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Dear Sir, Madam,

The Dutch Banking Association (hereinafter: ‘NVB’) welcomes the ESMA initiative for a consultation on the paper ‘Guidelines on certain aspects of the MiFID compliance function requirements’ (hereinafter: ‘Consultation paper’). Please find below some general remarks on the Consultation paper followed by comments on each of the questions.

General remarks on the Consultation paper

The guidelines in the Consultation paper are, next to enhancing clarity and fostering convergence in the implementation of the requirements regarding the compliance function, aimed at reinforcing the importance of the compliance function. The NVB agrees with these objectives, but doubts whether guidelines will help reach these goals. Despite the financial crisis and the ‘increasing levels of scrutiny from both regulators and consumers’, compliance functions in financial firms are under heavy pressure and are often downsized compared to the pre-financial crisis situation.  The NVB feels that the status of the ESMA guidelines should be elevated to rules that can be enforced by local regulators, otherwise ESMA’s objectives may not be met. 

As many investment firms are credit institutions or other financial institutions as well, we would strongly recommend that ESMA consults its partner ESA’s on the guidelines for the compliance function to avoid contradictions or ambiguities in various guidelines and rules on the compliance function.

Since the financial crisis, it has been widely recognized that behaviour and culture in the financial institution are of vital importance in order to protect the interests of the clients and to minimize the risks of non-compliance in the area of consumer protection. To achieve the right culture and behaviour in the organisation is primarily the responsibility of senior management. However the compliance function has a prominent role in supporting senior management in this field. We suggest that ESMA will mention this role in the guidelines on the compliance function.

Page 6:

“6. The explanatory text in support of several guidelines contains descriptions of specific practices of competent authorities concerning the compliance function of investment firms. These descriptions aim to provide the reader with additional information on differing approaches of competent authorities without setting up additional requirements for investment firms or competent authorities (and thereby triggering the obligation under Article 16(3) of the ESMA Regulation to comply or explain).”

We understand why ESMA has included these observations in the consultation paper, but they should not be included in the final Guidelines themselves (Annex III, f.i. numbers 75, 76, 77) as if they would form part of them.

Q1: Do you agree that investment firms should ensure that, where the compliance function takes a risk-based approach, any comprehensive risk assessment is performed to determine the focus and the scope of the monitoring, reporting and advisory activities of the compliance function? Please also state the reasons for your answers. 

Yes, investment firms should perform a periodic risk assessment to determine the focus and scope of the activities of the compliance function. A risk assessment should be performed on an annual basis. Material changes in risks during the year should be considered as soon as they emerge. Given the limited resources of the compliance function, a risk-based approach is necessary.

Q2: Please provide your comments (with reasons) on any or all aspects of this guideline on the monitoring obligations of the compliance function. 

The NVB agrees that investment firms should have a monitoring program in place covering the most important activities of the firm. However, compliance monitoring must never be performed at the cost of the compliance officer’s most important function: advising the business about compliance issues. Monitoring is just a tool and the compliance function usually doesn’t have the resources to perform ‘comprehensive monitoring’ like an internal control function or an internal audit function. Although compliance monitoring is a useful tooI, its outcomes should not be overemphasized as the activities of the compliance function are mostly qualitative in nature and it is difficult to ‘monitor’ advice or behaviour. 

Where an investment firm is part of a group (paragraph 13), it should indeed ensure that it remains responsible for monitoring its own risk. In order to do this, the investment firm should be adequately staffed. This means that (inter)national offices (branches and subsidiaries) of a group should have their own adequately staffed compliance function otherwise the investment firm would never be able to assume its responsibilities.

The ESMA guidelines state that ‘monitoring should not be solely desk based but supplemented through on-site inspections of operative business units.’ (paragraph 14). Although compliance monitoring could partly be performed through on-site inspections of operative business units, given the various tasks of a compliance officer and the often limited resources, the monitoring will in practice be limited to checking whether compliance policies and procedures exist. The compliance function is not in a position to perform elaborate and extensive testing. This should be done by an internal control function and/or audit function.  

The checking of calculations and documenting material deviations between actual occurrences and expectations are mentioned in the Consultation paper as suitable tools and methodologies for monitoring activities (paragraph 15). However, compliance monitoring is mostly qualitative in nature. A compliance officer usually does not check calculations.  

Paragraph 17 of the Consultation paper mentions that monitoring activities should also include first level control, i.e. controls by the operative units. Although the compliance function could perform monitoring activities on operational units, a compliance function is not an internal audit department or internal control department nor does it have the resources to perform elaborate compliance monitoring on operational units.

We would welcome that ESMA more explicitly encourages firms to use the three Lines of Defence model for risk management. For the compliance function this model entails among others that for monitoring purposes it may rely on controls performed by the first line unless it has reasons to believe that in specific cases the first line controls are insufficient. Should that be the case, then compliance has the responsibility to advise management to improve the quality of these controls.

Furthermore, we believe that the monitoring activities should not only be risk-based, but also proportional and reasonable given the size and activities of the firm.

Q3: Please provide your comments (with reasons) on any or all aspects of this guideline on reporting obligations of the compliance function. 

We think the text of paragraph III.III (section 20 in Annex III) suffices and that section 20 (22 (a) in section III) is too detailed.

Apart from the fact that compliance must be able to rely on on-site inspections by the first line, reporting on all outcomes of the inspections and/or desk-based reviews to senior management, especially in larger firms will not contribute to efficient and effective reporting and will hardly help senior management to in carrying its responsibility in the area of compliance.

In practice, compliance reports may contain the matters as described in paragraphs 19-23 of the Consultation paper. However, the content of compliance reports may differ depending on the target audience. Reports to a ‘supervisory function’ (e.g.  members of a supervisory board) will be different in detail from compliance reports to senior management or reports to a group compliance function. With a view on the different statutory responsibilities of senior management and the supervisory function, we would like to suggest that ESMA leaves room to adapt the reporting – both in level of detail and in frequency - to the specific responsibilities of these bodies.

The NVB is not in favour of the practice of providing compliance reports to competent authorities. It is the responsibility of the investment firm to comply with all relevant compliance rules and regulations. The compliance function already informs regulators on any material compliance issues. The regulator is then in a position to ask for additional information. It should not be a standard practice to send copies of compliance reports to regulators. The regulator can ask for information upon request. It must be avoided that an obligation to send all compliance reports to the regulator affects a sound interaction between compliance and (senior) management.

Q4: Please provide your comments (with reasons) on any or all aspects of this guideline on the advisory obligations of the compliance function. 

In general, the NVB agrees with paragraphs 25 – 33 about the advisory function of the compliance function. As said, this is the most important function of a compliance officer and these activities should never take a second place to other tasks of the compliance function like compliance monitoring.

Paragraph 32 mentions that the compliance function ‘should be given the right to participate in the approval process…’. However, the NVB compliance feels that the function must participate in the product approval process. The compliance function must be named as one of the parties for signing off the product approval process of a new product or process.

According to paragraph 33, ‘the compliance function should ‘regularly’ be involved in all relevant correspondence with competent authorities’. The compliance function is the main liaison with supervisory authorities as far as compliance issues are concerned; this is one of the core duties of the compliance function and this should be mentioned as such in the ESMA Guidelines. We suggest deleting the word ‘regularly’.

Q5: Please provide your comments (with reasons) on any or all aspects of this guideline on the effectiveness of the compliance function. 

In general, the NVB agrees with the guidelines on resources, access to relevant information and the fact that compliance staff should not only require knowledge of MiFID (and other relevant compliance rules applicable to the financial institution), but should also have knowledge about the business activities that they advise on. Please find below some specific comments on this section of the Consultation paper. 

According to the Consultation paper, ‘the compliance officer should have sufficiently broad knowledge and experience and a sufficiently high level of expertise so as to be able to assume responsibility for the compliance function as a whole and ensure that it is effective’. For large (international) financial firms, this is almost impossible. In practice, compliance officers will have specialised in certain areas of expertise, such as AML, retail compliance, equities compliance etc. Therefore, the compliance function as a whole should have the necessary knowledge and expertise; not individual compliance officers. 

Paragraph 35 rightly states that the compliance function should be extended where an investment firm’s business unit activities are significantly extended. In practice, this is not always the case. The compliance function is usually seen as a cost to a financial firm and will be cut in its budget just like any other department, despite increased regulation and supervision as the current financial crisis shows. Competent authorities should take a more pro-active role in monitoring adequate levels of compliance function staff (and more broadly in all risk function staff) within financial firms.

In paragraph 38 we suggest replacing “meetings of senior management or the supervisory function.” by: “meetings of senior management and the supervisory function.”

Q6: Do you agree that, in order to ensure that the compliance function performs its tasks and responsibilities on an ongoing permanent basis, investment firms should provide: 

(i) adequate stand-in arrangements for the responsibilities of the compliance officer which apply when the compliance officer is absent; and 

(ii) arrangements to ensure that the responsibilities of the compliance function are performed on an ongoing basis? 

Please also state the reasons for your answers. 

The NVB agrees with the guidelines on continuity arrangements for the compliance function, documenting responsibilities of the compliance function and regular monitoring. The responsibilities of the compliance function should indeed be ensured for the foreseeable future. However, it will be difficult to ensure the responsibilities for any unforeseeable absence of the compliance officer. We suggest rephrasing this in the final Guidelines.

Q7: Do you agree that investment firms should ensure that the compliance function holds a position in the organisational structure that ensures that the compliance officer and other compliance function staff are independent when performing their tasks? Please also state the reasons for your answer. 

Q8: Do you agree that investment firms should ensure that the organisation of the compliance function guarantees that the compliance officer’s daily decisions are taken independently from any influence of the business units and that the compliance officer is appointed and replaced by senior management only? 

The NVB agrees with the independence provisions of the ESMA Consultation paper. As conflicts between regulatory rules and commercial initiatives may arise, unwarranted influence by others in the financial institution on compliance officers should be avoided. 

Paragraph 45 states inter alia that the decision to appoint and replace the compliance officer may only be taken by senior management or the supervisory function. We assume this is meant to state ‘Head of Compliance’; this guideline should only applicable to the hiring/firing of the Head of the Compliance function.

Q9: Please provide your comments (with reasons) on any or all aspects of this guideline on Article 6(3) exemptions. 

In general, the NVB agrees with the guidelines on exemptions/proportionality. The starting point should be that all regulated legal entities that perform investment services (or other regulated services) and also (foreign) branches of the investment firm must have a compliance function. Given the differences in local implementation of European rules and other local rules applicable to foreign subsidiaries and branches of a financial firm, these subsidiaries and branches must in principle also have a compliance function. There may be exemptions for smaller (subsidiaries or branches of) investment firms.

The NVB also agrees with paragraph 50 stating that the compliance function should generally not be combined with the legal unit, or be subordinate to internal control functions, where this could undermine the compliance function’s independence. The NVB would suggest stating as a starting point that the compliance function must be independent and therefore separate from the legal function and other risk or internal control functions unless there are good reasons for combining these functions (e.g. in case of smaller investment firms). The compliance function can be combined with other functions depending on the size, complexity and activities of the investment firm.

Q10: Please provide your comments (with reasons) on any or all aspects of this guideline on combining the compliance function with other functions. 

See also our comments on Q9. The NVB is of the opinion that the starting point should be that the compliance function must be independent and therefore separate from all other functions, with limited exceptions. A combination with the Internal Audit function (paragraph 53) must always be avoided; not just ‘should generally be avoided’. In exceptional circumstances could the compliance function be combined with another function, like a risk function. Paragraph 52 mentions money laundering prevention as an example of ‘other control unit’. However, AML is part of compliance and the AML department should either be a part of the compliance function itself or a sub-department of the compliance function. 

Q11: Please provide your comments (with reasons) on any or all aspects of this guideline on outsourcing of the compliance function.

The NVB does not agree with the wording regarding ‘outsourcing of the compliance function’. The compliance function must NEVER be outsourced; only certain activities/tasks regarding the compliance function can be outsourced (e.g. certain compliance training, certain sanction filtering activities). Irrespective of the fact that the investment firm may wish to outsource certain activities of the compliance function, the investment firm remains fully responsible for these activities. Even in small investment firms where the compliance function may be handled by the director of the investment firm will the compliance function be part of this investment firm and can only certain compliance activities be outsourced to a compliance service supplier.

The NVB agrees that outsourcing or centralising certain tasks of the compliance function in larger investment firms may be appropriate to obtain efficiencies in operations. However, as mentioned in our comments on Q9, given the differences in local implementation of European rules and other local rules applicable to foreign subsidiaries and branches of a financial firm, these subsidiaries and branches must in principle also have a compliance function. There may be exemptions for smaller (subsidiaries or branches of) investment firms.

Q12: Do you agree that competent authorities should also review, as part of the ongoing supervisory process, whether measures implemented by investment firms for the compliance function are adequate, and whether the compliance function fulfils its responsibilities appropriately? Please also state the reasons for your answer. 

Q13: Do you agree that competent authorities should also assess whether amendments to the organisation of the compliance function are required due to changes in the scope of the business model of the investment firm, and where such amendments are necessary, monitor whether these amendments have been implemented?

Yes, the NVB agrees that competent authorities should review on an on-going basis whether the compliance function functions properly and whether the compliance function is adequately staffed. This may also help competent authorities in their supervision of the investment firms.  

Paragraph 65 states that some competent authorities license or approve the nominated compliance officer. We assume this is limited to the Head of the compliance function. If not, we suggest this practice will be limited to the Head of Compliance. A better approach is the review and appointment of the Head of Compliance by the senior management of the investment firm (paragraph 66) as the ultimate responsibility for all activities within the investment firm, including the hiring and firing of compliance officers, lies with the senior management of the investment firm. This can be combined with the possibility of notifying the competent authority on the appointment/replacement of the Head of Compliance (paragraph 67).

The NVB requests ESMA to consider its comments on the Consultation paper. If you have any questions about our comments, please don’t hesitate to contact us.

Kind regards,

Derkelien van Bruggen
Senior Adviseur
Gustav Mahlerplein 29-35 •  1082 MS Amsterdam  •  +31(0)20 55 02 888  
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