clients (particularly
retail clients) who are contemplating transactions in MiFID-scope financial instruments without
receiving advice from the investment firm in question. They also aim to prevent complex
products being sold on an ‘execution-only’ basis to retail clients who do not have the experience
and/or knowledge to understand the risks of such products. In summary, where the
appropriateness test applies, a firm must ask its clients to provide information about their
knowledge and experience relevant to the specific type of product or service in question, so that
the firm can assess whether the product or service is appropriate for the client. A firm is
required to determine whether that client has the necessary experience and knowledge in order
to understand the risks involved in relation to the product or investment service offered or
demanded, and to warn the client if the firm determines that the product or service is not
appropriate for them.

Essentially, therefore, MiFID lays down three sets of requirements in this area:

(1) where a MiFID firm 1is providing investment advice or discretionary portfolio

management, it must do so in accordance with the suitability requirements set out in Article
19(4) of MiFID and Articles 35 and 37 of the MiFID Level 2 Directive;

(1) where a MiFID firm is providing investment services other than investment advice or
discretionary portfolio management, it must do so in accordance with the appropriateness
requirements set out in Article 19(5) of MiFID and Articles 36 and 37 of the MiFID Level 2
Directive. These requirements are commonly referred to as the ‘appropriateness test’; and

(111) as an exception to (i1), in certain prescribed circumstances, a firm may provide some
investment services - reception-transmission and execution of orders - involving some types
of financial instruments on an ‘execution-only’ basis, without having to apply the
appropriateness test. These prescribed circumstances are set out in Article 19(6) of MiFID
(hereafter referred to as Article 19(6)) and Article 38 of the MiFID Level 2 Directive.

The risk-based way in which the requirement applies, and what it should involve in each case,
depends particularly on the party taking the initiative of the transaction envisaged (i.e. whether
the firm or the client) and on the type of MiFID financial instrument that is involved in the
transaction. In terms of the type of instrument or financial product, the way in which the
appropriateness requirements apply differs according to whether the instrument/product is
deemed ‘non-complex’ or ‘complex’ for these purposes. In practical terms, this distinction matters
because the appropriateness test must always have been undertaken by a MiFID firm where the
service or transaction involves a ‘complex’ product. For ‘non-complex’ products, the test does not
need to be undertaken in certain specified circumstances - meaning that the resulting
transactions can be carried out in a way that can be described as ‘execution-only’.
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Article 19(6) lists specific types of instruments/products that can always be treated as non-
complex for these purposes. Article 38 of the MiFID Level 2 Directive then provides a set of
criteria for ‘other non-complex’ products not specifically listed. These provisions together also
indicate some specific types of MiFID products that should always be treated as ‘complex’ for the
purposes of the appropriateness requirements. However MiFID does not seek to provide
definitive or complete lists of all types of products and how they should be categorised, and since
MiFID was agreed, CESR and its members have received requests for clarification of how types
of products might be categorised. This was one of the drivers for CESR’s 2009 initiative on this
topic.

Policy arguments and rationale

This section deals in turn with each category of financial instrument mentioned in Article 19(6),
i.e. shares, money market instruments, bonds, other forms of securitised debt, UCITS and other
non-complex financial instruments. It then presents two additional proposals, of which one is a
minor drafting clarification.

Shares

With regard to shares, CESR expressed the view in its Feedback Statement and Q&A that,
consistent with the definition of ‘transferable securities’ in Article 4(1)(18)(a) of MiFID, the
reference to shares for the purposes of Article 19(6) should be interpreted as capturing shares in
companies where those shares are admitted to trading on a regulated market or an equivalent
third country market, but excluding other securities equivalent to shares in companies,
partnerships or other entities, and depositary receipts in respect of shares. Instruments other
than such shares in companies admitted to trading should be assessed against the criteria for
“other non-complex financial instruments” set out in Article 38 of the MiFID Level 2 Directive
(hereafter referred to as ‘the Article 38 criteria’). CESR stated that shares admitted to trading on
a third country market should also be assessed against the Article 38 criteria until such time as
a list of equivalent third country markets is published by the EC.

Any type of share that embeds a derivative, including convertible and callable shares, should be
treated as complex for the purposes of the appropriateness test. This would be the effect of
applying the Article 38 criteria.

In addition, CESR believes that shares in a non-UCITS collective investment undertaking are
first and foremost investments in a collective investment undertaking and that (for the purposes
of the appropriateness requirements) this should prevail over the legal form they take (i.e.
whether units or shares) in the interests of a consistent regulatory treatment of such
investments for the purposes of the appropriateness requirements. CESR believes that shares in
a non-UCITS undertaking should therefore be assessed against the Article 38 criteria, unless the
final Directive on Alternative Investment Fund Managers prescribes a different treatment.

CESR believes that this approach should deliver reasonable outcomes for those shares not
considered as automatically non-complex.

One particular issue that arose in CESR’s work related to the treatment of subscription
rights/nil paid rights. CESR stated in its Feedback Statement that where the exercise of the
subscription rights involves the purchase of financial instruments which are different to the
shares which gave rise to the subscription rights, then the exercise of such subscription rights
should be regarded as complex or non-complex depending on the classification of the financial
instrument being offered for purchase.

If the type of share itself is non-complex, the market acquisition (and exercise) of subscription
rights/nil paid rights up to the number strictly necessary to round up the initial allotment,
should also be classified as involving a non-complex instrument for the purposes of the
appropriateness test.
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If, on the other hand, the share is classified as complex, then the market acquisition and exercise
of subscription rights/nil paid rights should also be classified as complex for the purposes of the
appropriateness test. However, in the case of market acquisitions of subscription rights for non-
complex shares beyond those strictly necessary to round up the initial allotment, these rights
ought to be classified as falling within Article 4(1)(18)(c) of MiFID, and therefore are complex
products for the purposes of the appropriateness test.

CESR felt that retail clients faced additional risks in non-advised secondary market acquisitions
which warranted the application of the appropriateness test. On the other hand, market
disposals of subscription rights by shareholders to whom these instruments have been granted,
regardless of the classification of the underlying shares, can be regarded as necessary actions to
obtain monies equivalent to dividends. Therefore the application of the appropriateness test to
such transactions would be unnecessary and disproportionate in these circumstances.

In view of all the above, CESR therefore in this advice to the EC is proposing an amendment to
the ‘shares’ reference in the first indent of Article 19(6), by clarifying that those shares that may
be treated as automatically non-complex are shares admitted to trading on a regulated market or
on an equivalent third country market, where these are shares in companies, and excluding
shares in collective investment undertakings, convertible shares and other shares that embed a
derivative. The proposed changes to the text of MiFID Article 19(6) in CESR’s advice are
intended to achieve this effect.

The treatment of subscription rights/nil paid rights in respect of shares will depend on the
nature of the transaction including the nature of the particular share/right involved. However,
CESR believes that this could better be clarified at MiFID Level 2 rather than MiFID Level 1.

Money market instruments, bonds and other forms of securitised debt

In its Feedback Statement and Q&A, CESR explained that Article 19(6) suggests that ‘money
market instruments, bonds and other forms of securitised debt’ are non-complex instruments for
the purposes of the appropriateness requirements, unless they embed a derivative. CESR stated
that it sees the ‘embed a derivative’ consideration applying to all of these instruments since they
are all forms of securitised debt. CESR considered that most asset-backed securities and
structured products would also be considered complex for the purposes of the appropriateness
test2s,

In its Feedback Statement, CESR also stated that it was of the opinion that the EC should
consider the treatment of fixed income products in its forthcoming MiFID review. CESR had also
previously stated in paragraph 65 of its May 2009 CP that ‘...the development of fixed income
markets in the last decade on both volumes and complexity has been very significant, and it is
doubtful that Article 19(6) as it currently stands is a helpful starting point to achieve an
appropriate degree of investor protection. Particularly given recent developments in the financial
markets, CESR believes that the risks associated with these instruments, and therefore the risks
faced by retail clients considering a transaction without taking advice, are likely to warrant a
more differentiated approach than the listing of money market instruments, bonds and other
forms of securitised debt in Article 19(6).

Therefore CESR in its Advice to the EC proposes that MiFID be amended so that the categories
of money market instruments, bonds or securitised debt in Article 19(6) are further
differentiated. CESR believes that the current approach produces an oversimplified treatment of

23 For the purpose of Article 19(6) CESR reads the term ‘securitised debt’ as meaning debt that is incorporated
in a security, and not solely debt that has undergone a securitisation process (i.e. pooling contracts or assets and
issuing new securities backed by the pool).
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the instruments in that list that does not reflect their profile in terms of investor awareness of
the associated risk.

Furthermore, CESR now believes that there are grounds to go further than it proposed in its
first consultation on this issue in terms of the treatment of bonds under Article 19(6). It believes
that the evolution of the markets and particular instances of consumer detriment that have been
experienced in some markets justify an approach to bonds that is analogous to the treatment of
shares that are eligible to be treated as automatically non-complex and so not requiring an
appropriateness test to be satisfied. This means that only bonds admitted to trading on an EEA
regulated market or equivalent third country market would be automatically non-complex, and
even here excluding some types of bonds. Other types of bonds would need to be assessed against
the Article 38 criteria to determine whether an appropriateness test needs to be carried out.

In addition, to ensure that Article 19(6) applies a consistent approach to MiFID debt instruments
in the EEA, CESR is proposing revisions to the references in Article 19(6) to the types of debt
instruments covered as non-complex instruments:

e bonds and other forms of securitised debt admitted to trading on a regulated market or on an
equivalent third country market - excluding those that embed a derivative such as
convertible bonds and exchangeable bonds, or incorporate a structure which makes it
difficult for the client to understand the risk involved, such as structured covered bonds;

e money market instruments - excluding asset-backed securities and other structured
instruments that embed a derivative or incorporate structures which make it difficult for the
client to understand the risk involved.

In CESR’s Advice to the EC, the proposed legal text is intended to achieve this effect.

CESR considers that the above categories would continue to be categories under Article 19(6)
and these financial instruments should continue to be available on an execution only basis for
the purposes of the appropriateness test. All the excluded instruments would on the other hand
be considered as automatically complex.

CESR believes that the further breaking down of these categories in this way would provide
more clarity and certainty regarding how certain financial instruments should be treated for
purposes of the appropriateness test. It would also ensure that certain instruments are not
brought back in as non-complex through the Article 38 criteria because Article 38 criteria are
intended to be applied only to those instruments whose classification is not addressed by Article
19(6).

UCITS and other collective investment undertakings

In its Feedback Statement?4, CESR stated that nothing in Article 19(6) requires a person to look
through to the underlying investments of a UCITS for the purposes of the appropriateness
requirements. Therefore, as drafted, Article 19(6) treats all UCITS as automatically non-
complex. In its Consultation Paper however, CESR raised the question as to whether this
remains a correct approach. As CESR reported in its Feedback Statement?5, responses on this
point were sharply divided, though some respondents felt that the treatment of the UCITS
category for the purposes of the appropriateness requirements could better reflect the nature of
the underlying investments.

CESR recognises that making any definitive proposals on the UCITS category at present is
difficult. Any definitive proposal raises wider issues about the established and agreed EEA
UCITS regime (which regulators deem suitable and which is a powerful global brand) that are

24 Ref. CESR/09-558.
25 Ref. CESR/09-558.
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outside the scope of CESR’s current exercise. CESR has not included any proposals as a part of
its Advice to the EC. However, this issue is covered further in CESR’s response to the additional
questions the EC posed to CESR in its letter of March 2010.26

CESR also clarified in its 2009 Feedback Statement that shares and units in other (non-UCITS)
types of collective investment undertakings within the scope of Annex I to the MiFID Level 1
Directive will need to be assessed against the Article 38 criteria.

Other non-complex financial instruments’ under Article 38 of the MiFID Level 2 Directive

In its 2009 Consultation Paper, Feedback Statement and Q&A27, CESR acknowledged the
rationale for the criteria in Article 38 of the MiFID Level 2 Directive (i.e. that it is not practical
for the MiFID Level 1 Directive to attempt to list all types of financial instruments that may,
now or in the future, be treated as ‘non-complex’ for the purposes of the appropriateness
requirements). CESR also noted that although there is scope for interpretation in applying some
of the criteria, the high-level aim of Article 38 of the MiFID Level 2 Directive is to confine the
scope of ‘other’ non-complex instruments to those products that are adequately transparent,
liquid, and capable of being readily understood by retail clients. MiFID derivatives and certain
similar instruments cannot qualify as ‘non-complex’ under the criteria. CESR does not propose
any amendments to MiFID in this area.

In its Consultation Paper, Feedback Statement and Q&A, CESR briefly considered certain other
instruments or products that had not been explicitly covered in previous sections of the
Consultation Paper. CESR does not propose any changes to MiFID to accommodate explicitly
any specific ‘other products’. It cannot be expected that MiFID will explicitly cater for every
combination or permutation of financial products that exists in the market, particularly as
products are always evolving and changing. CESR believes that, if the other changes to MiFID
that it recommends are pursued, the high-level Article 38 criteria for other non-complex
Iinstruments can continue to work effectively.

Additional proposals

Currently, Article 19(6) enables investment firms not to perform an appropriateness test “when
providing investment services that only consist of execution and/or the reception and
transmission of client orders with or without ancillary services.” A strict application of the letter
of this provision would permit a firm to provide the ancillary service of “granting credits or loans
to an investor to allow him to carry out a transaction in one or more financial instruments,
where the firm granting the credit or loan is involved in the transaction”, in conjunction with the
execution and/or the reception and transmission of client orders, without the need for an
appropriateness test.

CESR questions whether this result is the correct one, since such granting of credits or loans will
increase the client’s leverage and risk exposure. CESR believes that if a firm is offering this
ancillary service in conjunction with the execution and/or the reception and transmission of
client orders, it should always be required to establish whether the client has the necessary
knowledge and experience to understand the risks, regardless of whether the financial
instrument concerned is complex or non-complex. CESR is aware of circumstances where firms
have offered to provide loans to clients in order to incentivise them into a non-advised trade in a
non-complex instrument.

Finally, one of the conditions under Article 19(6) is that “the client or potential client has been
clearly informed that in the provision of this service the investment firm is not required to assess
the suitability of the instrument or service provided or offered and that therefore the client or
potential client does not benefit from the corresponding protection of the relevant conduct of

26 CESR reference: MARKT G3/SH/cr Ares (2009).
27 Consultation Paper (Ref. CESR/09-295), Feedback Statement (Ref. CESR/09-558), Q&A (Ref. CESR/09-559.
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business rules; this warning may be provided in a standardised format”. It has been suggested
that the reference in this condition to “suitability” but not to “appropriateness” seems strange,
since the requirement in question is appropriateness rather than suitability. Therefore, CESR’s
Advice to the EC is that it would help avoid any confusion to include a reference to
appropriateness in this condition, either instead of the reference to suitability or in addition.

Impact assessment

In the main, CESR’s Advice to the EC is that its proposals to amend the text in Article 19(6) are
points of clarification in respect of the existing text rather than fundamental changes to its
meaning. CESR believes that such clarifications should help firms in implementing the
requirements with greater confidence and certainty as to regulators’ expectations. Generally,
CESR believes that its views are consistent with market interpretations of the MiFID text;
particularly where firms have hitherto erred on the side of caution in interpreting the
appropriateness requirements (for example, concerning structured investment products).

The exception to this is CESR’s proposal for the treatment of bonds, where the suggested change
is more substantial. The change would narrow the range of bonds that could be treated
automatically as non-complex instruments for the purposes of the appropriateness requirements
and would mean that firms would need to assess other types of bonds against the Article 38
criteria in determining whether the appropriateness test needed to be carried out. However,
CESR believes that any additional controls that firms may need to introduce are likely to be
justified on client protection grounds. If a firm is contemplating transacting for a retail client on
a non-advised basis involving bonds not admitted to trading on a regulated market (or
equivalent), it seems reasonable that an assessment of the characteristics of the instrument and
any inherent risks is undertaken. If an instrument then fails to satisfy the criteria for being
treated as a non-complex instrument, because the market is not characterised by suitable levels
of liquidity and transparency to provide prompt, objective benchmarks, it also seems correct that
a firm should seek to determine whether the client has the knowledge/experience to understand
the risks involved.

CESR believes that the same arguments are pertinent in the case of the impact of the proposed
clarifications in respect of structured investment products, to the extent that firms may have
interpreted MiFID differently. In the light of recent market events and regulatory findings?,
CESR does not believe that it is sustainable for all such instruments to be treated automatically
as non-complex instruments when they are being transacted for retail clients on a non-advised
basis.

28 For example, the published findings of the UK FSA in respect of sales of structured investment products
backed by Lehman Brothers.
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Part 4: Definition of personal recommendation

CESR’s advice

Article 52 of the MiFID Level 2 Directive amplifies the meaning of a “personal recommendation”
for the purposes of the definition of “investment advice”. The final sentence of this article “A
recommendation is not a personal recommendation if it is issued exclusively through distribution
channels or to the public” should be amended to delete “through distribution channels or” in
order to protect clients against the growing number of intermediaries who now use distribution
channels such as the internet and other similar means to provide personal recommendations.

Introduction and background

148. In July 2009, CESR commenced its consultation on the definition of advice, with the aim of
clarifying the definition of ‘investment advice’ and providing illustrations of situations where
firms are deemed, or not, to be providing investment advice. The Consultation Paper (Ref.
CESR/09-665), asked the market participants to consider whether the current definition of
‘investment advice’ under Article 52 of the MiFID Level 2 Directive needs greater clarity.

Policy arguments and rationale

149. Currently, Article 52 of the MiFID Level 2 Directive states that where the recommendation is
made available exclusively through a distribution channel or to the public, it can be considered
as not constituting investment advice, therefore falling outside the scope of Article 4(1)(4) of
MiFID.

150. CESR is concerned that the current wording of Article 52 of the MiFID Level 2 Directive, with
regards to the issuance by intermediaries of recommendations exclusively through distribution
channels, no longer adequately protects clients against the growing number of intermediaries
who now use distribution channels such as the internet and other similar means to provide
personal recommendations. Therefore CESR believes that clarification is needed that the
provision of personal recommendations exclusively through distribution channels amounts to
investment advice as defined under Article 4(1)(4) of MiFID.

151. CESR has made clear in its Level 3 work on investment advice that a personal recommendation
can be provided through means such as the internet or mailings, and therefore suggests, that the
words ‘through distribution channels or’ are removed from Article 52 of the MiFID Level 2
Directive in order to clarify that investment advice can be provided through distribution
channels.

152. CESR’s recommendation is not intended to represent a change in the substance of what
constitutes investment advice. Information provided through distribution channels will only be
investment advice where it meets the other criteria for information to be considered a personal
recommendation in Article 52 of the MiFID Level 2 Directive.
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Part 5: Supervision of tied agents and related issues

CESR’s advice

Work on further harmonisation of the rules on the use of tied agents and on the reduction of
differences resulting from the discretions in Article 23 of MiFID

- The discretion for Member States to prohibit investment firms from appointing tied agents
under Article 23(1) of MiFID should be removed.

- The discretion for Member States to allow tied agents operating under MiFID to handle
clients’ money and financial instruments under the second paragraph of Article 23(2) of
MiFID should be removed.

Work to enhance investor protection through enhanced transparency

- In Article 31 of MiFID the home competent authority should be obliged to transmit the
identity of any tied agents acting cross border to the host authority, which should then
disclose this information to the public.

Work on the passport regime for firms using tied agents (Articles 31 and 32 of MiFID)

- It should be clarified in Article 32 of MiFID that all tied agents established in a Member
State other than the investment firm’s home Member State are treated as if they were part
of a branch regardless of whether the firm operates another place of business alongside the
tied agents.

- The same notification procedures as those applying to tied agents of investment firms
should apply to tied agents acting on behalf of credit institutions providing investment
services.

Introduction and background

Pursuant to Article 65 (3)(c) of MiFID, the EC shall, on the basis of public consultations and in
the light of discussions with competent authorities, report to the European Parliament and
Council on “the appropriateness of rules concerning the appointment of tied agents in performing
investment services and/or activities, in particular with respect to the supervision on them”.

Article 4(1) (25) of MiFID defines tied agents. The regulatory framework governing the use of
tied agents by investment firms, including specific organisational requirements for investment
firms using tied agents, is spelled out in Article 23 of MiFID.

Overall CESR believes that the regime governing investment firms’ use of tied agents has
worked well since the implementation of MiFID. In particular, CESR does not believe that there
is a need to change the rules governing tied agents' supervision and investment firms’ oversight
of their tied agents. This does not however, pre-empt any future work to provide guidance on
how investment firms oversee tied agents through effective internal controls and other
arrangements.

CESR’s proposed advice to the EC is therefore confined to technical issues related to the

operation of the regime in Article 23 of MiFID, including recommendations for greater
harmonisation.

MiFID Review Investor Protection and Intermediaries - 33



157.

158.

159.

160.

161.

=
A L) LN
Rk

Issues under discussion

CESR’s work on tied agents in the context of the MiFID review can be grouped under three main
headings:

e work on further harmonisation of the rules on the use of tied agents and on the reductions
of differences resulting from the discretions in Article 23 of MiFID;

e work to enhance investor protection through enhanced transparency, resulting from
CESR members’ supervisory experience; and

e work on the passport regime for firms using tied agents (Articles 31 and 32 of MiFID).

Policy arguments/rationale

Work on further harmonisation of the rules on the use of tied agents and on the reduction of
differences resulting from the discretions in Article 23 of MiFID.

Article 23(1) of MiFID permits Member States to allow investment firms authorised in their
jurisdiction to appoint tied agents. The vast majority of Member States allow firms to use tied
agents. CESR believes that this discretion should be transformed into a rule in order to ensure a
level playing field across the EEA.

CESR believes the discretion can be removed because on the basis of their practical supervision
of investment firms using tied agents, CESR members have found the potential risks that this
distribution channel poses can be appropriately managed. This requires that investment firms
employ robust procedures to ensure that tied agents comply with high standards of integrity as
well as legal requirements and internal guidelines. Requiring all Member States to allow
investment firms for which they are the home Member State to use tied agents would also
enhance investor protection as there would be a public register for tied agents in each EEA
country.

The second paragraph of Article 23(2) of MiFID enables Member States to allow tied agents to
handle client money and/or financial instruments in particular circumstances. The majority of
Member States prohibit tied agents from handling client money/financial instruments. Even
though investment firms remain fully and unconditionally responsible for any action or omission
on the part of tied agents used by them, the fact remains that tied agents are not themselves
authorised persons. Indeed, some investment firms employing tied agents are not authorised to
handle clients’ money and financial instruments because they are not subject to the full
provisions of the Capital Requirements Directive. CESR therefore believes that it is appropriate
to remove Member States’ discretion to allow tied agents to handle client money and/or financial
instruments. This suggested change is not intended to bring into question the ability of tied
agents of credit institutions to handle client money and financial instruments.

Work to enhance investor protection through enhanced transparency

The current MiFID passporting provisions allow for, but do not prescribe, the transmission of the
identity of tied agents from the home competent authority to the host competent authority.
Therefore further room for increased transparency exists with regard to the passport for
investment firms providing cross border services through tied agents (Article 31 of MiFID). The
CESR Protocol on passport notifications?® already contains a voluntary agreement between
CESR members to share the identity of any tied agent that the firm is using in a Member State
other than the home Member State of the investment firm. From an investor protection
perspective, it is important that investors can check with their regulator whether the person/firm
they are dealing with is truly a tied agent.

29 http://[www.cesr.eu/index.php?page=contenu_groups&id=53&docmore=1#doc
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Therefore CESR considers that in Article 31 of MiFID, the home competent authority should be
obliged to transmit the identity of any tied agents acting cross border to the host authority,
which should then disclose this information to the public.

Work on the passport regime for firms using tied agents (Articles 31 and 32 of MiFID)

Article 32(2) subparagraph 2 of MiFID states that in cases where an investment firm uses a tied
agent established in a Member State outside its home Member State, such tied agent shall be
assimilated to the branch and shall be subject to the provisions of MiFID relating to branches.
CESR proposes that it is clarified that all tied agents established in a Member State other than
the investment firm’s home Member State are treated as if they were part of a branch regardless
of whether the firm operates another place of business alongside the tied agents. This is to
facilitate convergence on passporting notifications and to facilitate a common interpretation of
Article 32(2) (2) of MiFID, given that a small minority of competent authorities have reported
legal problems in their jurisdictions with the current drafting of the aforementioned MiFID
provision. Therefore all tied agents established in the host Member State should jointly be
treated as one single branch.

For example, if a Belgian firm appoints a tied agent established in Germany and provides cross-
border services in Austria using this tied agent, the firm will need to make a notification under
Article 32 of MiFID to the BaFin and another one under Article 31 of MiFID to the FMA.

Finally, there are level-playing field issues relating to passporting between tied agents of
investment firms and tied agents of credit institutions that CESR believes should be tackled by
the EC. Tied agents acting on behalf of credit institutions are not subject to the notification
procedures under Articles 31 or 32 of MiFID and the CRD does not contain specific provisions for
the notification procedures to be followed by credit institutions providing investment services
that use tied agents. This situation weakens investor protection because investors and
competent authorities do not necessarily have full access to details of all tied agents operating in
their Member State. Therefore CESR believes that these inconsistencies should be ironed out by
requiring that the same notification procedures apply to tied agents acting on behalf of credit
institutions providing investment services, as those applying to tied agents of investment firms.

Impact assessment

Allowing firms to use tied agents by amending Article 23(1) of MiFID would grant firms more
flexibility in setting up an appropriate infrastructure for the distribution of their services and
products. The increased flexibility in appointing and recalling tied agents would enable firms to
respond more effectively to changing market conditions. In particular, the costs for exiting a
market will be lower than when using own employees. Therefore, allowing tied agents could
translate under favourable conditions into lower fixed costs for firms which should result in a
better provision of investment services. The proposals would also result in all tied agents being
registered in the Member State in which they are established, bringing along greater certainty
and increased levels of investor protection in the EEA.

Proposals

Based on the above explanations, CESR proposes the following amendments to MiFID
(amendments are underlined):

Amendments to Article 23 of MiFID

1. ‘Member States may-deeide-te shall allow an investment firm to appoint tied agents for
the purposes of promoting the services of the investment firm, soliciting business or
receiving orders from clients or potential clients and transmitting them, placing financial
instruments and providing advice in respect of such financial instruments and services
offered by that investment firm.
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2. Member States shall require that where an investment firm decides to appoint a tied
agent it remains fully and unconditionally responsible for any action or omission on the
part of the tied agent when acting on behalf of the firm. Member States shall require the
investment firm to ensure that a tied agent discloses the capacity in which he is acting
and the firm which he is representing when contacting or before dealing with any client
or potential client. Member States shall prohibit tied agents registered in their territory
from handling clients’ money and financial instruments.

Member States may allow, in accordance with Article 13(6), (7) and (8), tied agents
registered in their territory to handle clients' money and/or financial instruments on
behalf and under the full responsibility of the investment firm for which they are acting
within their territory or, in the case of a cross-border operation, in the territory of a
Member State which allows a tied agent to handle clients' money.

Member States shall require the investment firms to monitor the activities of their tied
agents so as to ensure that they continue to comply with this Directive when acting
through tied agents.

3. Member-State hat -decide—to—alle oY men m 0—apboin d acen ha
establish-a publie register. Tied agents shall be registered in the public register in the

Member State where they are established. Member States shall establish a public register
for tied agents established in their territory.

Member States shall ensure that tied agents are only admitted to the public register if it
has been established that they are of sufficiently good repute and that they possess
appropriate general, commercial and professional knowledge so as to be able to
communicate accurately all relevant information regarding the proposed service to the
client or potential client.

Member States may decide that investment firms can verify whether the tied agents
which they have appointed are of sufficiently good repute and possess the knowledge as
referred to in the third subparagraph.

The register shall be updated on a regular basis. It shall be publicly available for
consultation.

[...]
Amendments to Article 31 and 32 of MiFID
Article 31(2)

Any investment firm wishing to provide services or activities within the territory of
another Member State for the first time, or which wishes to change the range of services
or activities so provided, shall communicate the following information to the competent
authorities of its home Member State:

(a) the Member State in which it intends to operate;
(b) a programme of operations stating in particular the investment services and/or activities as

well as ancillary services which it intends to perform and whether it intends to use tied agents in
the territory of the Member States in which it intends to provide services. In cases where it
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intends to use tied agents, the investment firm shall communicate to the competent authorities of
its home Member State the identity of those tied agents.’

In cases where the investment firm intends to use tied agents, the competent authority of
the home Member State of the investment firm shall, at-the request-of-the-competent
i ithi i within 1 month of
receiving the information, communicate to the competent authority of the host member
state the identity of the tied agents that the investment firm intends to use to provide
services in that Member State. The host Member State may shall make public such
information.

[...]
Article 32(2)

Member States shall require any investment firm wishing to establish a branch within
the territory of another Member State first to notify the competent authority of its home
Member State and to provide it with the following information:

(a) the Member States within the territory of which it plans to establish a branch;
(b) a programme of operations setting out inter alia the investment services and/or activities as

well as the ancillary services to be offered and the organisational structure of the branch and
indicating whether the branch intends to use tied agents and the identity of those tied agents;

(c) the address in the host Member State from which documents may be obtained; and
(d) the names of those responsible for the management of the branch.
In cases where an investment firm intends to use tied agents established in a Member

State outside its home Member State, such tied agents shall be assimilated-to-the branech
and-shall be-subject to the provisions of this Directive relating to branches.
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Part 6: MiFID Options and Discretions

CESR’s advice

Proposed deletion of discretions:

CESR proposes the deletion of the following discretions:
Delegation of supervisory tasks

Article 5(5) of MiFID provides that Member States may allow the competent authority to
delegate administrative, preparatory or ancillary tasks related to the granting of an
authorisation, in the case of investment firms which wish to provide only investment advice
or the service of reception and transmission of orders under the conditions established in
Article 3 MiFID.

Article 16(3) of MiFID provides that Member States may allow the competent authority to
delegate administrative, preparatory or ancillary tasks related to the review of the conditions
for initial authorisation in the case of investment firms which provide only investment advice.

Article 17(2) of MiFID provides that Member States may allow the competent authority to
delegate administrative, preparatory or ancillary tasks related to the regular monitoring of
operational requirements in the case of investment firms which provide only investment
advice.

CESR’s proposals will exclude the possibility for Member States to allow the competent
authority to delegate such administrative, preparatory or ancillary tasks.

Theoretically, the ability to delegate the above mentioned supervisory tasks may result in a
more efficient allocation of the necessary human and economic resources. Nevertheless, CESR
members do not see any need in maintaining such ability, because these tasks can be
effectively undertaken using internal resources. Moreover, in case of delegation, CESR
members face liability issues whenever the entity to which these tasks have been delegated
would fail to comply with these tasks.

Given that no competent authority has exercised the above mentioned discretions the impact
of deleting them will be negligible.
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CESR’s advice continued

Proposal to amend the discretion:

CESR proposes amending the following discretion:
Tied Agents:

o Article 23(2) of MiFID: CESR proposes that Member States should prohibit tied
agents in their territory from handling client money and financial instruments.

Proposal to transform the discretion into a rule:
CESR proposes to transform the following discretions into a rule:
Tied Agents:

e Article 23(1) of MiFID: Discretion for Member States to allow investment firms to
appoint tied agents for certain purposes

e Article 31(2) of MIiFID: Discretion for the host competent authority to publish
information on the identity of tied agents

Please see Part 5 of this Paper.
Telephone conversations and electronic communication:

e Article 51(4) of Commission Directive 2006/73/EC — Discretion for Member States
to impose obligations on tape recording — Article 13(6) MiFID

Please see Part 1 of this Paper.
Article 61(1) and (2) of MiFID: Reports from branches:
Article 61(1) and (2) of MiFID provides that Member States may:

o for statistical purposes, require all investment firms with branches within their territories
to report to them periodically on the activities of those branches (par. 1);

e require branches of investment firms to provide the information necessary for the
monitoring of their compliance with the standards set by the host Member State that
apply to them (par. 2).

The majority of the Member States -14 for Article 61(1) of MiFID and 24 Members for Article
61(2) of MiFID have opted to exercise these discretions in order to increase information
received from branches.

CESR is proposing an amendment to MiFID in order to transform such discretions into a rule,
requiring all Member States to allow competent authorities to have the power to require
certain information from all investment firms with branches within their territories, for
statistical and supervisory purposes.

CESR proposes to change Article 61 of MiFID as follows (provisions which are not reproduced
remain unchanged whilst amendments are underlined):
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1. Host Member States shall provide that the competent authority may, for statistical
purposes, require all investment firms with branches within their territories to report to them
periodically on the activities of those branches.

2. In discharging their responsibilities under this Directive, host Member States shall provide
that the competent authority may require branches of investment firms to provide the
information necessary for the monitoring of their compliance with the standards set by the
host Member State that apply to them for the cases provided for in Article 32(7). Those
requirements may not be more stringent than those which the same Member State imposes
on established firms for the monitoring of their compliance with the same standards.

Indeed, it might be crucial for competent authorities to have the power to require information
from branches in order to have a complete series of data of investment activities performed in
their Member State on the one hand for statistical purposes under Article 61(1) of MiFID and,
on the other hand, to effectively discharge their duties when monitoring the branches’
compliance with the applicable rules, for supervisory purposes under Article 61(2) of MiFID.

In particular, it is important for competent authorities to have the ability to gather
information on the activities performed by investment firms within their territory,
irrespective of their status as a branch or an established home Member State firm, in order to
have a wider perception of the market as a whole as well as to promote market integrity and
improve investor protection.

Nevertheless, given the different supervisory approaches to this information within the EEA,
it is considered more proportionate not to impose on competent authorities to gather (and
make use of) the above mentioned information from branches established within their
territory.

There is no significant impact arising from the proposed amendment.

Introduction and background

MiFID and its implementing measures include 41 discretions, allowing Member States to
implement non-harmonised requirements at a national level.

Although the use of discretions within MiFID is fully legitimate, the Ecofin Council conclusions
of December 2007 aimed at reducing discretions and the Ecofin Council conclusions of May 2008
and June 2009 more generally intended to enhance European supervisory convergence.

The Road Map on the revision of the Lamfalussy process set up by the Ecofin Council in
December 2007 invited Member States to keep under review the options and discretions
implemented in their national legislation and limit their use wherever possible. In a similar way,
the Communication of the EC of the 4th of March 2009 took on board the recommendations of
the de Larosiére Group on the need to develop a harmonised core set of standards to be applied
throughout the European Union and the Ecofin recalled in its meeting held on 9 June 2009 the
following goal: “Moving towards the realisation of a single rulebook, with a core set of EU-wide
rules and standards directly applicable to all financial institutions active in the Single Market,
so that key differences in national legislations are identified and removed.”

Therefore, based on the work conducted by CESR since 200739, options and discretions in
relation to MiFID and its implementing measures were considered by CESR with the aim of

30 In October 2007, before MiFID came into force, CESR published an “Overview of National Options and
Discretions under MiFID Level 17 (CESR/07-703), which showed if and how Member States have exercised
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@

discretions in implementing MiFID; in 2008, the Review Panel conducted a mapping on MiFID, focusing on
“Supervisory powers, supervisory practices, and administrative and criminal sanction regimes” (CESR/08-220).
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Annex 1 - Legislative or supervisory recording requirements in EEA Member States 3!

Country Scope of requirement Mobile phones? Duration
Austria There are no legal or supervisory
regulations which oblige the taping of
telephone conversations. Although
concerning treasury units of credit
institutions it is usual that telephone
conversations between the
salesperson and the client are taped.
In relation to the Vienna stock
exchange there are no legal
regulations which oblige the taping of
telephone conversations, but it is
usual to tape telephone calls related
to the execution of orders.
Belgium No requirement.
Bulgaria No requirement.
Czech All investment firms are obliged by | If the firm chooses | 10 years.
Republic the regulatory authority's rules to | to  communicate
keep records of any communications | with clients by
with clients related to investment | mobile phones, it
activity. has to record such
calls as well.
Cyprus All investment firms are obliged by | If an order/advice | At least 5 years.
the Law to keep records for all the | is given through
Investment services and transactions | mobile phones, the
undertaken. It 1s up to each | Investment Firm
investment firm to decide the type of | should record it
record. In practice, if an order/advice | otherwise will not
is given by the telephone then it is | have other
recorded. Prior warning of the | evidence to show
recording must be given. its compliance
with the relevant
obligation.
Denmark No requirement.

31 In some Member States without legislative or supervisory recording requirements, investment firms are
required to keep tapes under the rules of regulated markets. For example, the Irish Stock Exchange requires
member firms to operate an effective telephone recording system in relation to any trading activities they
undertake on the exchange. Records must be kept for at least one month after the normal settlement period of
the transaction to which they relate.
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Country

Scope of requirement

Mobile phones?

Duration

Estonia

There is no direct requirement in
place that would oblige the service
provider to tape-record the telephone
conversations with a client. Although,
a requirement applies according to
which the service provider must keep
records inter alia of  the
communication between the client
and the service provider and retain
such records. The records must be
retained in a durable medium in a
way accessible for future reference by
the Supervision Authority and in
such a form and manner that the
following conditions are met: 1) the
Supervision Authority must be able
to access the records readily and to
reconstitute each key stage of the
processing of each transaction; 2) it
must be possible for the Supervision
Authority to ascertain easily any
amendments, and the contents of the
records prior to such amendments; 3)
1t must not be possible for the records
to be altered otherwise. In practice,
many service providers are using
tape recording to best fulfill the latter
conditions.

Where firms wuse

tape recording,
mobile phones are
usually not

allowed if not
equally taped as
the office phones.

Firms keeping records

inter alia  of
communication

the

between the client and
the service provider,
retain such records for

5 years.

France

Under the current AMF general
regulation taping of phone lines
within an  investment  service
provider is required for traders
(persons subject to approval by the
firm according to a procedure defined
by the AMF who is informed of all
such approvals) and, where so
decided by the head of compliance
(because of the size or riskiness of the
trades involved), additional staff
participating in the commercial
relationship with clients.

In the Euronext market rules, there
1s a requirement for cash market
members to voice record
conversations relating to any
transaction made, or intended to be
made, on the securities market.

With respect to the Euronext
derivatives market, whether there is
such a requirement depends on the
market. On MONEP and MATIF,

Special
authorisation by
the firm s

required for a
trader to be able to

conclude trades
outside  business
hours or outside
the firm’s
premises (which
would involve

using an untaped
phone).

Requirement
applies to
conversations
regardless of the
kind of telecoms
equipment used if
on the member’s
premises.

At least 6 months.

6 months

6 months
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Country Scope of requirement Mobile phones? Duration
there is a requirement to have
adequate procedures for recording
telephone conversations pertaining to
the reception, execution or
confirmation of orders on a medium
that allows subsequent verbatim
reproduction of such conversations.

Finland All investment firms are required to | Requirement 2 years and maximum
keep records of client orders in | applies regardless | as long as there is a
financial instruments. of telecom | need for ensuring the

equipment used. execution of rights and
obligations relating to
the order.

Germany Credit institutions and financial | According to | 3 months
services institutions are | BaFin circular, the
recommended by BaFin circular to | use of mobile
tape traders' telephone conversations | phones is only
relating to transactions for the | exceptionally 3 months.
entity’s own account. permitted if firms

have implemented
In addition, each Exchange has rules | adequate
which apply to specialists operating | organisational
on them, who will usually also be | measures to
subject to a similar requirement. | minimise the risk
E.G., the Frankfurt Exchange | resulting from the
requires specialists to tape every call | use  of  mobile
which is related to the execution of | phones. In
their tasks as a specialist. practice, As far as
recording of
mobile phone calls
in most cases
cannot be ensured,
most firms
prohibit traders to
trade via mobile
phones.
Mobile phone use
is not allowed
within the
exchanges so calls
must be made by
land line.
Greece Since 2005 any person professionally | Receiving orders | Recordings must be

arranging transactions in financial
instruments is obliged to record
telephone orders to trade.

The caller must be notified, at the
beginning of the call, that the
conversation 1s being recorded, and,
client contracts must include a
specific term that provides that

on a mobile phone
is not allowed if
this will not be
recorded by the
internal system of
the investment
firm.

kept for at least 1
year, but the HCMC
may order investment
firms to retain the
data for an additional
period, up to 2 years,
when an investigation
into market abuse 1is
carried out.
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Country

Scope of requirement

Mobile phones?

Duration

orders transmitted via telephone will
be recorded and filed and put at the
disposal of the HCMC, on request.

Hungary

Pursuant to the regulations of
Government Decree No. 22/2008 on
the Business Rules of Investment
Firms if an investment firm accepts
orders from clients via telephone, fax
or other electronic method, the
business rules of such firm shall
provide for the detailed provisions:

a) on the procedure for accepting
such orders (voice recording or
written recording by the person
accepting the order) and preparation
of a written contract, timeframe for
preparing the contract in writing;

b) on the retention period of voice
recording.

If the order is recorded, the business
rules shall regulate customer access
rights to such recordings.

Pursuant to consumer protection
provisions (effective since January 1,
2010) investment firs shall provide
for receiving complaints from clients
via telephone. Such conversations
shall be recorded and retained for a
period of 1 year.

1 year.

Italy

Intermediaries, including fund
management companies, are required
to tape all orders received from any
customer.

The regulation
applies regardless
of the type of
phone used.

5 years.

Ireland

No requirement.

Latvia

Rules approved by the FCMC require
that all telephone conversations
where clients place orders shall be
recorded.

(This comes from the provision that
investment firms should have in
place evidence that orders are given
by clients).

The regulation
applies regardless
of the type of
phone used.

At least 10 years.

Lithuania

Rules approved by the Securities
Commission require recording of
telephone conversations in which a
customer order is placed. The Rules
apply to all companies providing
investment and /or auxiliary services

Not known.

At least 10 years (the
general term of
limitation of actions).
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Country Scope of requirement Mobile phones? Duration
and carrying out investment
activities that accept customer
orders.

Luxembourg | No requirement.

Malta No requirement.

Netherlands | No requirement.

Norway All brokers are required to tape | The regulation | All recorded material
record all buy/sell orders and | applies regardless | has to be retained for
indications of such orders made by | of the type of| 3 years from the day
telephone. phone used. the recording was

made.

Poland Firms are required to tape orders | The regulation | All tapes have to be
received by telephone‘ applies regardless retained for 5 years.

of the type of
phone used.

Portugal According to  Portuguese law, | The regulation | All tapes have to be
telephone orders between a client and | applies regardless | retained for 5 years.
a financial intermediary have to be of the type .Of
taped (Article 307.°-B PSC- phone on Whlc.h

. the order 1s
Portuguese securities Code). received.

Romania Financial intermediaries are obliged | The requirement | At least 5 years.
to record on magnetic tape or by | does not specify
other similar means the | the type of phone
transmissions of clients’ orders and | and therefore
disclosure of information regarding | applies to both
conflicts of interest to the client. landline and

mobiles.
All clients must give written consent
to telephone orders being recorded;
where consent is not given then
telephone orders cannot be accepted.

Slovakia Not known.

Slovenia Not known.

Spain Entities providing investment | The requirement | Telephone recordings
services must tape record any | does not specify | must be kept for a
telephone conversation in which an | the type of phone | minimum of 5 years.
order is made. Prior warning of the | and therefore | Whenever the
taping must be given to the relevant | applies to both | transaction 1s
client, which can be done in the | landline and | disputed by the client,
contract which allows for orders to be | mobiles. the recording must be

made over the telephone.

kept until the relevant
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Country Scope of requirement Mobile phones? Duration

dispute is solved.

Sweden All telephone conversation at the | Mobile phones | At least 5 years.
broker desk at an investment firm | used n the
should be recorded. This also apply to | business should be
conversations which relate to client | owned by the
orders on other telephones in | investment
premises with access to the trading | firm/bank. Client
system of a regulated market or an | orders received by
MTF, or premises which have been | mobile phone or in
specifically adapted for financial | a meeting with the
instruments trading. client, and
The requirements apply to | therefore not
investment firms authorised by | recorded, should
Finansinspektionen, not EEA- | be documented
branches in Sweden. according to the

entity’s guidelines.

UK Conversations and electronic | The FSA consulted [ 6 months. The FSA
communications covering the receipt | in March 2010 on | can request a firm to
of client orders and dealing in | removing an | hold records for
financial instruments within the | exemption for | longer.
scope of the UK’s market abuse | conversations on
regime. There is an exemption for | mobile phones
portfolio managers. And is expected to

publish its

decision in Q4,
2010.
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