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INTRODUCTION

The issuance and trading of financial instruments is essential to ensure the availability of
capital in the economy and to ensure capital is efficiently allocated. Financial instruments are



used by economic agents such as companies to raise funds, e.g. for growth and innovation, or
investors to invest their financial surplus and seek financial returns. They are also used by
entities to manage risks. Together with the services provided e.g. by banks, payment-service
providers and clearing and settlement infrastructures, the market in financial instruments is a
backbone of a modern economy and essential to feed economic growth and innovation.

Like any market, financial markets need rules to function. The EU rules governing the market
in financial instruments are set out in . the Markets in Financial Instruments Directive
(MiFID. Applied since November 2007 (3,5 years), it is a core pillar of EU financial market
integration. Adopted in accordance with the "Lamfalussy” process', it consists of a framework
Directive (Directive 2004/39/ECY’, an Implementing Directive (Directive 2006/73/EC)’ and
an Implementing Regulation (Regulation No 1287/2006)*. This impact assessment focuses on
the revision of the framework Directive 2004/39/EC while outlining when needed the possible
changes in the implementing legislation which would follow at a later stage. Separate impact
assessments will be carried out for subsequent changes to implementing legislation.

MiFID establishes a regulatory framework for the provision of investment services in
financial instruments (such as brokerage, advice, dealing, portfolio management, underwriting
etc.) by banks and investment firms and for the operation of regulated markets by market
operators. It also establishes the powers and duties of national competent authorities in
relation to these activities. Due to the level of risks generated by financial activities, the rules
governing the market in financial instruments need to be robust, targeted and proportionate. In
appropriate cases, they need to be precautionary. After the 2008 financial crisis, the G20 has
clearly signalled that "less is more" is no longer a valid maxim in financial regulation,
whether in relation to lending to consumers, securitisation and repackaging of risks by banks,
or oversight of professional investors and trading of financial instruments including complex
instruments. In particular:

- The financial crisis has woken the world to the issue of counterparty risk, notably with
regards to over the counter (OTC) derivatives. The failure of a counterparty in a derivative
transaction not only leave unhedged the counterparty but could also have systemic
consequences for the whole financial system. This issue is being addressed in EMIR by
introducing central counterparties to better manage this risk.

- The crisis also demonstrated that financial institutions are not always adequately
capitalised to be able to face adversc circumstances. The Capital Requirements Directive
seeks to legally underpin international agreements to ensure that the financial system as a
whole is better capitalised to face future risks.

- There are also undesirable trading products or practices, which competent authorities
have been unable to act against. This is partly due to insufficient transparency, and partly to a
lack of legal tools to fight market abuse. The issue of transparency and the possibility of
product bans is taken up in MiFID. The legal framework will be strengthened in the review of
the Market Abuse Directive.

- While MIiFID has sought to introduce competition between trading venues, such
competition has been limited by lack of competition in the post trading infrastructure field.
Clearing and settlement practices can limit investors' ability to choose between platforms.
This issue will be addressed in MIFID, EMIR and the proposal on central securities
depositories.



The overarching objective of MiFID has been to further the integration, competitiveness, and
efficiency of EU financial markets. MiFID is predicated on a series of key principles: cross-
border competition between investment firms and trading venues on a level-playing field,
market transparency, non-discriminatory and equal treatment of market participants, diligent
corporate governance and avoidance of conflicts of interest by intermediaries, and suitable as
well as effective protection of investors. In concrete terms, it abolished the possibility for
Member States to require all trading in financial instruments to take place on specific
exchanges and enabled Europe-wide competition between traditional exchanges and
alternative venues. It also granted banks and investment firms a strengthened "passport” for
providing investment services across the EU subject to compliance with both organisational
and reporting requirements as well as comprehensive rules designed to ensure investor
protection.

The result after 3.5 years in force is more competition between venues in the trading of
financial instruments, and more choice for investors in terms of service providers and
available financial instruments, progress which has been compounded by technological
advances. Overall, transaction costs have decreased and integration has increased”.

However, some problems have surfaced. First, the more competitive landscape has given rise
to new challenges. The benefits of open competition in trading financial instruments and
accessing new markets have thus far mostly flowed to intermediaries, institutional investors
(such as funds) and nimble traders with the technology necessary to exploit differences
between markets, not fully to the issuers and end retail investors. The market fragmentation
implied by competition has also made the trading environment more complex, especially in
terms of collection of trade data. Second, regulation is always a few steps behind the market
reality, and the detailed rules upholding the core precepts above need to be periodically
bolstered. Market and technological developments have outpaced various provisions in
MIFID. The common interest in a transparent level playing-field between trading venues and
investment firms risks being undermined. Third, MiFID suffers from the misplaced
assumption that professional investors know what is best for themselves and the market as a
whole, so that there could be minimal oversight of complex wholesale markets. The financial
crisis has exposed weaknesses in the regulation of instruments other than shares, traded
mostly between professional investors. Eventually, rapid innovation and growing complexity
in financial instruments underline the importance of up-to-date, high levels of investor
protection. While largely vindicated amid the experience of the financial crisis, the
comprehensive rules of MiFID nonetheless exhibit the need for targeted but ambitious
improvements.

The implementation of MiFID coincides with the onset of the financial crisis and, as ever,
rapid innovation in financial services. As a result, its effects are virtually impossible to assess
in isolation from the latter. For example, institutional investors increasingly seek to escape
pre-trade transparency and hide their trading intentions from the public. Is this due to
uncertainty caused by the crisis, technical solutions presented by investment firms for
managing their orders in private, or to fragmentation of trading between venues and a
reduction in trade size hastened by MiFID-induced competition? Or do the available waivers
from pre-trade transparency not properly address the splitting of large trades into small
orders? Or is it due to all of the above? Would liquidity and resilience in non-equity markets
have been better or worse amid the crisis with more comprehensive transparency rules under
MiFID?

However MiFID underlying principles remain valid. Cross-border pan-EU competition is
more conducive to efficient allocation than national markets. A fragmentation of liquidity is




not anathema to fair and efficient price discovery provided all markets play by the same rules
and transparency is effective. Different investors need different degrees of protection.
Investors should be able to be served by trustworthy market participants from across the
Union. Investment firms and trading venues need to abide by strong organisational rules in
order to avoid market disorder or excessive volatility in some asset-classes from undermining
trust in all financial instruments — and in the ability of the economy to finance itself.

The review of MIiFID needs to consider this backdrop. Wholesale repairs like those to parts of
the financial system linked more directly to the crisis, e.g. bank capital or resolution, are not
required. A comprehensive review of the underlying precepts and basic building blocks of
MIFID is neither necessary nor appropriate only some years after it entered into force. Since
experience amid the crisis and technological developments in recent years have neither
entirely vindicated nor invalidated its basic precepts or provisions, an approach targeted at
fixing visible flaws is proposed instead. Nonetheless this exercise will be broad in scope as it
touches upon a diverse set of issues and will affect a broad range of stakeholders.

It has been decided to address all these issues through one single legislative initiative for three
main reasons. First, MiFID is a comprehensive regulatory framework in which various
provisions depend on one another. In tackling some of the challenges separately from others
we could lose sight of the overall picture, and negatively affect the integrity and clarity of this
regulatory framework. Second, a series of incremental reviews with multiple, overlapping
procedures and objectives could put more strain on the resources of stakeholders and reduce
their chances of contributing towards a balanced outcome. Finally, in view of rapid and
ongoing technological developments, to adopt an approach for reviewing the functioning of
certain markets, such as for example those in equities, under a different lens compared with
markets in other instruments would not be efficient. Phenomena which may occur in one
market today may emerge in others tomorrow, and our regulatory framework should be both
comprehensive and flexible in this respect.

In conclusion, the revision of MiFID is an integral part of the reforms aimed at establishing a
safer, sounder, more transparent and more responsible financial system working for the
economy and society as a whole in the aftermath of the financial crisis.’ It is also an essential
vehicle for delivering on the G207 commitment to tackle less regulated and more opaque parts
of the financial system, and improve the organisation, transparency and oversight of various
market segments, especially in those instruments traded mostly over the counter (OTC)?,
complementing the legislative proposal on OTC derivatives, central counterparties and trade
repositories’.

Last, in line with proposals from the de Larosiére group and ECOFIN,' the EU has
committed to minimise, where appropriate, discretions available to Member States across EU
financial services directives. This is a common thread across all areas covered by the review
of MIiFID and will contribute to establishing a single rulebook for ElJ financial markets, help
further develop a level playing field for Member States and market participants, improve
supervision and enforcement, reduce costs for market participants, and improve conditions of
access and enhance global competitiveness of the EU financial industry'’.

2. PROCEDURAL ISSUES AND CONSULTATION OF INTERESTED PARTIES
The proposal for a revision of MiFID and its impact assessment has been prepared in

accordance with the Commission's better regulation principles. They take into consideration
the views expressed in a public consultation from 8 December 2010 to 2 February 2011. They



also take account of input obtained through extensive meetings with a broad range of
stakeholder groups since December 2009. Finally, the proposal takes into consideration the
observations and analysis contained in the documents and technical advice published by the
Committee of European Securities Regulators (CESR), now the European Securities and
Markets Authority (ESMA).

2.1, Public consultation

Commission services have held several ad hoc and organised meetings with representatives of
market participants, public authorities, and other stakeholders on issues included in the
revision of MiFID. Six targeted roundtables were organised between December 2009 and
January 2010'%. A large and well-attended public hearing was held over two days on 20-21
September 2010'. A summary of this hearing can be found in Annex 12. Between 8
December 2010 and 2 February 2011 a public consultation was organised 1o which over 4200
contributions were received. The non-confidential contributions can be consulted on the
Commission's website'!. The outcome of the consultation has been summarised in Annex 13.

2.2, CESR (now ESMA) reports

CESR was granted an informal mandate on 2 March 2010. CESR published several reports on
MiFID related issues during the course of 2010"°,

2.3. Extcrnal studies

Two studies'® have been commissioned from external consultants in order to prepare for the
revision of the MiFID. The first one which was requested from PriceWaterhouseCoopers on
10 February 2010 and received on 13 July 2010, focused on data gathering on market
activities and other MiF!D related issues. The second, from Europe Economics mandated on
the 21 July 2010 after an open call for tender, received on 23 June focused on a cost benefit
analysis of the various policy options to be considered in the context of the revision of
MIFID.

2.4. Steering Group

The Steering Group for this Impact Assessment was formed by representatives of a number of
services of the European Commission, namely the Directorates General Internal Market and
Services, Competition, Agriculture, Climate, Economic and Financial Affairs, Energy,
Industry and Entrepreneurship, Health and Consumers, Justice, Trade, Taxation, Digital
Agenda, Development, the Legal Service and the Secretariat General. This Group met 3
times, on 10 December 2010, 11 January 2011 and 14 February 2011. The contributions of
the members of the Steering Group have been taken into account in the content and shape of
this impact assessment' .

2.5. Impact Assessment Board

DG MARKT services met the Impact Assessment Board on 18 May 2011. The Board
analysed this Impact Assessment and delivered its opinion on 23 May[ 2011. During this
meeting the members of the Board provided DG MARKT services with comments to improve
the content of the Impact Assessment that led to some modifications of this final draft. These
are:

— 1improved presentation of the initiative's overall context, as well as the different set of
issues adressed in this initiative by clarifying the link with other international or EU



initiative (including a more precsise assessment of the differences and similarities with the
US) and prioritising the different issues;

— improved analysis of the problems by further specifying the magnitude of the problems
and the underlying problem drivers while clarifying why EU action is needed, such as G-
20 commitments or precautionary concerns;

— improved presentation of the options by clarifying the content of some of the options,
focusing on the key issues and regrouping some of the options;

— strenghtening our analysis of the options by better identifying the nature and giving an
order of magnitude whenever possible of the benefits, by making sure that all options were
assessed against a comprehensive baseline secnario, as well as by discussing more in detail
the impact on Member States;

— better explaining why in some cases our preferred options might differ from stakeholders'
views.

3. POLICY CONTEXT, PROBLEM DEFINITION, BASELINE SCENARIO AND SUBSIDIARITY
3.1, Background and context

MIFID applies to markets in financial instruments'®. The financial markets covered by MiFID
as well as how these markets work is briefly described here.

Actually, there are different financial instruments with different market features and different
market participants. Financial instruments are usually split into three large categories,
equities, debt instruments and derivatives. These instruments can be traded on organised
markets which is mostly the case for equities or over the counter (OTC) which is the case for
most of the debt instruments and derivatives. In terms of respective size, total turnover on
equities markets amounted in 2010 in Europe to nearly €19.9 trillion'” . International and
domestic debt securities markets in terms of outstanding issued debt amounted in March 2011
and December 2010 to respectively 329 trillion and $67 trillion for all countries out of which
the Euro area countries and the UK accounted for $16 trillion and $15 trillion™ . OTC
derivatives markets in terms of notional amount outstanding amounted to $601 trillion as of
end of December 2010 ',

In addition to their respective size, the relevant financial markets are also different in terms of
trading features. The nature of the instrument, the type of market participants and the
organisation of trading vary according to the instrument. Equity and bonds are fungible
instruments while most of the derivatives are not. As such, the level of activity on secondary
market tends to be higher. But the secondary market is actually only really active for shares.
For bonds, the combination of "buy and hold" investors, the fact that the instrument has a
maturity date and the fact that there are multiple issues for each issuer largely contribute to
very low activity on the secondary debt market. In addition, markets also differ in the way
trading is organised. For equities, the larger share of the transactions take place on organised
venues with multiple buyers and sellers meet. The meeting of these parties are often organised
through a central order book system. For debt instruments and derivatives, trading tend to be
more bilateral and a request for quote system in which counterparty asks counterparty for a
price on a specific instrument, prevails. The diversity in the nature of the instrument and in
the way it is being negotiated need to be taken into consideration when looking at MiFID in
its globality.



3.2.

Problem definition

The problems that the revision of MiFID is aiming to solve are multiple and can be grouped
as follows:

lack of a level playing field between markets and market participants has become
exacerbated as new players and new trading techniques develop

difficulties for SMEs to access financial markets
lack of sufficient transparency of the financial markets for market participants

the lack of sufficient information and powers for national regulators regarding financial
markets and intermediaries, and inconsistent supervisory practice

existence of areas in which investor protection has revealed deficiencies

weaknesses in some areas of the organisation, processes, risk control and assessment of
some market participants.

The problem tree included below provides an overview of the main drivers and consequences
of these various problems.
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The following sections provide a summary of the problems highlighted above; for a more
detailed explanation and background in relation to these problems please see Annex 2.

3.3. Problem 1: Lack of level playing field between markets and market participants

The implementation of MIFID combined with the effect of technological advances has
dramatically changed the structure of financial markets across Europe, notably in the equity
space, and made the conduct of market participants evolve to reflect these developments.
These changes have undoubtedly helped stimulate competition between trading venues but
have also created some distortions of competition between market participants. There are five
main reasons for this situation.

There is concern that despite providing comparable services to regulated markets, Multilateral
Trading Facilities (MTFs) may in practice be subject to a less strin;ent supervisory regime
while at the same time key concepts such as admission to trading“do not apply to them.
Further, the fragmentation of trading across different venues could result in misconduct being
missed due to the lack of coordinated monitoring between them.

New trading venues and market structures, such as broker crossing systems and derivative
trading platforms, have emerged that carry out similar activities to MTFs or systematic
internalisers® without being subject to the same regulatory requirements, both in terms of
transparency and investor protection’’. The fact finding carried out by CESR? found that
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actual trading through broker crossing systems — which are not subject to any pre-trade
transparency requirements - increased from an average of 0.7% of total EEA trading in 2008
to an average of 1.5% in the first quarter of 2010. This means that between 2008 and the 1st
quarter of 2010 this % has tripled. Pre-trade transparency is key for the price formation
process and dark trading (including both broker crossing networks and dark pools — i.e,
platforms operated by a RM or a MTF and benefiting from pre-trade transparency waivers) is
expected to increase in the near future following a similar path as in the United States where
dark trading made up 13.27% of consolidated US equities trading volume at the end of 2010%
and is expected to still grow further with estimates by the end of 2011 of 15%. Regarding
derivatives markets, the US authorities have created, for derivatives, the new concept of Swap
Execution Facilities (SEFs)®” to bring such trading venues or structures within the scope of
financial services regulation.

Rapid technological changes, and in particular the growth of automated trading and high
frequency trading (HFT) that represents an increasing share of transactions, especially on
equity markets, have led to concerns about possible new risks to the orderly functioning of
markets, e.g. due to rogue algorithms or a sudden withdrawal of liquidity in adverse market
conditions. The analysis of the May 6, 2010 flash crash®® performed by US regulatory
authorities has underlined the fact that even if HFT firms may not have been the cause of this
crash, the way and the speed of their reaction has greatly amplified its effects. Further, not all
HF traders are subject to authorisation and supervision under the MiFID as they can use an
exemption set in the framework directive®. Even if the effect of this type of trading on the
markets is still being investigated and discussed, some arguing that it is beneficial in terms of
liquidity and spreads while others considering that markets have become more shallow, it is
obvious that this type of activity deserves to be properly regulated simply in light of the size
that it represents in terms of trading as of today, and the potential spill over effects their
misbehaviour might have on the whole financial markets. The scale of HFT in Europe already
accounts for a significant portion of equity trading in the EU, and is expected to grow further.
According to CESR™, HFT trading accounts from 13% to 40% of total share trading in the
EU. Asgla comparison, HFT traders account for as much as 70% of all US equity trading
volume™".

The growth of over the counter (OTC) trading on equities has led to concerns among some
national supervisors that it threatens the quality of price formation on exchanges and its
representative nature, as a substantial part of the transactions are not being taken into account.
Further, as far as derivatives are concerned, it has been agreed by the G20 to ensure that,
where appropriate, trading in standardised OTC derivatives moves to exchanges or electronic
trading platforms.32

3.4. Problem 2: Difficulties for SMEs to access financial markets

Small and medium-sized enterprises face greater difficulties and costs to raise capital from
equity markets than larger issuers. These difficulties are related to the lack of visibility of
SME markets, the lack of market liquidity for SME shares and the high costs of an initial
public offering. Although some "SME markets", regulated as MTFs, have emerged at national
level to try to address these difficulties by offering a tailored regulatory regime to SME
issuers, different requirements apply and uncertainty in this regard may put off investors.The
listing as well as the transparency requirements might differ from one SME platform to the
other. Further, these SME markets are not interconnected as MiFID currently does not foresee
that SME shares listed on one MTF can automatically be traded on another. Finally the costs
of listing for an SME are disproportionate given the limited access to capital that it currently
provides.
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3.5. Problem 3: Lack of sufficient transparency for market participants

The key rationale for transparency is to provide investors with access to information about
current trading opportunities, to facilitate price formation and assist firms to provide best
execution to their clients. It is also intended to address the potential adverse effect of
fragmentation of markets and liquidity by providing information that enables users to
compare trading opportunities and results across trading venues. Post trade transparency is
also used for portfolio valuation purposes. Transparency is crucial for market participants to
be able to identify a more accurate market price and to make trading decisions about when
and where to trade. However a number of concerns have emerged that the transparency
regime set out in the MIiFID is insufficient for market participants in both the equities and non
equities markets.

With respect to equity markets, the growth of electronic trading has facilitated the generatlon
of dark liquidity and the use of dark orders™ which market part|c1pants rely upon to minimise
market impact costs. However, an increased use of dark pools raises regulatory concerns as it
may ultimately affect the quality of the price discovery mechanism on the "lit" markets®'. In
terms of overall EEA trading, dark pools (i.e. platforms operated by a RM or a MTF and
benefiting from pre-trade transparency waivers) and broker crossing networks account for
approximately 7%. If we add up the OTC trading share which usually estimated to be around
38%%, 45% of the EEA trading is "dark” or not subject to pre-trade transparency (see
Annex 2.3.1). The issue at stake is to balance the interest of the wider market with the interest
of individual parties by allowing for waivers from transparency in specific circumstances®’.

Market participants require information about trading activity that is reliable, timely and
available at a reasonable cost. They have expressed concerns about time delays in the
publication®® of trade reports in the equities markets. Many supervisors as well as market
participants seem to agree that the maximum permitted delays for publishing trade details
should be reduced®. This would help to make post trade information available sooner to the
market.

The pre and post trade transparency requirements currently only apply to shares admltted to
trading on a regulated market. A number of instruments that are similar to shares*® are
therefore outside the scope of MiFID transparency requirements. Since the requirements only
apply to shares admitted to trading on a regulated market, there is also a potential difference
in the level of transparency for shares that are only admitted to trading on a MTF or another
organised trading facility.

For non-equity markets, transparency requnrements are not covered by the MiFID and are
only regulated at national level; these are not always considered sufficient'’. Efforts by trade
associations of investment banks to make these markets transparent have not been successful.
Especially during the financial crisis, market participants have faced difficulties in accessing
price information and valuing their positions in different instruments, especially the bonds
markets. Access to information on these markets is uneven and often depends on the size and
type of investors and market context. On the other hand, the issue is made more complex by
the fact that non equity markets are currently mostly dealers' market i.e. markets in which
market makers are playing a key role. In these markets, the level of activity on the secondary
market is much lower than on equity markets. Transactions are very often done on a bilateral
basis in which a counterparty asks a dealer for a price on a specific instrument. In quoting the
price for the specific instrument, the dealer is taking a position and putting its own capital at
risk. If there is too much trade transparency, the dealer may have to reveal its positions, which
would put him at a higher risk versus other market participants that could benefit from the
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information they have on his position to gain a profit. This negative possible effect could be
mitigated by proper calibration of a future transparency regime such as it is already the case
for the equities markets where a balance has been struck between the wider market interests in
terms of transparency and market efficiency by foreseeing pre-trade transparency waivers and
deferred post-trade publication for large transactions.

Besides requiring market data to be reliable, timely and available at a reasonable cost,
investors also require the information to be brought together in a way that allows comparison
of prices across different venues. Experience since the implementation of MiFID shows that
the reporting and publication of trade data in shares is not living up to this expectation.** The
main problems relate to the quality and format of the information, as well as the cost charged
for the information and the difficulty in consolidating the information. If these issues are not
fully addressed, they could undermine the overarching objectives of MIFID as regards
transparency, competition between financial services providers, trading venues and investor
protection. While a number of initiatives have been put in place to try to address these issues
there are practical and commercial obstacles that appear to necessitate regulatory intervention
to facilitate the consolidation and dissemination of post trade information.

Similar issues are likely to arise for non equity instruments if these are brought within the
scope of a pre and post-trade transparency regime.

3.6. Problem 4: Lack of transparency for regulators and insufficient supervisory
powers in key areas and inconsistent supervisory practice

In several areas, regulators are lacking the necessary information or powers to properly fulfil
their role.

Commodities markets
Recent developments in commodity markets have highlighted a number of issues.

The G20 agreed "to improve the regulation, functioning, and transparency of financial and
commodity markets to address excessive commodity price volatility." In its Communication
of 2 June 2010 on "Regulating Financial Services For Sustainable Growth", the Commission
announced it is preparing a comprehensive, balanced and ambitious set of policy initiatives
which will touch upon commodity derivatives markets. More recently, the Communication of
2 February 2011 on commodity markets and raw materials has called for further action

Many commentators® have raised concerns that the increascd presence of non-commercial
investors, especially in some key benchmark commodity derivative markets (e.g. oil and
agricultural markets) have led to excessive price increases and volatility.** Physical
commodity and commodity derivatives markets are increasingly intertwined and influence
each other. This stronger interaction requires reinforcing the cooperation between financial
and physical regulators as well as between regulators at international level.

The second group of issues lies in the lack of transparency faced by both market participants
and regulators in both financial and physical commodities markets as well as the lack of
intervention powers for regulators. There is no position reporting requirements for derivatives
and especially commodities derivatives and no harmonised and effective position
management oversight powers to prevent disorderly markets and developments detrimental to
commodity derivatives users. This lack of transparency has undermined the ability of
regulators as well as market participants to understand the impact of the increasing flow of
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financial investments in the commodity derivatives markets. In addition although position
reporting or oversight are recognised as effective tools to ensure fair and orderly trading and
prevent market abuse especially in commodity derivatives markets as highlighted by existing
practices of trading venues, the powers given to trading venues and/or regulators vary
significantly between Member States.

A third issue relates to the scope of the exemption from MIFID rules for commodity firms
trading on own account in financial instruments, or providing investment services in
commodity derivatives on an ancillary basis as part of their main business and when they are
not subsidiaries of financial groups.*® These exemptions intend to cover commercial users and
producers of commodities, under the assumption that commercial firms and specialist
commodity firms do not pose systemic risks comparable to traditional financial institutions or
interact with investors. The size and level of activity of the exempted commodity firms has
developed over the years and the assumption of their limited effect in terms of market
disorder or systemic risk may not be as valid as before.

In addition, it has been suggested that commercial companics benefiting from the MiFID
exemptions active in the oil market should not provide investment services in commodity
derivatives even as an ancillary activity*®. As these MiFID exempt firms are not subject to any
MIFID provisions — including the conduct of business rules — some national regulators and
market participants have argued that unsophisticated clients would not be adequately
protected. On the other hand, this notion of ancillary activity appears to be an essential
provision for agricultural cooperatives, enabling them to provide hedging tools to their
farmers while remaining exempt from a regulatory regime ill-calibrated to the small risks they
pose to the financial system.

Fourth, emission allowances'’ are an instrument created by the EU Emissions Trading
Scheme Directive (the EU ETS Directive)*, in force since 2005. Emission allowances are a
new type of legal instrument which could lend itself to be classified as a financial instrument
or as a physical commodity. At present, not all segments of the European carbon market are
consistently covered by financial markets legislation or afforded equivalent regulatory and
supervisory treatment by other European legislative instruments. Notably, MiFID does not
apply to the secondary trading of spot emission allowances. This stands in contrast with the
situation in the allowances derivatives market and the regulatory arrangements for the future
primary spot market (i.e. instead of free allocation, emission allowances will be auctioned to
market participants) in those instruments: in those two market segments, to a greater or lesser
extent the provisions of the MiFID would apply®. This perceived distortion has only partially
been covered by individual initiatives of a few Member States to bring the secondary spot
activity in the carbon market under the national regimes implementing the MiFID or Market
Abuse Directive™. The lack of consistency in the regulatory framework may eventually be
detrimental to the spot segment's prospects. This makes it vulnerable to a risk of market
abuse, for example through potential manipulation of spot price indices against which
derivative positions are priced, as well as other forms of market misconducts, such as fraud
due to insufficient checks on the integrity of market participants.

Transaction reporting

The second issue for regulators is the access to information. Transaction reporting under
MiF1D enables supervisors to monitor the activities of investment firms, the functioning of
markets and ensure compliance with MiFID, and to monitor abuses under the Market Abuse
Directive (MAD). Investment firms are required to report to competent authorities all trades
in all financial instruments admitted to trading on a regulated market, regardless of whether
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the trade takes place on that market or not’'. Transaction reporting is also useful for general
market monitoring, as it provides insight into how firms and markets behave.

The existing reporting requirements fail to provide competent authorities with a full view of
the market because their scope is too narrow (e.g. financial instruments only traded OTC are
currently not reportable) and because they allow for too much divergence. First, since it has
an important function in monitoring the functioning of the market, including its integrity in
the perspective of MAD, the requirements under the two directives need to remain aligned,
taking also into account the ongoing review of the MAD*. Second, reporting requirements
today diverge between Member States, which adds costs for firms and limits the use of trade
reports for competent authorities. Third, third party firms that investment firms can use to
report their transactions are not subject to on going monitoring by the supervisor. Last, for
cost and efficiency purposes, double reporting of trades under MIFID and the recently
proposed reporting requirements to trade repositories should be avoided®® while at the same
time, non-investment firms who may have direct access to markets do not need to report,
which creates gaps between the trading activity actually done and the one reported.

Powers of competent authorities

Experience, especially during the financial crisis has shown that the powers granted to
competent authorities” need to be strengthened in key arcas, including in terms of
investigatory powers5 s,

There have recently been various calls to subject complex products such as certain types of
structured products, to stricter regulatory scrutiny as regards the provision of certain
investment services and activities.”® The fact that national regulators do not have the power to
ban or restrict the trading or distribution of a product or service in case of adverse
developments, has appeared as a major lacking point, similarly to the absence of provisions
that would ensure cooperation with regard to general market oversight. On the other hand, the
access of third country firms to EU markets is not harmonised under MiFID and this gives
rise to a patchwork of national third country regimes. Consequently, there is considerable
divergence as to how third country regimes are applied across the Union. This is damaging
the functioning of the single market as well as creating additional costs for these firms.

On sanctions, MiFID requires Member States to ensure that it is possible to impose
administrative measures or sanctions that are effective, proportionate and dissuasive. In this
context, evidence by CESR®’ shows that there are significant differences and lack of
convergence across the EU in terms of the administrative measures available for MiFID
infringements as well as the application of those sanctions.

3.7.  Problem 5: Existence of areas in which investor protection has revealed
deficiencies

There are a number of provisions in the current MiFID which result in investors not
benefiting from sufficient or appropriate levels of protection. The consequences are that
investors may be mis-sold financial products which are not appropriate for them, or may make
investment choices which are sub-optimal. There are several drivers to these problems.

Uneven coverage of service providers

Member States may exempt from MiFID investment firms providing certain services only at
national level, provided that they are subject to national rules™®. This exemption means that an
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investor buying a financial product from a MiFID exempt firm may be less protected than if
he buys the same product from a MiFID regulated firm. Investors may not even be aware of
the differences in the levels of protection.

Second, in the context of the Communication on packaged retail investment products
(PRIPs)”, the Commission has underlined the importance of ensuring a more consistent
regulatory approach concerning the distribution of different financial products to retail
investors, which however satisfy similar investor needs and raise comparable investor
protection challenges®™. Specifically, the sale of structured deposits, an activity almost
exclusively carried out by credit institutions, is outside the scope of EU regulation

Third, national regulators®’ have raised concerns with respect to the applicability of MiFID
when investment firms or credit institutions issue and sell their own securities. As a primary
market activity, issuance of financial instruments is not covered by MiFID

Uncertainty around execution only services

MiIFID allows investment firms to provide investors with a means to buy and sell so-called
non-complex financial instruments in the market, mostly via online channels, without
undergoing any assessment of the appropriateness of the given product - that is, the
assessment against knowledge and experience of the investor.” This possibility is offered for
products which are considered as non-complex which mostly include shares, money market
instruments, bonds and some securitised debt and UCITS instruments. Individual investors
greatly value the possibility to buy and sell (essentially) shares based on their own
assessments and understanding.”’ Nonetheless, there are three potential problems with the
status quo which should be addressed on precautionary grounds. First, the financial crisis
clearly underlines that access to more complex instruments needs to be strictly conditional on
a proven understanding of the risks involved. Second, the ability of investors to borrow funds
solely for investment purposes even in non-complex instruments, thereby magnifying
potential losses, needs to be tightly controlled. Third the classification of all UCITS as non-
complex instruments needs to be reviewed in light of the evolution of the regulatory
framework for UCITS, notably when assets they can invest in are themselves considered
complex under MiFID, for instance derivatives.

Quality of investment advice

In the context of the financial crisis and recent debates on the quality of investment advice,
including the debate on PRIPs, several possible areas for improvement have emerged. Under
MiFID intermediaries providing investment advice are not expressly required to explain the
basis on which they provide advice (e.g. the range of products they consider and assess) and
more clarity is thus needed as to the kind of service provided by the intermediary” One study
indicates that, at present, investment advice is unsuitable roughly half of the time®.

Framework for inducements

MIFID regulated for the first time the payment of various types of incentives to investment
firms which can influence the choice and the promotion of products when firms provide
services to clients (inducements}. The MIFID rules for incentives from third parties require
inducements to be disclosed and to be designed to enhance the quality of the service to the
client®. These requirements have not always proven to be very clear or well articulated for
investors® and their application has created some practical difficulties and some concerns.
Further, the treatment of inducements with respect to portfolio management and investment
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advice® may require further tightening due to the characteristics of these services. Although
the firm should always act in the best interests of the client, yet the possibility to accept
inducements when providing advice, especially on an independent basis, and portfolio
management can decisively compromise this principle and lead to sub-optimal choices on
behalf of the investor.

Provision of services 1o non retail clients and classification of clients

In the current MiFID framework, clients are classified in three categories: retail clients,
professional clients and ecligible counterparties®. The level of protection and the level of
requirements for investment firms in serving these clients decreases from retail clients to
professional and eligible counterparties, the underlying principle being that larger entities
have access to more information, benefit from higher expertise and more able to protect
themselves.

The financial crisis showed that in practice a number of non-retail investors, notably local
authorities, municipalities and corporate clients®®, suffered losses due to being mis-sold
complex financial instruments the risks of which they did not fully understand. Further, the
provision of services to certain investors (so called, eligible counterparties) is not subject to
the general MiFID principles that these services should be fair and not misleading, whereas
services to retail investors are.

Execution quality and best execution

Finally, although trading venues have to provide post-trade transparency on the prices of
executed trades, they are not currently required to publish data on execution quality (such as
the speed of trade execution or the number of trades cancelled prior to execution)”. Since
both of these factors can affect the price at which shares are traded, the absence of published
data on these aspects could impair the ability of investment firms to select the best possible
venue for executing a trade for a client.

3.8. Problem 6: Weaknesses in some areas of the organisation, processes, risk controls
and assessment of some market participants

The problem presents several dimensions.

Insufficient role of directors and insufficient organizational arrangements for the launch of
new products, operations and services and weaknesses in internal control functions

The MIFID defines a high-level framework for fit and proper requirements regarding persons
who direct the business of investment firms and a general framework for organizational
requirement’’ and the establishment and the operation of internal control functions
(compliance function™, risk management function”, internal audit function™). Recent events
during the financial crisis such the insufficient assessment and control of risks have shown
that the involvement of directors and the role of internal control functions are not always
strong enough’”. The issues generated during the recent financial crisis by some new products,
such as complex credit related structured products have revealed the way investment firms
design and launch new products and services’® can be improved. The role and the
involvement of directors and the internal control functions in developing firms' policies needs
to be better defined in order to strengthen investment firms and avoid detrimental practices
toward clients.



Lack of specific organisational requirements for portfolio management, underwriting and
placing of securities

Regarding portfolio management, the actual management of these portfolios is not covered in
MIiFID by any specific provision and Member States have recorded numerous com;)laints
where clients have challenged the way in which their portfolio has been managed’’. For
underwriting and placing, despite the fact that corporate business is covered under different
investment and ancillary services in MIiFID, some specific practices contrary to firms
obligations to take all reasonable steps to prevent conflict of interest such as underpricing or
overmarketing of securities to be issued have recently been noted.

Uneven regime for telephone and electronic recording

MIFID leaves to Member States the possibility to require firms to record telephone and
electronic communications involving client orders. Most Member States have used this
option. However, the wide discretion introduced by MiFID has led to different approaches
being adopted by Member States, ranging from the lack of any obligations to the imposition
of very detailed rules in this area’. There is therefore a lack of consistent framework across
Europe on this question that creates differences in the supervisory tools available to regulators
and disparities between firms providing the same services in different Member States. Indeed
evidence collected through telephone and electronic recording is key in detecting and
investigating cases of market abuses as acknowledged by CESR”. In case of cross market
abuses it is also important that the Jevel of information available to competent authorities is
harmonised up to the most stringent level.

3.9. How would the problem evolve without EU action? The base line scenario

If no action is taken to revise the MiFID, it is very likely that the problems that have been
identified will persist and could be aggravated by future market developments as very few
countervailing forces are likely to exert themselves.

The lack of clarity as to the rules applicable to different trading venues and investment firms
in the execution of orders would continue, and the share of OTC trading without an
appropriate regulatory framework and with no pre-trade transparency would continue to feed
uncertainty. There would be no upgrades to the framework of safeguards around trading in
today's low latency, high-speed environment. If no action is taken, the regulatory framework
governing trading venues and market partcipants' risk management tools will probably fall
even further behind market changes as trading in a dark environment and new electronic
means of trading seem likely to continue to grow. SME markets would remain an indistinct
venue with a different level of transparency towards investors between the different junior
markets, hindering the cross-trading of SME shares and the build up of a pan-European
network of SME markets. Deficiencies in equity market transparency and data consolidation
would persist, as would the delicate but ultimately unsustainable transparency environment in
non-equities. Without any regulatory action, the deficiencies in the equities markets would
likely persist. Opacity in the non-equity markets would also likely remain the generai rule.
Uncertainty would also continue in relation to the effectiveness of regulation applicable to
commodity derivative markets. The increasing flow of financial investments has changed the
way these markets function. In the absence of any regulatory action, the lack of transparency
and regulatory tools would undermine regulators' ability to properly understand these
developments and ensure the integrity and proper functioning of these markets. Failure to
address the deficiencies in transaction reporting and access to telephone and electronic
records would entail that the tools available to regulators for example for detecting market
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abuse or checking the compliance of firms with their obligations under MiFID would remain
sub-optimal. As for investor protection, the lack of action at EU level will likely result in an
increase in the number of cases of mis-selling of financial services products and cases where
gaps in the regulation, absence of information, or internal conflicts of interest at firms lead
investors to take undue risks. A rise in the number of such cases could have a serious impact
on investor confidence leading to strong consumer reactions and negative socio-economic
impacts which could create further market disorder and systemic risk.

Other legislative proposals already, or shortly to be, adopted by the Commission complement
the MiFID review in terms of increasing transparency towards regulators and market integrity.
The review of the Market Abuse Directive (MAD)*® will ensure all trading venues and
practices are appropriately caught under the market abuse prohibitions. The objective is to
adapt the MAD framework to market and technological developments, building upon the
existing and future MIFID framework relating to rules for trading venues and market
participants. The proposal for a regulation on OTC derivatives, central counterparties and
trade repositories’ will increase transparency of significant positions in QTC derivatives
which will assist regulators to monitor for market abuse and help to detect any build up of
systemic risks through the use of derivatives. There are currently no transaction reporting
obligations for OTC derivatives under MiFID which is the main instrument available to
regulators to detect market abuse cases. The existence of trade repositories might facilitate
such reporting under certain conditions. The proposal for a Regulation on short selling and
certain aspects of Credit Default Swaps® includes a short selling disclosure regime which
would make it easier for regulators to detect possible cases of market manipulation. The
issues of transparency requirements and manipulative behaviours specific to physical energy
markets, as well as transaction reporting to ensure the integrity of energy markets, are the
subject of the Commission proposal for a Regulation on energy market integrity and
transparency™. This initiative covering the udnerlying phyiscal markets will complement the
MiFID and MAD frameworks governing trading in derivatives on energy products as physical
and financial markets are interlinked and influence each other. Overall these initiatives will
significantly improve the transparency towards and the tools available to regulators to fulfill
their supervisory duties. However it should be noted that these initiatives do not increase
transparency of trading (pre-and post-trade transparency towards market participants (or only
in a very limited way by the public disclosure of aggregated positions in QTC derivatives by
trade repositories)

3.10. Subsidiarity and proportionality

According to the principle of subsidiarity (Article 5.3 of the TFEU), action on EU level
should be taken only when the aims envisaged cannot be achieved sufficiently by Member

States alone and can therefore, by reason of the scale or effects of the proposed action, be
better achieved by the EU.

Most of the issues covered by the revision are already covered by the acquis and MIiFID
today. Further, financial markets are inherently cross-border in nature and are becoming more
so. International markets require international rules to the furthest extent possible. The
conditions according to which firms and operators can compete in this context, whether it
concerns rules on pre and post-trade transparency, investor protection or the assessment and
control of risks by market participants need to be common across borders and are all at the
core of MiFID today. Action is now required at European level in order to update and modify
the regulatory framework laid out by MiFID in order to take into account developments in
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financial markets since its implementation. The improvements that the directive has already
brought to the integration and efficiency of financial markets and services in Europe would
thus be bolstered with appropriate adjustments to ensure the objectives of a robust regulatory
framework for the single market are achieved. Because of this integration, national
intervention would be far less efficient and would lead to the fragmentation of the markets,
resulting in regulatory arbitrage and distortion of competition. For instance, different levels of
market transparency or investor protection across Member States would fragment markets,
compromise liquidity and efficiency, and lead to harmful regulatory arbitrage.

The European Securities and Markets Authority (ESMA) should also play a key role in the
implementation of the new legal proposals. One of the aims of the creation of the European
Authority is to enhance further the functioning of the single market for security markets; new
rules at Union level are necessary to give all appropriate powers to ESMA.

The options analysed below will take full account of the principle of proportionality, being
adequate to reach the objectives and not going beyond what is necessary in doing so. Given
the need for implementing legislation, the proportionality of individual options cannot always
be fully assessed at this stage. For instance, regarding the new transparency rules that could be
applied to bonds and derivatives markets, the revision advocates for a carefully calibrated
regime that will take into consideration the specificities of each asset class and possibly each
type of instrument. Whenever possible we have ensured that the preferred policy options are
compatible with the proportionality principle, taking into account the right balance of public
interest at stake and the cost-efficiency of the measure. The requirements imposed on the
different parties have been carefully calibrated. In particular, the need to balance investor
protection, efficiency of the markets and costs for the industry has been transversal in laying
out these requirements.

4, OBJECTIVES

4.1, General, specific and operational objectives

[n light of the analysis of the risks and problems above, the general objectives of the revision
of MIFID are to:

(1) strengthen investor confidence,
")) reduce the risks of market disorder;
3) reduce systemic risks; and

(4) increase efficiency of financial markets and reduce unnecessary costs for
participants

Reaching these general objectives requires the realisation of the following more specific
policy objectives:

(1) Ensure a level playing field between market participants;
(2) Increase market transparency for market participants;
(3) Reinforce transparency towards and powers of regulators in key areas and

increase coordination at European level;
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(4)
()

Raise investor protection

Address organisational deficiencies and excessive risk taking or lack of control

by investment firms and other market participants

The specific objectives listed above require the attainment of the following operational
objectives:

(1)

(2)
(3)

(4)
(3)

(6)
Q)
8)
9)

Regulate appropriately all market and trading structures taking into account
the needs of smaller participants, especially SMEs

Set up relevant framework around new trading practices

Improve trade transparency for market participants on equities and increase it
for non equities market

Reinforce transparency towards and powers of regulators

Improve consistency in the implementation of rules and coordination in
supervision by national regulators

Improve transparency and oversight of commodities derivatives markets
Reinforce regulation on products, services and services providers when needed
Strengthen the rules of business conducts of investment firms

Make organizational requirements for investment firms more strict

An overview of the various objectives and their interrelationships is depicted in the figure

below:
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4.2.  Consistency of the objectives with other EU policies

The identified objectives are coherent with the EU's fundamental goals of promoting a
harmonised and sustainable development of economic activities, a high degree of
competitiveness, and a high level of consumer protection, which includes safety and
economic interests of citizens (Article 169 TFEU).

These objectives are also consistent with the reform programme proposed by the European
Commission in its Communication Driving European Recovery.® More recently in the
Commission Communication of 2 June 2010 on "Regulating Financial Services for

Sustainable Growth" the Commission indicated that it would propose appropriate revision of
the MiFID®,

In addition, other legislative proposals already or shortly to be, adopted by the Commission
complement the revision of MiFID in terims of increasing market transparency and integrity as
well as containing market disorder and reinforce investor protection (for further details, see
Annex 19). The proposal for a Regulation on short selling and certain aspects of Credit
Default Swaps® includes a short selling disclosure regime which would make it casier for
regulators to detect possible cases of market manipulation. The proposal for a regulation on
derivatives, central counterparties and trade repositories®” will also increase transparency of
significant positions in derivatives for regulators as well as reducing systemic risks for market
participants. The revision of the MAD®® that should be presented together with the revision of
MiFID will aim at enlarging the scope and increasing the efficiency of the directive and
contribute to better and sounder financial markets. The issues of transparency requirements
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specific to physical energy markets, as well as transaction reporting to ensure the integrity of
energy markets, are the subject of the Commission proposal for a Regulation on energy
market integrity and transparencygg.

4.3. Consistency of the objectives with fundamental rights

The legislative measures setting out rules for the provision of investment services and
activities in financial instruments, including sanctions need to be in compliance with relevant
fundamental rights embodied in the EU Charter of Fundamental Rights ("EU CFR"), and
particular attention should be given to the necessity and proportionality of the legislative
measures.

The following fundamental rights of the EU Charter of Fundamental Rights are of particular
relevance:

o Respect for private and family life (Art.7)
» Protection of personal data (Art.8)

e Freedom to conduct a business (Art. 16)
¢ Consumer protection (Art. 38}

e The fundamental rights provided for in Title VI Justice: right to an effective remedy and to
a fair trial (Art. 47); presumption of innocence and right of defence (Art.48)

Limitations on these rights and freedoms are allowed under Article 52 of the Charter. The
objectives as defined above are consistent with the EU's obligations to respect fundamental
rights. However, any limitation on the exercise of these rights and freedoms must be provided
for by the law and respect the essence of these rights and freedoms. Subject to the principle of
proportionality, limitations may be made only if they are necessary and genuinely meet the
objectives of general interest recognised by the Union or the need to protect the rights and
freedoms of others™. In the case of MiFID, the general interest objective which justifies
certain limitations of fundamental rights is the objective of ensuring market integrity and
comptliance with MiFID rules such as conduct of business rules. On the other hand the MiFID
review will overall reinforce the right to consumer protection (Art. 38} and the freedom to
conduct business in line with the following specific objectives: to ensure a level playing field
between market participants, to increase market transparency for market participants, and to
enhance investor protection. As most of the options considered as part of this impact
assessment do not interfere in any way with any of the fundamental rights identified above or
reinforce the right to consumer protection and/or the freedom to conduct business, we have
focused our assessment on the options which might limit these rights and freedoms. A
summary of the impacts of the relevant policy options is set out for each option in the
summary tables in section 6, and the full assessment for these options can be found in Annex
3.

5. POLICY OPTIONS

In order to meet the objectives set out in the previous section, the Commission services have
analysed different policy options.

23




The range of policy initiatives included in the revistion of MIFID being considerable, the
different policy options have only been considered for the initiatives which are most critical
and likely to have significant impacts.

A summary discussion of the secondary policy options can be found in Annex 9. We have
chosen not to analyze these in the core of the text and limit our costs-benefits analysis in the
annex to the preferred options envisaged (i.e. no alternative options considered).

Policy options

Summary of policy options

1 Regulate apprepriately all market structures and trading places taking into account the needs of smaller participants, especially

1.1 No action

1.2 introduce a new category of
Crganised Trading Facilities (OTF),
besides Regulated Markets (RM) and
MTFs to capture current (including
broker crossing systems - BCS) as well
as possible new trading practices while
further align and reinforce the
organisational and surveillance
requirements of regulated markets and
MTFs

1.3 Expand the definition of MTF so it
would capture trading on ali broker
crossing systems (BCS)

1.4 Mandate trading of standardised
QTC derivatlves (i.e. all clearing eligible
and sufficiently liquid derivatives) on
RM, MTFs or CTFs

15 Set ftargets for trading in
standardised OTC derivatives to move
to organised venues

SMEs
Take no action at the EU level
Trading platforins

Under this option a new category called organised trading facility would be established
capturing previously not regulated as a specific MiFID trading venue organised facilities such as
broker crossing systems, "swap execution facility" type platforms, hybrid electronic/ivoice
broking facilities and any other type of organised execution system operated by a firm that
brings together third party buying and selling interests. This new category would ensure that all
organised trading is canducted on regulated venues that are transparent and subject to similar
organisational requirements. The different types of trading venues will be clearly distinguished
based on their characteristics. Regulated markets and MTFs are characlerised by nan-
discretionary execution of transactions and non-discriminatory access to their systems. This
means that a transaction will be executed according to a predetermined set of rules. It also
means that they offer access to everyone willing to frade on their systems when they meet an
objective set of criteria. By contrast, the operator of an organised trading facllity has discretion
aver how a transaction will be executed. He has a best execution obligation {owards the clients
trading on his platform. He may therefore choose to route a transaction {o another firm or
platform for execution. An organised trading facility may also refuse access to clients he does
not want to trade with. An important constraint an OTFs is that the operator may not trade
against his own proprietary capital. This would mean that firms operating internal systems that
try to match client orders or that enable clients to execute orders with the firn will have to be
authorised and supervised under the respective provisions of a MTF or OTF or Sysiematic
Internaliser. The OTF category would not include ad hoc OTC transactions. It would alse not
include systems which do not match trading interests such as: systems or facilities used to route
an order to an extemal {rading venue, systems used to disseminate and/or advertise buying and
selling frading interests, post-trade confirmation systems, etc.

The organisational requirements applying to regulated markets and MTFs, as well as OTFs
would be further aligned where businesses are of a similar nature especially those requirements
concerning conflicts of interest and risk mitigation systems. Operators of the various trading
venues trading identical instruments would be required to cooperate and inform each other of
suspicious trading activity and various other trading events.

This option wouid expand the current definition of MTF so that all broker crossing systems
(BCS) would be expressly captured and organisational and transparency reguirements
applicable to trading venues would apply.

Trading of derivative instruments

This option picks up on the G20 commitment to move trading in standardised derivatives to
exchanges or electronic trading platiorms where appropriate. All derivatives which are eligible
for clearing and are sufficiently liquid (the criterion of sufficient liquidity would be determined via
implementing measures) would be required to be traded on regulated markets, MTFs or OTFs.
These venues would be required to fulfil specifically designed criteria and fulfii similar
fransparency requirements towards the regulators and the public.

This option would entail setting targets in the Directive for industry ~ i.e. suitably high
percentages of transactions per asset class — for moving trading in standardised OTC
derivatives onto organised venues within a given timeframe. The venues selected could be
regulated markets, MTFs and OTFs, or only the first two. The Directive would provide for the
setting of targets in the implementing legislation.

SME markets
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1.6 Introduce a tailored regime for SME
markets under the existing regulatory
framework of MTF

1.7 Promote an industry-led initiative to
enhance the visibility of SMEs markets.

Under this option a special category of SME market would be established in MiFID, under the
existing regulatory framework MTF, specifically designed io meet the needs of SME issuers.
Such a regime would entail more calibrated elements in relation {o the eligibility of SME issuers
facilitating access of SMEs to MTFs while still creating a unified European quality label for
SMEs providing for more visibility and therefore more liquidity in SME stocks.

In this opfion, instead of setling up an EU harmonized regulatory framework for SME markets,
an indusiry-led initiative could be promoted developing market standards leading to a
harmonized appearance of SME markets and finally networks between SME markets across the
EU. The industry may, according to SMEs' and investors' demand and needs, create a self-
regulated standard model taking into account existing market models and practises. This would
entail to give some incentives to SME markels at EU level (e.g. communication, financing) fo
enhance their visibility and promote a European network of SME trading venues.

Options 1.2 and 1.3 are mutually exclusive, as are options 1.4 and 1.5, as well as options 1.6 and 1.7.

2 Regulate appropriately new trading technologies and address any related risks of disorderly trading

2.1 No action

2.2 Namrow the exemptions granted to
dealers on own account to ensure that
High Frequency Traders (HFT} that are
a direct member or dire¢t participant of a
RM ar MTF are authorised

2.3 Reinforce organisational
requirements for firms involved in
automated trading and/or high-frequency
Irading and firms providing sponsored or
direct market access

2.4 Reinforce organisational
requirements (e.g. circuit breakers,
stress testing of their trading systems)
for market operators

25 Submit HFT to requirements to
provide liquidity on an ¢ngoing basis

2.6 Impose minimum latency period of
orgers in the grder book

27 Impose an order to executed
transaction ratio by imposing
incremental  penalties on cancelled
orders and setting up minimum tick size

Take no action at the EU level
Organisational requirements

Under this option, all entities that are a direct member or a direct participant of a RM or MTF,
including those engaging in high-frequency trading, would be required to be authorised as an
investment firm under MiFID so that they would all be supervised by a competent authority and
required to comply with systems, risk and compliance requirements applicable to investment
firms.

Under this option specific obligations would be imposed targeted specifically at algorithmic and
HFT trading ensuring that firms have robust risk controis in place to prevent potential trading
systern errors or rogue algorithms. Information about algorithms would also be required to be
made available to regulators upon request. In addition, firms granting other traders direct or
sponsored access 1o their systems would need to have stringent risk controls in place as well as
filters which can detect errors or attempts to misuse their facilities.

This option would address automated trading from the perspective of the market operators.
Operators of arganised trading venues would be abliged 1o put in place adequate risk controls to
prevent a breakdown of trading systems or against potentially destabilising market
developments. These operators would be required to siress test and encode so-called circuit
breakers into their systems which can stop trading in an instrument or the market as a whole in
adverse conditions when orderly trading is in danger and investors need to be protecied.
Operators would also be obliged to put in place rules clearly defining circumstances in which
trades can be broken following trading errors and procedures to be followed if frades can be
broken,

Activity of HFT

While the previous oplions entailed measures regarding the organisational aspects of
automated and high-frequency trading the now following options focus on the way high-
frequency traders conduct their business. Option 2.5 would primarily impose a requirement on
market operatars, however with a direct impact on how high-frequency traders operating on the
respective platforms. Operators would need to ensure in their rules that high frequency traders
executing a significant volume of {rades in an instrument would be obliged to continuously
provide liquidity on the trading venue for the instrument (in a similar but not identica) way to
market makers). That is they would not be able to intermittently withdraw from trading in
instruments.

Under this option an obligation would be implemented according to which orders on electronic
platforms would need to rest on an order beek for a minimum period of time before they can be
withdrawn. This would prevent the use of many algorithmic and high frequency trading systems
that involve submitting and withdrawing large number of orders in very short periods (which is
an essential element of many forms of automated trading).

Under this option market operators would need to ensure that their market participants maintain
an adequate order to transaction executed ratio. [t would impose that market operators impose
a system of incremental penalties for cancelled orders. This would limit the number of orders
that can be placed and then cancelled by high frequency traders. This would reduce siress on
trading systems as it would prevent excessively large numbers of orders from being sent and
then withdrawn and updated. It would also prevent behaviour where paricipants submit a
multitude of orders withdrawing them almost immediately just to gauge the depth of the order
book. In addition, the obligation for market operators to set up minimum tick size (i.e. a tick size
is the smallest increment (tick} by which the price of exchange-traded instrument ¢can move) on
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their trading venues would prevent excessive arbitrage by HFT as well as unsound competition
between trading venues that could lead to disorderly trading.

Policy options 2.2, 2.3 and 2.4 are not mutually exclusive and can complement each other. Options 2.5, 2.6 and 2.7 are also not mutually

3.1 No action

3.2 Adjust the pre and post trade
fransparency regime for equities by
ensuring consistent application and
monitoring of the utilisation of the pre-
trade transparency waivers, by reducing
delays for post trade publication and by
extending the transparency regime
applicable to shares admitted {o trading
on RMs to shares only traded on MTFs
or OTFs

3.3 Abolish pre trade waivers and
deferred post trade publication regime
for large transactions

3.4 Introduce a calibrated pre and post
trade transparency regime for certain
types of bonds and derivatives

3.5 Infroduce a calibrated post trade
only transparency regime for cerlain
types of bonds and derivatives

3.6 Reduce data cosls notably by
requiring unbundling of pre and post
frade data and providing guidance on
reasonable costs of data, and improve
the quality of and consistency of post
trade data by the set up of a system of
Approved Publication Arrangements
(APAS)

3.7 Reduce data costs by establishing a
system for regulating the prices of data

exclusive.
3 Increase trade transparency for market participants
Take no action at the EU level
Trade transparency for equities markets

This option would focus on strengthening a number of features of the existing trade
transparency regime for equities. The current waivers from pre-trade transparency obligations
would be further harmonised as to their application and their monitoring would be improved
giving ESMA an enhanced role in the process. In the post-trade section the maximum deadline
for reat-ime reporting would be reduced down to one minute (from three) and the permissible
delays for publishing large transactions would be significantly reduced. Furthermore, the scope
of the transparency regime would be extended to instruments only traded on MTFs and
arganised trading facilities.

This option would go one step further than option 3.2 providing for tota! transparency in
European equities trading. Each order regardless of its type or size would be required to be pre-
trade transparent. Every concluded transaction would be required to be published to the market
immediately.

Trade transparency for non-equities markets

This option would entail extending the MiFID trade transparency rules (both pre- and post-trade)
from equities to certain types of other financial instruments such as bonds, structured products
and derivatives eligible for central clearing and submitted to trade repositories. As non-equity
products are very different from equity products and very different one from another, the
detailed transparency provisions would need to be defined for each asset class and in some
cases for each type of instrument within that asset class. This calibration will need to take into
account several factors including: {i) the make-up of market participants in different asset
classes, (ii) the different uses investors have for the instruments, and (iii) the liquidity and
average trade sizes in different instruments. The detailed provisions will be laid down in
delegated acts.

This option would take a similar approach to the previous option the difference being that the
new transparency regime for non-equity asset classes would only cover post-trade information,

Costs and consolidation of trade data

Under this option, measures would be Implemented reducing the costs of data for market
participants:

- organised trading venues would be required to unbundle pre- and post-trade data so that
users would not be required to purchase a whole data package if they are only interested in, for
example, post-trade data;

- Standards by ESMA determining criteria for calculating what constitutes a reasonable cost
charged for data would be envisaged:

- Intreduce further standards regarding the conten{ and format of post trade data;

- Investment firms would be required to publish all post-trade transparency information via so-
called Approved Publication Arrangements (APAs). These APAs would need to adhere to strict
quality standards to be approved ; and

- Trade data would be required to be provided free of cost 15 minutes after the trade.

This option would entail seiting up maximum prices thal can be charged for market data with a
view to reduce the cost significantly
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3.8 Improve the consolidation of post
trade data for the equities markets by
the set-up of a consolidated tape system
operated by one or several commercial
providers. Introduce a consolidated tape
for non-equities markets after a period of
2 years under the same set-up as for
equities markets

3.9 Improve the consolidation of post
frade data for the equities markets by
the set-up of a consolidated tape system
organised as a public utility industry
body. Introduce a consolidated tape for
non-equities markets after a period of 2
years under the same set-up as for
equities markets

This option would be complementary to option 3.6 as the data pre-managed by the APAs would
then be submitied to dedicated consolidators (i.e. one or several commercial providers) that
would need a separate approval. The function of these consolidators would be to collect all
information that is published per share at any given time and make it available fo market
participants by means of one consolidated data stream at a reasonable cost. The set-up of a
consolidated tape by one or several commercial providers would be required for non-equities
markets after a transitional period of 2 years depending on the type of financial instrument. This
differed application would ensure that the consolidation of trade data would take place after the
implementation of the new trade transparency requirements for non-equities markets by market
participants.

This option would also be complementary to option 3.6. However, instead of having one or
several commercial providers of consolidation a single public entity would be established to
operate the consolidated tape system on a not for profit basis, The set-up of a consolidated tape
by a public utility body would be required for non-equities markets after a transitional period of 2
years depending on the type of financial instrument. This differed application would ensure that
the consolidation of trade data would take place afier the implementation of the new trade
transparency requirements for non-equities markets by market participants.

Policy options 3.2 and 3.3 are mutually exclusive, as well as options 3.4 and 3.5, Options 3.6 and 3.7, as well as options 3.8 and 3.9 are
mutually exclusive, but these two sets of options are complementary to each other.

4 Reinforce regulators powers and consistency of supervisory practice at European and International level

4.1 No action

4.2 Introduce the possibility for national
regulators to ban for an indefinite period
specific activities, products or services
under the coordination of ESMA. Give
the possibility to ESMA under specific
circumstances to introduce a temporary
ban in accordance with Article 9(5) of
the ESMA regulation N°1095/2010%'

4.3 Introduce an authorisation regime for
new activities, products or services

4.4 Reinforce the oversight of positions
in derivatives in particular commaodity
derivatives, including by granting
regulators the power coordinated wvia
ESMA to introduce positions limits

Take no action at the EU level
Powers of requlators

This option would consist in giving national reguiators the power to ban or restrict for an
indefinite period the frading or distribution of a product or the provision of a service in ¢ase of
exceptional adverse developments which gives to significant investor protection concems or
poses a serious threat to the financial stability of whole or part of the financial system or the
orderly functioning and integrity of financial markets. The action taken by any Member State
should be proportionate to the risks involved and should not have a discriminatory effect on
services or aclivilies provided by other Member Sates. ESMA would perform a facilitation and
coordination role in relation to any aclion taken by Member States o ensure that any national
action is justified and proportionate and where appropriate a consistent approach is taken.
ESMA would have to adopt and publish an opinion on the proposed national ban or restriction. If
the national Competent Authority disagrees with ESMA's opinion, it should make public why. In
addition to the powers granted to national competen! authorities under the coordination of
ESMA, ESMA would have the power {o temporarily ban products and services in line with the
ESMA regulation. The ban could consist in a prohibition or restriction on the marketing or sale of
financial instrument or on the persons engaged in the specific activity. The provisions would set
specific conditions for both of these bans on their activation, which can notably happen when
there are concerns on investor protection, threat to the orderly functioning of financial markets
or stability of the financial system. Such a power would be tomplementary to the national
powers in the sense that a ban by ESMA could only be triggered in the absence of national
measures or in case the national measures taken would be inappropriate to address the threats
identified.

This option would consist in requiring that before being distributed all new products and services
are to be properly autharised by a dedicated mechanism at EU level,

This option has several layers. First trading venues on which commodity derivatives trade would
be required to adopt appropriate arrangements to support liquidity, prevent market abuse, and
ensure orderly pricing and settlement. Position limits are a possible measure to this effect, i.e.
hard position limits are fixed caps on the size of individual positions that apply to all market
participants at all times. Position management is another, i.e. the possibilty for the venue
operator to intervene ad hoc and ask a participant to reduce its position. Second, national
competent authorities would also be given broad powers to ¢arry oul position management with
regard to market participants' positions in any type of derivatives and require a position {o be
reduced. They would also be given explicit powers to impose both temporary (i.e. position
management approach) and permanent limits {i.e. position limils) on the ability of persons to
enter into positions in relation to commodity derivatives. The limits should be transparent and
non-discriminatory. ESMA would perform a facilitation and coordination role in relation to any
measure taken by national competent authorities. Finally, ESMA would have temporary powers
to intervene in positions and to limit them in a temporary fashion consistent with the emergency
powers granted in the ESMA regulation. In other words, ESMA would be equipped with position
management powers in case a national competen! authority fails to intervene or does so to an
insufficient degree, but no position limit powers.
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4.5 Reinforce the oversight of financial
markeis which are increasingly global by
strengthening the cooperation between
EU and third country securities
regulators. In  addilion reinforce
monitoring  and  investigation  of
commodity derivatives markets by
promoting  international  cooperation
among regulators of financial and
physical markets

4 6 Harmanise conditions for the access
to the EU of third country investment
firms, by introducing a third country
regime (based on a common set of
criteria and memoranda of
understanding (Mod) between the
Member States regulators and the third
country regulators under the
coordination of ESMA)

47 Introduce an equivalence and
reciprocity regime by which after
assessment by the Commission of the
third country regulatory and supervisory
framework access to the EU would be
granted to investment firms based in that
third country.

4.8 Ensure effective and deterrent
sanclions by introducing common
minimum  rules  for  administrative
measures and sanctions

49 Ensure effective and deterrent
sanctions by harmonising administrative
measures and sanctions

This option would consist in strengthening cooperation between competent authorities with
other market supervisors around the world, possibly through ESMA. In the specific case of
commodity derivatives markets this option would in addition reinforce the cooperation between
financial and physical regulators both within the EU and at international level. This entails
establishing new memoranda of undersianding and cooperation agreements. In addition, there
will also be ongoing information sharing, assistance in information requests, and cooperation in
cross-border investigations. This option is complementary to a similar option proposed in the
review of the Market Abuse Directive. While MAD is limited to market abuse, this option seeks
o promote cooperation in supervising fair and orderly working of markets.

Conditions of access of third country firms

This option would create a harmonised framework for granting access to EU markets for firms
based in third countries. The provision of services to retail clients would always require the
establishment of a branch in the EU terntory; the provision of services without a branch would
be limited to non-retaif clients, The national competent authority would have to register {and
thus grant access to the EU internal market) and supervise third country investment firms
intending to establish a branch in its termitory. Based on a decision of the national competent
authority that the third country firm is subject to and complies with legal requirements in a
number of relevant areas (authorisation, criteria for appointment of managers, capital,
organisational requirements), access to the EU could be granted subject to appropriate
cooperalion agreements between the relevant third country authority and the EU competent
authority (i.e. Memoranda of understanding would have to be established between the third
country autharities and the Member States regulators under the coordination of ESMA} and
compliance by the firm with key MiFID operating and investor protection conditions. To ensure
consistency of approach across the EU, ESMA would be able 1o resolve any disputes arising
between Member State authorities regarding the authorisations.

This option would entail the assessment of equivalence and reciprocal access of the third
country regulatory and supervisory regime in relation to the EU regime and to EU-based
operators. This assessment would be formalised by a decision of the Commission. Memoranda
of understanding (MoU) between the Member States regulators and the third-country regulators
should be concluded based on a standard MoU that could be drafted by ESMA, lnvestment
firms established in third countries for which equivalence has been granted would have access
to the EU market, with the provision of services to retall clients would always requiring the
establishment of a branch in the EU territory and compliance by the firm with key MiFID
operating and investor protection conditions.

Sanctions

This option would require Member States to provide for administrative sanctions and measures
which are effective, proportionate and dissuasive byintreducing minimum rutes on type and level
of adminisirative measures and administrative sanctions. Adminisirative sanctions and
measures set out by Member States would have to satisfy cerain essential requirements in
relation to addressees, criteria to be taken into account when applying a sanction or measure,
publication of sanctions or measures, key sanciioning powers and minimum levels of fines, This
option would also entail establishing whistleblowing mechanisms.

This option would introduce uniform types and level of administrative measures and
administrative sanctions across the EU. This option would also entail establishing
whistleblowing mechanisms.

Policy aptions 4.2, 4.3, 4.4 and 4.5 can complement each other. Policy options 4.6 and 4.7 are mutually exclusive as well as options 4.8 and

5.1 No actioen

52 Extend the scope of transaction
reporling to regulatars to all financial
instruments (i.e. all financial instruments
admitted to trading and all financial
instruments only traded OTC). Exempt
thase only traded OTC which are neither
dependent on nor may influence the
value of a financial instrument admitted
to ftrading. This will result in a full
alignment with the scope of the revised

4.9,
5 Reinforce transparency to regulators
Take no action at the EU fevel
Scope of transaction reporting

This option entails that investment firms reporl the details of transaclions in all instruments
which are traded in an organised way, either on a RM, a MTF or an organised trading facility to
regulators. Notably the extension to OTFs would bring a whole set of derivatives praducts into
scope {e.g. part of equity derivatives, credit derivatives, currency derivatives, and interest rate
swaps}. All transactions in OTC instruments which are not themselves traded in an organised
way will also have o be reported, except when the value of those does not depend to some
extent on or may not influence that of instruments which are admitted to trading. Extending the
scope of transaclion reporting to such instruments will bring the reporting requirements in line
with the existing provisions of MAD, as well as with those of the revised MAD, and corresponds
to existing practice in some Member States {e.g. UK, Irefand, Austria, and Spain). Commodity
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Market Abuse Directive, Lastly regarding
derivatives, harmonise the transaction
reporting requirements with the reporting
requirements under EMIR

53 Extend the scope of transaction
reporling to all financial instruments that
are admitled to trading and all QTC
financial instruments. Extend reporting
obligations also to orders

5.4 Require market operators to store
order data in an harmonised way

5.5 Increase the efficiency of reporting
channels by the set up of Approved
Reporling Mechanisms ("ARMs") and
allow for {rade repositories under EMIR
to be approved as an ARM under MiFID

56 Require trade repositories
authorised under EMIR to be approved
as an ARM under MIFID

derivatives may be used for market abuse purposes, notably to distort the underlying market.
Commodity derivatives will need 1o be brought into scope separately. This extension overlaps
cansiderably with the scope of reporting requirements to trade repositories under EMIR.

This option entails that trading in all financial instruments will need to be reporied, regardless of
whether an instrument is admitted to trading or not, and whether its value depends to some
extent on or may influence that of instruments which are admitted to trading. In addition,
reporting parties will have to transmit o their competent authorities not only the transaclions that
they have done but also the orders that they have received or initiated

This option entails that all market operators keep records of all orders submitted to their
platforms, regardless of whether these orders are executed or not. Such records need o be
comparable across platforms, notably with regard to the time at which they were submitted. The
information stored should include a unique identification of the trader or algorithm that has
initiated the order. ESMA will set the appropriate standards.

Reporting channels

This option entails that all entities involved in reporling transactions on behalf of investment
firms are adequately supervised. Under this oplion, competent authorities” powers to monitor
ARM's functioning on an ongoing basis will be clarified. Also, the standards that ARM's need to
comply with will be harmonised.

This option entails that financial firms would be required to use trade repositories to report
derivatives transactions on their behalf, and that all trade repositories are required to repor the
transactions they receive under EMIR on behalf of market paricipants under MIFID. [f data
requirements are not the same under MiFID and EMIR, firms would have to send additional data
fields to enable frade repositories to report on their behalf

Palicy options 5.2 and 5.3 are mutually exclusive, while option 5.4 is complementary. Policy options 5.5 and 5.6 are mutually exclusive.

6 Improve transparency and oversight of commeodities markets

6.1 No action

6.2 Set up a system of position reporling
by categories of traders for organised
trading venues trading commodities
derivatives contracts

6.3 Control excessive volatility by
banning non hedging iransactions in
commodity derivatives markets

6.4 Review exemptions for commodity
fimns to exclude dealing on own afc with
clients and delete the exemption for
specialist commodity derivatives

6.5 Delete all exemptions for commodity

Take no action at the EU level
Evolution of commodity derivatives markets

Under this option organised trading venues which admit commodity derivatives o trading woutd
have to make available to regulators (in detail) and the public {in aggregate) harmonised
position information by type of regulated entity. A trader's position is the open interest (the total
of all futures and option contracts) that he holds. The trader would have io report to the trading
venue whether he trades on own account or on whose behalf he is trading including the
regulatory classification of their end-customers in EU financial markets legislation {(e.g.
investment firns, credit institutions, alternative investment fund managers, UCITS, pension
funds, insurance companies). If the end beneficiary of the position is not a financial entity, this
position would by deduction be ¢lassified as non-financial. The focus of this obligation will be
commodity derivatives contracts traded on organised trading venues (contracts traded either on
regulated markets, MTFs or organised trading facilities} which serve a benchmark price setting
function. The objective of this position reporting would be 10 improve the transparency of the
price formation mechanism and improve understanding by regulators of the role played by
financial firms in these markets.

Under this option, any entity willing to take positicns in the commodity derivatives markets for
other purposes than hedging an underying physical commercial risk would be banned to do so.
As a result this would prohibit financial entities to invest in these markets and offer investment
products like commodity exchange traded funds to their clients

Exemptions for commaodity firms

Specialist commodity firms whose main business is to trade on own account in commodities
andfor commodity denivatives would not be exempt any more. Commercial entities would not be
allowed any more to trade on own account with clients and the possibility to provide investment
services lo the clients of their main business on an ancillary basis would be applied in a very
precise and narrow way. This option would not by itself affect capital requirements imposed on
firms.

The current exemplions for commodity firms would be deleted. This would considerably reduce
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firms

6.6 Extend the application of MIFID to
secondary spot trading of emission
allowances

6.7 Develop a tailor-made regime for
secondary spot trading of emission
allowances

the scope of the exemptions for these firms as they would only be able to rely on the general
exemption for trading on own account. There would no longer be a separate exemption for
specific instruments.

Secondary spot trading of emission allowances

This option would involve coverage under the MIFID of emission alfowances and other
compliance units under the EU Emissions Trading Scheme. As a result, MiFID requirements
would apply to all trading venues and inlermediaries operating in the secondary spot market for
emission allowances. Venues would need to become regulated markets, MTFs, or OTFs.
Financial market rules would apply to both spot and derivative markets for emissions trading,
establishing a coherent regime with overarching rules. This would replace the need to devise a
tailor made regime for secondary spot emission allowances markets.

Under this oplion, a dedicated, stand-alone framework would be developed to cater for the
needs of the secondary spot trading in emission allowances. Any such framework would
complement the existing rules applicable to trading in derivatives on emission allowances and
those envisaged for the auctioning of emission allowances in the ETS third trading period
starting in 2013. This means that whatever solution would emerge, it would need to be
consistent with the regulatory approach of the MIFID which applies directly to trading in
derivalives on emission allowances and is extended to the activity of auction platforms,
investment firms and credit institutions in the primary (auction} market via the Auctioning
Regulation™.

Policy options 6.2 and 6.3 can complement each other, whereas options 6.4 and 6.5, as well as options 6.6 and 6.7 are mutually exclusive.

7 Broaden the scope of regulation on products, services and service providers when needed

7.1 No action

Take no action at the EU leve!

Optional exemptions for certain investment service providers

7.2 Allow Member States o continue
exempting cerlain invesiment service
providers from MiFID bul introduce
requirements to  tighlen  national
requirements  applicable to them
(particularly conduct of business and
conflict of interest rules)

7.3 Delete the possibility for Member
States to exempt cerain service
providers from MIFID (Article 3)

This option leaves Member States the possibility to exempt cerlain entities providing advice
from the Directive but requires that national legistation includes requirements similar to MiFID in
a number of areas (notably proper authorization process including fit and proper criteria and
conduct of business rules). Member States would maintain discretion in adapting organizational
requirements to the exempted entities based on national specificities

This option is an extension of the previous one. By deleting the optiona! exemptions, all these
firns, often small service providers or even individuals, would be subjeci to all MiFID obligations
(including, for instance, organizational requiremenis).

Conduct of business rules for unregulated investment products

7.4 Extend the scope of MiFID ¢onduct
of business and conflict of interest rules
to structured deposits and deposit based
products with similar economic effect

7.5 Apply MIFID conduct of business
rules and conflict of interest rules to
insurance products

This option would aim at extending MiFID conflicts of interest and conduct of business rules
(particularly information 1o and from clients, assessment of suitability and appropriateness,
inducements) to structured deposits, products which currently are not reguiated at EU leve!

This option would be to broaden the scope of MiFID in order to apply directly MiFID conduct of
business and conflict of interest rules to investment products marketed by insurance companies
(instead of modifying the sectoral legislation, the Insurance Mediation Directive, in fine with
MIF1D principles)

Policy options 7.2 and 7.3 are mutually exclusive, as well as options 7.4 and 7.5.

8 Strengthen rules of business conduct for investment firms

8.1 No action

Take no aclion at the EU level

Execution only services and Investment advice
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B.2 Reinforce investor protection by
narrowing the list of non-complex
products for which execution only
services are possible and strengthening
provisions on investment advice

8.3 Abolition of the execution only
regime

8.4 Apply general principles to act
honestly, faily and professionally to
eligible counterparties resulting in their
application to all categories of clients
and exclude municipalities and local
public authorities from list of eligible
counterparties and professional clients
per se

8.5 Reshape customers' classification by
introducing new sub categories

8.6 Reinforce information obligations
when providing investment services in

complex products and  strengthen
periedic  reporting  obligations  for
different  categories of products,

including when eligible counterparties
are invalved

8.7 Ban inducements in the case of
investment advice provided on an
independent basis and in the case of
portfolic management

8.8 Ban inducements for all investment
services

8.9 Require frading venues to publish
information on execution quality and
improve information provided by firms on
best execution

8.10 Review the best execution
framework by considering price as the
only factor to comply with best execution
obligalions

This policy option combines two measures which will have complementary effects. The first
measure consists in the limitation of the definition of non-complex products which allows
investment firms to provide execution only services i.e. without undergoing any assessment of
the appropriateness of a given product. The second measure consists in reinforcing the conduct
of business rules for investment firms when providing investment advice, mainly by specifying
the cenditions for the provision of independent advice (for instance, obligation to offer products
from a broad range of product providers). Further requirements concerning the provision of
investment advice (reporting requirements and annual assessment of recommendations
provided) would be mainly introduced via implementing measures 1o complement these
changes in the framework directive.

This option consists in abolishing the execution only regime. As a consequence, except in the
case of investment advice, investment firms would be always required to ask client information
about their knowledge and experience in order to assess the appropriateness of any
investment. Clients would retain the possibility to refuse to give information or to proceed with
any fransaction indicated as inappropriate by the firm.

Customers' classification

This options aims at reinforcing the MiFID regime for non-retail clients by narrowing the list of
type of entities that are de facto eligible counterparties or professional clients. Furiher
requirements would be modified in the implementing measures (deletion of the presumption that
professional clienis have the necessary level of experience and knowledge).

This option is the extension of the previous one. It would consist in reviewing the overall
customers' classification of MiFID by sub dividing them into more refined categories in order to
match more closely the diversity of existing market participants.

Complex producits and inducements

This option aims at increasing the information and reporling requirements to clients of
investment firms, including eligible counterparties. In the case of more complex products,
investment firms should provide clients with a risk/gain and valuation profile of the instrument
prior to the transaction, quanerly valuation during the life of the product as well as quarterly
reporting on the evolution of the underlying assets during the lifetime of the product. Firms
holding client financtal instruments should report to clients about material medifications in the
situation of financial instruments concerned. Most of these detailed obligations would be
introduced in implementing measures and should be cafibrated according to the level of risk of
the relevant product.

The objective of this option is to strengthen the existing MiFID inducement rules by banning
third party inducements in case of portfolic management and independent advice. These
measures that would affect the Level 1 Directive would be complemented by changes in the
Level 2 implementing acts where inducements are currently regulated; this will include the
improvement of the quality of information given to clients about inducements.

This option would take the previous option ane step further by introducing a formal ban on all
inducements for investment firms when they provide any investment services,

Best execution

This option consists in improving the framework for best execution by inserting in the MiFID an
obligation for trading venues to provide data on execution quality, Data would be used by firms
when selecting venues for the purpose of best execution. The implementing directive would
clarify technical details of data to be published and would reinforce the requirements relating to
information provided by investment firms on execution venues selected by them and best
execution.

This option aims at narrowing the current factors to consider for the purpose of best execution.
In particular, price would be the only factor to assess best execution; it would replace the
current multifactor approach (price and costs for retail clients; further factors such as speed and
likelihood of execution for professional clients).

Policy options 8.2 and 8.3, as welt as 8.4 and 8.5 are mutually exclusive. Options B.7 and 8.8 are mutually exclusive, with option B.6 being
complementary to either 8.7 or 8.8. Options 8.9 and 8.10 are also mutually exclusive.

5.8 Strengthen organisational requirements for investment firms
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9.1 No action

9.2 Reinforce the corporate governance
framework by strengthening the role of
directors especially in the functioning of
internal control functions and when
defining sirategies of firms and
launching new products and services.
Require firms to establish clear
procedures to handle clients' complaints
in the context of the compliance
function.

9.3 Introducing a new separate internal
function for the handling of clients'
complaints

Take no action at the EU level
Corporate governance

This option strengthens and specifies the overall framework for corporate governance in the
design of firms' policies, including the decision on products and services to be offered to clients
{clear involvement of executive and non-executive directors), in the framework for internal
contro! functions (reinforced independence, further definition of role of the compliance function
including handling with clients’ complaints) and in the supervision by competent authorities
(involvement in the assessment of the adequacy of members of the board of directors at any
time and in the removal of persons responsible for internal control functions). In addition it will
explicitty require that within the compliance function clear procedures have been developed to
deal with clients’ compiaints.

This option aims at creating a detailed framewaork, including a separate organisational function,
for the handling of complaints. The detailed framework could include specific procedures from
the reception of camplaints to the final answer provided to the client.

Organisational requirements for portfolio management and underwriting

94 Require specific organisational
requirements and procedures for the
provision of portfolio management
services and underwriting services

9.5 Introduce a fully harmonised regime
for telephone and electronic recording of
client arders

9.6 Introduce a common regime for
telephone and electronic recording but
still leave a margin of discretion for
Member States in requiring a longer
retention period of the records and
applying recording obligations {o
services not covered at EU level,

This option introduces a more detailed, while still general framework for the provision of the
services of portfolic management (formalization of investment strategies in managing clients'
portfolios) and underwriting (information reguirements concerning alloiment of financial
instruments, management of conflicts of interest situations).

Telephone and electronic recording

This option implies the deletion of the current option for Member States to introduce
requirements to record lelephone conversations or electronic communications involving client
orders and the introduction of a fulty harmonized regime,

This option aims at introducing a common regime for telephone and electronic recording in
terms of services covered (for instance, execution and reception and transmission of orders,
dealing on own account) and retention period (three years) while still leaving a margin of
discretion to Member States in applying the same obligation for other services (for instance
portfolio management) and in requiring a longer retention peried {up to the ardinary 5 years
period required for other records). This common regime would focus on the services which are
the most sensitive from a supervisory point of view in terms of market abuse or investor
protection and would be fully complaint in terms of retention pericd with the Charter of EU
Fundamental Rights.

Policy options 9.2 and 9.3 can complement each other, while options 9.5 and 9.6 are mutually exclusive.

6. ANALYSIS OF IMPACTS AND CHOICE OF PREFERRED OPTIONS AND INSTRUMENTS

This section sets out in the form of summary tables the advantages and disadvantages of the
different policy options, measured against the criteria of their effectiveness in achieving the
related objectives (to be specified for each basket of options), and their efficiency in terms of
achieving these options for a given level of resources or at least cost. Impacts on relevant
stakeholders are also considered.

The options are measured against the above-mentioned pre-defined criteria in the tables
below. Each scenario is rated between "---" (very negative), 0 (neutral) and "+++" (very
positive). Unlike compliance costs, the benefits are nearly impossible to quantify in monetary
terms. This is why we have assessed the options based on the respective ratio costs-benefits in
relative terms. The assessment highlights the policy option which is best placed to reach the
related objectives outlined in section 5 and therefore the preferred one. Should the preferred
options significantly differ from those suggested by CESR (now ESMA), this will be clearly
specified. Lastly whenever our policy options draws on the work carried out at the level of the
International Organization of Securities Committee (I0SCQ), we have clearly indicated it.
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You will find in Annex 3 a table highlighting the key initiatives under this review with their
respective level of priority, their link with international or other EU initiatives, the impact on
the market structure and/ business models (i.e. level of transformational impact), the level of
execution risks, and the level of costs. A more detailed analysis of the impacts follows in that

same Annex 3.

6.1.

account the needs of smaller participants, espccially SMEs

Regulate appropriately all market structures and trading practices taking into

Comparison of options (the preferred options are highlighted in bold and underlined in grey):
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1.7 Promote an |ndustry -ied iniiative to
enhance the visibility of SMEs markets.

(+) enhanced source of
financing for SMEs

(-) enlarged investment
solutions for inveslors

(+) increased source
of capital for SMEs
{-) success depends
on the willingness of
industry (market
operators)

(=) compliance costs in
line with limited
benefits for SMEs

The creation of OTF has three different objectives:

» The first one is to deal with the issue of the broker crossing systems present in the equities
markets by setting up an appropriate framework for these activities, The OTF regime will
bring increased transparency and control as well as limit the activities of these systems to

the purc matching of orders.

Regarding this first objective, the alternative option to deal with Broker Crossing Systems
(BCS) could have been to use the existing MiFID market infrastructure of MTFs and
change their definition so they could encompass BCS. In order to do so, the MTFs regime
would have required to be amended to allow for discretionary execution and discriminatory
access which are the two key specificities of BCS compared to MTFs. This would fail to
rccognise the functional differences between a broker crossing its client orders (a
traditional and legitimate activity carried on by brokers) and the operation of an exchange.
Further it is doubtful that such an option would capture all existing trading models and any
of those possibly to be invented in the future which would undermine our objective of
having an all-encompassing and future proof regulatory framework in order to ensure a
level playing field. It would have also generated large transformation costs for the
operators of BCS. These transformations and risks appear disproportionate in regard to the

size of the trading mode that it aims to address, only 1.5 % of total equity trading®

broker crossing systems.
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* The second objective of OTFs is to set up an appropriate framework for different types of
trading systems besides BCS and irrespective of the traded financial instruments. Mostly
used in the trading of derivatives, these systems are currently not authorised as trading
venues in MiFID but the firms operating them are authorised as an investment firm under
MIFID and not as trading venue.Under the OTF category very different set-ups such as
multi dealer platforms (when they are not registered as MTFs), interdealer broker
platforms, and hybrid voice/electronic trading systems will be captured. The establishment
of this framework will be combined with the obligation to trade on these OTFs all
standardised derivatives which are not traded on regulated markets or MTFs. This will
contribute to reduce the share of derivatives which are currently dealt OTC (89 %)*.

For the second objective, the alternative solution could have been to use the MTF category
but the MTF regime does not offer enough leeway to adapt the discretionary nature of
execution and possibly the transparency rules to the specificities of derivatives and
especially their intrinsic lower liquidity. Contrary to equities which are actively traded on a
secondary market, derivatives are very often not traded on a secondary market. A trade on
a derivative is often a primary trade, meaning that a derivative contract is created for each
new trade. This is why most derivative markets operate under a request for quote model
rather than under an exchange order book model. The consequence is that the trading of
derivatives is far less active than for equities and therefore the liquidity of thesc markets
much lower. This liquidity is important as it conditions the ability of market participants,
including non financial parties, to hedge their risks. This liquidity depends on market
makers and broker dealers who are creating these derivatives and take capital risk to do so.
The transparency and execution rules have to combine the needs to preserve liquidity and
therefore ability for dealers to perform their function with the needs for the derivative
markets to trade in an orderly fashion with a sufficient level of transparency which avoid
dealers abusing their function. While allowing appropriate calibration depending on the
specificities of the instrument (see 6.3 trade transparency for non-equities markets), the
OTF regime should apply the same transparency regime as other trading venues, the only
different feature of OTFs being the discriminatory access and the discretionary execution.

e The third objective of the OTF regime is to have a framework which is dynamic enough to
accommodate the future trading systems and solutions that could emerge in the future.
Financial innovation is such that such emergence can be very fast. For example, while
crossing of client orders is a traditional broker activity, increased automation of such
activities was not foreseen when MiFID was adopted.

Overall, the creation of the OTF category will ensure a level playing-field without imposing a
one-size-fits-all regulation. The proposed approach is to allow for different business models
but require all venues to play by the same rules. Hence all trading venues would be subject to
the same transparency and core organisational rules. Regarding transparency, the
requirements would be calibrated by asset class and if necessary by type of financial
instrument within that asset class via delegated acts (see 6.3 trade transparency for non-
equities). However these transparency requirements would be the same irrespective of the
trading venue. Regarding the organisational requircments, existing core organisational rules
for trading venues covered by MiFID should be extended to all types of trading venues
offering competing services, including OTFs. Most of the calibration relating to these
requirements is set in the framework directive and should therefore not require major
additiona] fine-tuning in implementing acts.

In addition, the creation of OTF and the obligation to trade on them standardised products
should substantially decrease the weight of OTC trading in both equities and non-equities
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markets. The risk of regulatory arbitrage between MTF and OTF should be low as on the one
end, MTFs are in most cases successful business models that their operators are unlikely to
put into danger by switching to OTF, and on the other end, OTFs and MTFs will have very
similar organisation and trading rules. Further exchanges or MTFs would be unlikely to wish
to become OTFs as they would then become subject to onerous client facing obligations (that
a traditional broker has).

There are both overlaps and differences between our approach and CESR recommendations in
that field. CESR recommended to create a new regulatory regime for BCS and also
acknowledged that the set up of a new category of organised trading venue might be
necessary to enact the G20 commitment of trading of standardised derivatives on organised
trading venues when appropriate. We have built further upon these recommendations by
creating one additional category encompassing all types of unregulated trading venues.

Regarding the alignment and reinforcement of the organisational and surveillance
requirements of regulated markets and MTFs, we estimate the one off aggregated costs to be
between €1 and €10 million. We expect the compliance with the requirements of the new
OTF definition would lead to one-off aggregate costs of €4.2—€11.3 million and ongoing costs
of €0.6-€3.2 million for the nine crossing system networks currently operating in Europe and
the estimated 10 to 12 electronic platforms that would have to register as an OTF.

This option of mandating the trading of clearing eligible and sufficiently liquid instruments on
OTFs would entai]l incremental costs to market participants and give rise to estimated
aggregated one-off costs of €4.7 to €9.3 million and ongoing costs €8.7 and €17.3 million.
Mandating trading on transparent platforms should increase competition between dealers
leading to reduced spreads. Spreads decrease represents a benefit to the market as a whole, but
an opportunity cost to dealers. The revenue from OTC derivative trading for the largest global
dealers is estimated to be around $55 billion, of which $33 billion are within the EU.
Depending on the proportion of OTC derivatives that would be suitable for on on-exchange
trading, a reduction of a few percentages in the dealers margins could bring benefits for the
entire market beyond €100 million (see Annex 8.1). It should be noted that this loss of
profitability for dealers could to a certain extent be compensated by increased trading volumes
and operational efficiencies.

There is broad support from Member States (including the UK to a certain extent which
would be the most impacted Member State because of its leading position in OTC derivatives
trading) and operators of exchanges for this approach, but limited support from market
participants due to concerns over liquidity, possible costs, and the ability to continue trading
customised contracts.

It should be noted that this option build upon the CESR advice which has then been
superseded by 10SCO recommendations® on how to enact the G20 commitment of moving
trading in standardised derivatives onto exchanges and electronic trading platforms where
appropriate.

Regarding the important issue of SME markets, rather than an industry led initiative that
could have limited impact (option 1.7), the introduction of a tailored regime (option 1.6)
would enlarge the sources of financing for this type of companies with relatively limited set-
up costs. Apart from Members States (i.e. Germany, France, and the UK are the Member
States hosting the main SME-focused stock exchanges) who are broadly supportive of this
option, most other categories of stakeholders are much more reserved or negative about it.
They have concerns about the efficiency of such system and even the potential detrimental
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impact it could have on the existing SME markets. However the negative feedback from
stakeholders may be due to the fact that the consultation on that specific point may have been
insufficiently clear. More fundamentally, this tailor made regime will aim at creating a
specific quality label for SME markets which will be optional. The objective is neither to
lower existing transparency standards neither to restrict the existing range of SME markets.
Hence we believe this tailor made regime will yield real benefits for SMEs while at the same
time be flexible enough to accommodate the existing SME markets. Finally, this policy option
is not in itself a panacea and is part of several complementary initiatives that aims at
improving the business conditions of SMEs in Europe.

In conclusion all the above preferred options would give rise to one-off aggregated costs of
€10 to €31 million and yearly ongoing costs of €9 to €21 million. These costs are
proportionate as the above policy options would bring significant benefits in terms of
increasing competition by helping create a level playing field and improved transparency for
market participants, while not being disruptive of the existing business models and preserving

the liquidity of the markets.

6.2.

disorderly trading

Regulate appropriately new trading technologies and address any related risks of

Comparison of options (the preferred options are highlighted in bold and underlined in grey):
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In order to regulate appropriately the new trading technologies and contain any system risks
or risks of disorderly trading, it is first important to regulate all the parties involved in these
activities i.e. high frequency traders (HFT) themselves, firms conducting automated trading,
including firms providing sponsored or direct market access, as well as market operators
themselves. Options 2.2, 2.3 and 2.4 all aim at providing better monitoring and better risk
control of these activities. The overall cost impact of these preferred policy options will be
marginal given that we will essentially enshrine existing practice into legislation. However
codifying existing practice is key to ensure a level playing field and making these players
accountable for the risks the technologies they use might pose to the financial markets. Most
respondents to the consultation also broadly support these options.

Regarding firms providing sponsored or direct market access, IOSCO has issued principles’
to give guidance on the controls to put in place to frame these new practices. Our preferred
policy option takes into account these recently developed principles, as well as CESR advice.

The second group of options consider several ways to impact on the activity of HFT in itself
(options 2.5 to 2.7). These options have several drawbacks from damaging liquidity, being
difficult to implement or easy to circumvent and potentially distorting the market or
indiscriminately affecting other forms of trading. Liquidity provision obligations would
probably help prevent market stress and execution at extreme prices even though affected
participants could be reluctant to buy under extreme stress circumstances and even prefer to
be fined for non-compliance. A minimum latency period would be a new measure which has
not yet been tested and would impede market participants to react to exogenous events
exposing them to additional risks and creating distortions with the ones not subject to these
obligations.”” Another appropriate option would be to impose an order to executed transaction
ratio (option 2.7) that would alleviate the stress on 1T systems of market operators and would
still have limited impact on market liquidity and efficiency. Respondents' views are mixed
with many preferring to leave any such controls up to the venues themselves. Although there
is a lack of clear evidence of the impact of this form of trading on the liquidity and efficiency
of the markets, there is no doubt that the increased share of HFT has dramatically contributed
to increase the number of orders entering trading systems putting heavy load on them, and has
aggravated the threat on orderly trading. An order to transaction ratio is already in place on
some trading venues (see Annex 5.2.4). Lastly there is a need to harmonise these measures
across trading venues as otherwise there would be a significant risk of regulatory arbitrage
among trading venues that could compete on the level of such a ratio in order to attract order
flows from HFT traders. HFT trading is a key source of trading revenues for market operators
(i.e. HFT traders are mainly active on organised trading venues offering high level of
liquidity), and they are unlikely to take any measure which might lead to a migration of their
HFT clients to other platforms.
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Regarding the organisational requirements for players involved in automated trading as ‘per
above, CESR/ESMA recommendations are fully in line with our proposals. ESMA i
currently working on future potential additional measures in the area of automated tradlng

(see their recently published consultation paper

98)

In conclusion the preferred options highlighted above would contribute to reduce the risks
posed by these new technologies and more resilient financial markets at very marginal costs.

6.3.

Increase trade transparency for market participants

Comparison of options (the preferred options are highlighted in bold and underlined in grey):

3 Increasa trade transparency for market participants
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Effectiveness
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3.9 Improve the consol:datlon of post trade
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public utility industry body. Infroduce a
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information cost for
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The options to increase trade transparency for market participants can be grouped in three

large categories.

The first group deals with cquity markets (options 3.2 and 3.3). Rather than dcleting the
existing pre transparency waivers and the deferred post trade publication regime (option 3.3)
which would have substantial negative impact on the liquidity of the markets and put
European markets at a competitive disadvantage to venues outside the EU, the preferred
option consists of adjusting these waivers and the post-trade deferral regime as well as
extending them to shares only traded on MTFs or OTFs. This would increase transparency
while preserving liquidity. A large majority of respondents support the options for clarifying
the regime of waivers, but views are more mixed on reducing available delays in post-trade

reporting.

Neither the uniform application of the waivers nor the shortening of publication delays are
expected to create significant incremental costs. The costs of extending the equities-
transparency regime to shares traded only on MTFs or organised trading facilities would lead
to an estimated one-off cost of around €2 million and about ongoing costs of €0.4 million for
all the trading platforms concerned. An order of magnitude of the benefits could be derived
from the experience of the SME market AIM, which is regulated as a MTF and has applied
the same transparency regime as its parent entity — the London Stock Exchange - since the
introduction of MiF1D. According to Europe Economics econometric model, spreads were on
average 16% lower relative to the average bid-ask spread in the pre-MiFID period (See Annex

8.2).
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The second group of options deals with markets other than equity markets i.e. bonds and
derivatives markets (options 3.4 and 3.5). In order to increase the transparency on these
markets to market participants, the favourite option (option 3.5) is to conceive a tatlor made
regime of pre- and post-trade transparency obligations that will be calibrated to each type of
financial instrument included. This regime is tailor made in the sense that this regime will not
simply be a copy paste of the MIFID equity transparency regime, but a regime which will be
devised taking into account the specificitics of each asset class (i.e. characteristics, liquidity
and trading mode of non equities markets are completely different from equities markets).
Thanks to this calibration, it will preserve the liquidity of these markets much better, while
ensuring a higher level of transparency than if only a post trade transparency regime were
implemented (option 3.5). While many respondents broadly agree with the notion of a
calibrated regime, many signal that poorly designed disclosure rules especially pre-trade will
harm liquidity. Member Sates broadly agree with post-trade transparency requirements, while
being much more cautious in terms of pre-trade transparency requirements,

The advice from CESR in the field of transparency for non-equity markets is broadly in line
with our preferred policy option. It recommended to develop harmonised tailor made post-
trade transparency requirements for non-equity markets across the board, as well as
harmonised tailor made pre-trade transparency requirements for non-equity instruments traded
on organised trading platforms. However it has not at this stage proposed to cover the OTC
space under these mandatory pre-trade transparency requirements, but has left this possibility
to the discretion of Member States. Nonetheless we believe that harmonisation is key in that
regard as financial markets, especially derivatives markets, are inherently cross-border. In
addition transparency should become the general rule and any exemption to it should be
provided for when justified by appropriate calibration and/or in the form of pre-trade
transparency waivers in the implementing legislation.

Concerning the introduction of a transparency regime for non-equities, the overall one-off
costs would range from €5.5 million to €9.2 million with yearly ongoing cots of €8.8 million
to €12.7millien. These costs are pure compliance costs that are expected to be incurred by
trading platforms and market participants active in these markets as they will have to upgrade
their systems to receive and disseminate quotes and prices. [t is not possible at this stage to
assess the impact of such a regime on the liquidity of the markets as this will largely depend
on the calibration of the transparency requirements in terms of delays and content by type of
instrument to be developed in the implementing legislation. However we have tried to assess
what the potential benefits of a post-trade transparency regime for bonds could be by looking
at the US experiment of the Trade Reporting and Compliance Engine (TRACE) system (see
Annex 8.3). Overall, a narrowing of spreads, more reliable pricing, as well as improved
valuation is expected. Indirect costs in terms of market depth undermining the ability of
dealers who commit capital to easily unwind large trades could be addressed by a proper
calibration of the disclosure regime for orders of large size.

The last group of options (options 3.6 to 3.9) relate to market data in order to improve their
quality and reduce their costs. Rather than establishing a system for regulating prices of data
(option 3.7) that would be too intrusive, the chosen solution is to combine the provision of
costs guidance with a system of APAs that would contribute to the quality and ease of access
to the data while also requiring the unbundling of pre- and post-trade data and the obligation
to release data free of charge once 15 minutes have expired since the trade was executed.
These improvements should facilitate the emergence of a consolidated tape as data quality
issues, lack of data standardisation and consistency, and costs were the main impediments to
the emergence of a consolidated tape. Besides these improvements, there is a need to ensure
that market data can be brought together in a way that allows efficient comparison of prices
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and trades across venues. Consolidation of data should meet high quality standards while at
the same time be provided at a reasonable costs. The setting up of a consolidated tape,
preferably through a system of one or several commercial providers duly approved would
meet these objectives and increase the access to market data information for market
participants, in an optimised way in terms of cost and efficiency. In addition the commercial
solution, as opposed to a regulated public monopoly solution, would be more innovative and
prone to cater for clients needs. Respondents, including Member States, largely agree with the
approach regarding APAs, unbundling, and free data publication after 15 minutes. Views are
more mixed on the need for a consolidated tape, with most support for a commercially lead
mode] operating in accordance with mandatory standards.

The one-off compliance costs for EU authorised firms and APAs of conforming with and
providing a fully standardised reporting format and content for post-trade data are estimated at
€30 million, with ongoing costs of €3 million to €4.5 million. Finally, compliance and
operational costs for a commercial consolidator are considered to be entirely manageable
(they already provide similar solutions for equities markets). In order to have an order of the
magnitude of the possible benefits, one could look at the huge discrepancy in costs for market
participants to get access to a consolidated set of trade data (€500 in the EU versus $70 in the
US per user and per month). Requiring venues and vendors to sell pre-and post-trade data in
unbundled form, provided that the format and content of trade reports are fully standardised,
may be expected to reduce the cost of a European consolidated post-trade data feed by 80%,
i.e. from €500 to €100 a month per user. Another benefit would be that the availability of
better quality and consolidated trade data should help investment firms to comply with their
best execution obligations, which could for the equity markets only generate benefits of €12
million (sce par. 9.4).Taken together, these preferred options would give rise to one-off
aggregated costs of €38 to €41 million and yearly ongoing costs of €12 to €18 million. These
options would significantly improve transparency towards markets participants, especially in
the case of non-equities markets where there were no uniform trade transparency
requirements before. Increasing transparency in a properly calibrated way should contribute to
a better price formation mechanism and improve liquidity. These options would complement
the options under 6.1 as this transparency regime would apply to all types of trading venues
further aligning the requirements they are subject to.

6.4. Reinforce regulators' powers and consistency of supervisory practice at
European and international levels

Comparison of options (the preferred options are highlighted in bold and underlined in grey):
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be lawful the administrative measures and sanctions
which are imposed must be proportionate to the breach i s L
of the offence, respect the right not to be tried or cinaaaialll
punished twice for the same offence, the presumption of fo:7::-:-
innacence, the right of defence, and the right to an LR
effective remedy and fair trial in all circumstances. i»»»i o

3
‘| whistle blowing schemes interferes with Art 8 of the EU HE
Charler and Art. 16 of the Treaty on the Functioning of A
the EU and Art. 48 of the EU Charter, Therefore, any '
implementation of whistle blowing schemes should
comply and integrate data protection principles and
criteria indicated by EU data protection authorities and
b EERyhe ensure safeguards in compliance with the Charter.

4.9 Introduce effective and deter.renl {++) reinforced and (+) sounder financial - (4) cosls'c-:ompensated
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measures and sanctions regulators efficient fight against {-} distinct market
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persons providing detrimental to invesiors traditions
information on (+) step towards further
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{+) more information on across EU
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Impact on fundamental rights:
Option interferes with Articles 7, and 8, and potentially
also with Articles 47 and 48 of the EU Charter.

Option provides for limitation of these rights in law while
respecting the essence of these rights. Limiting these
rights is necessary to meet the general interest objective
of ensuring compliance with MiFID rules to ensure fair
and orderly trading and investor protection. In order to be
Jawful the administrative measures and sanctions which
are imposed must be proporionate to the breach of the
offence, respect the presumption of innocence, the right
of defence, and the right to an effective remedy and fair
trial in alf circumstances.

Whistle blowing schemes interferes with Art 8 of the EU
Charter and Art. 16 of the Treaty on the Functioning of
the EU and Art. 48 of the EU Charter. Therefore, any
imptementation of whistle blowing schemes should
comply and integrate data protection principies and
criteria indicated by EU data protection autharities and
ensure safeguards in compliance with the Charter.

The policy options selected in order to reinforce the regulators powers and consistency of
supervisory practice at European and international levels can be divided into three categories.

The first group (option 4.2 to 4.5) relates to the powers of regulators on products and services,
or markets. In order to address situations of risks on investor protection, market stability or
systemic risk, the first of the preferred options (option 4.2) is to introduce the possibility for
regulators to ban activities, products or practices in specific circumstances.

Currently most national regulators do not have any explicit power, stemming from EU or
national legislation, to ban for an indefinite period of time financial products or activities.
Where such powers are foreseen at national level, there is no coordination mechanism at EU
level which could significantly undermine the single market should one of the Member State
decide unilaterally to introduce such a ban (e.g. such an example has already been seen with
the German unilateral ban on short selling). Option 4.2 reinforces both national and ESMA
powers and ensure a more streamlined regulatory procedure by specifying the conditions
under which a ban could be activated.

It should be borne in mind that the power of banning products or activities should be seen as a

last resort measure which would be needed in the unlikely although plausible event that
prevention measures such as reinforced organisational requirements and conduct of business
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rules for investment firms have failed. Bearing in mind the last resort character of such a
measure the costs of a full ex ante authorisation regime compared to the benefits would be
disproportionate. In addition should an authorisation regime be introduced the scope and pace
of financial innovation might be significantly hindered due to a lengthy and costly
authorisation process that would put an extraordinary strain of resources of competent
authorities. This could lead to "a reduction in investment opportunities”. Such negative
impacts would be rather limited under the product ban option as only toxic products or
activities would a posteriori be prohibited. Lastly the banning option is more efficient and
fosters greater responsibility among investment service providers than an authorisation regime
for new products and services. If there was an authorisation process for each financial product
this could be taken as a seal of approval by the investing public as to the quality of such
product. However, the future development of a product and in particular whether it is going to
create losses for the investor is impossible to predict. Should the investor occur losses there is
the very real and significant concern that he is going to turn to the competent authorities for
damages thus alleviating the responsibility of the product developer.

In addition, the reinforcement of oversight of positions (including position limits) (option 4.4)
and the strengthening of the cooperation between regulators of physical and financial
commodities markets (option 4.5) would contribute to more orderly and stable markets. While
Member State authorities broadly support such new powers (i.e. main commodity derivatives
markets are located in France, Germany, and the UK), few market participants are in favour.
They say they could give rise to legal uncertainties, and argue that limits on positions are
arbitrary and misguided. Regarding product bans, the financial crisis has clearly demonstrated
the needs to give more powers to regulators to avoid both toxic financial instruments, such as
CDOs square that can put investors at risk, or practices such as cornering commodities
markets, that threaten market stability. The views on these measures are very divided
according the nature of stakeholders with strong support from national regulators and NGOs
and, as one would expect, opposition from investments banks. Despite strong support from
key stakeholders, the preferred options still insert the new regulatory powers into precise
frameworks to avoid abuse or unintended side effects. For instance, the powers to ban
products or services will only be possible in case of serious threat to the orderly functioning
and integrity of financial markets or significant and sustained investor protection concerns.

The costs of stronger oversight of positions, including the setting up of position limits, for
both trading platforms and market participants are estimated to be between €8.2 million and
€12.9 million for one-off costs, and on-going costs to be between €9.5 million to €20.2
million a year.

The second group of options deals with the harmonisation of conditions of access of third
country investment firms (options 4.6 and 4.7). The preferred route is to establish a third
country regime based on an equivalence and reciprocity approach (option 4.7) that would
replace the current patchwork of national third party regimes more efficiently albeit less
quickly than a regime based on common criteria (option 4.6). Respondents' views are divided
with many broadly in favour but cautioning against either overly strict equivalence
requirements or granting access to third country operators with no reciprocity. Qur preferred
option takes due account of these concerns as the idea is to assess the equivalence of the
regulatory regime based on clear criteria and insisting on effective reciprocal access.

The last group of options refers to administrative measures and sanctions. A maximum
harmonisation of administrative measures (option 4.9) while being highly effective as
measures and sanctions for similar offences across the EU would be more comparable and
stricter, which should reduce the scope for regulatory arbitrage. However such an option
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would not be efficient as market situations, legal systems and traditions differ across Europe.
Therefore, to have exactly the same types and levels of sanctions might not be reasonable and
proportionate to ensure deterrent sanctions across Europe. As a result the preferred policy
option is to insert common minimum rules for administrative measures and sanctions at EU
level, accompanied by necessary principles and safeguards to ensure the respect of
fundamental rights. Respondents are largely in favour of this approach.

6.5. Reinforce transparency towards regulators

Comparison of options (the preferred options are highlighted in bold and underlined in grey):

§ Reinforce transparency to regulators
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under MiFl trade repositories regulators information for regulators

(-) restricts reporting's
firm choice of reporting
mechanism

The reinforcement of transparency towards regulators includes two groups of options. The
first set of policy options (options 5. 2 to 5.4) look at extending the scope of transactions
reporting while the second group aim (options 5.6 and 5.7) at improving the organisation of
the reporting.

Regarding the extension of the scope of transaction reporting, the preferred and principal
option is to extend the scope to all financial instruments not admitted to trading but whose
value depends on a financial instrument that is admitted to trading and financial instruments
that can have an effect on a financial instrument admitted to trading (option 5.2). This will
notably bring into scope all derivatives that could be used for manipulative purposes, and as
result will allow a much better and extensive monitoring of markets by regulators. Aligning
the transaction reporting requirements under MiFID with those under EMIR allows for the
majority of the associated costs of this extension to be avoided, and for the additional
reporting costs and additional number of reporting firms to be reduced. The other extension
that is favoured because of better cost/benefits outcome is the requirements for market
operators to store data in a harmonised way (option 5.4). As part of the information stored, the
unique identification of the trader or algorithm that has initiated the order will facilitate and
improve market surveillance in a highly automated environment. Respondents largely support
these proposals, but many signal that position reporting in lieu of transaction reporting for
commodity derivatives is more appropriate. Reporting on transactions and reporting on
positions have different goals and are not mutually exclusive. Reporting on transactions allow
regulators to monitor for market abuse while reporting on position also allows for monitoring
on market abuse as weil detection of systemic risks by monitoring the building up of
excessive positions in regards to the financial capacity of the person taking them. We believe
there is a need to be as comprehensive as possible in terms of information provided to
regulators. In parallel we acknowledge there is a need to streamline reporting requirements in
order to avoid double reporting and undue costs on market participants. This is why we
propose to leverage the existence of trade repositories for derivatives to the extent possible
(see option 5.5 below).

The extension in scope of transaction reporting is estimated to generate incremental one off
costs ranging from €65.4 to €84.1million and yearly ongoing costs from €1.6 to €3.0 million.
The bulk of these costs relates to the extension to OTC instruments and commodity
derivatives. Member States that already collect OTC derivatives transactional data (UK,
Ireland, Austria and Spain) would be of course less impacted. Anyway these costs would not
materialise if reporting requirements under MiFID and EMIR are harmonised. As storage of
orders is already standard practice to a certain extent, the incremental costs are not significant.
One of the main benefits of the extension of the transaction reporting regime would be to
enable regulators to effectively detect market abuse cases. But just as it is difficult to give a
precise estimate of the size of the problem of market abuse, it is hard to quantify the benefits
of more effectively tackling this problem.

Concerning reporting channels, option 5.5 aims at increasing the efficiency of reporting
channels by the set up of approved reporting mechanisms (ARMs). It should be noted that
transaction reporting is already being conducted through ARMs in the UK. In addition this
option envisages the possibility (option 5.5) but not the obligation (option 5.6) which would
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lead to too much data for regulators, for trade repositories under EMIR to be approved as
ARM. Respondents generally support streamlining reporting channels in this way, with many
commenting on the importance of synergising data flows under MiFID and EMIR.

Taken together, these preferred options would give rise to one-off aggregated costs of €65 to
€84 million and yearly ongoing costs of €3 to €5 million. These incremental costs would be
more than compensated by the benefits in terms of market integrity (i.e. regulators would
have all the necessary information to detect abusive practices across all types of instruments)

6.6, Improve transparency and oversight of commodities markets

Comparison of options (the preferred options are highlighted in bold and underlined in grey ):

6 Improve transparency and oversight of commoditles markets
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develop a lighter regime
The options to improve transparency and oversight of commodity derivatives markets can be

grouped in three categories.

The first group of options (options 6.2. and 6.3) aims at addressing the issue of the increasing
inflow of financial investments in these markets. Qur preferred option is to increase
transparency towards both regulators and the public by introducing a position reporting by
categories of traders. This should enable regulators to better assess the impact of these
financial investments on the price formation mechanism and the related price volatility.
Banning non hedging transactions would imply banning financial investments which could
dry up liquidity and significantly undermine the ability of commercial users and producers of
commodities to hedge their risks, and is therefore not preferred. Overall, respondents are
broadly in favour of a position reporting system similar to the one in the US. Many note
however that any classification is partly subjective and can be misleading. However market
participants have increasingly called for increased transparency which has led to market
initiatives”” in that field inspired by the US commitment of traders report distinguishing
between open positions held by financial and non financial entities. Although this distinction
is not watertight, this would significantly improve the situation compared to the status quo,
especially in an environment of high volatility of prices and the misunderstanding of the role
played by speculation in these markets.

The introduction of position reporting by categories of traders would entail costs for both the
trading venues and the market participants which overall are estimated at between €0.8 and
€1.0 million for one-off costs and between €3.3 and €3.8 million as yearly ongoing costs.

The second group of options relate to the exemptions granted to commodities firms (options
6.4 and 6.5). Narrowing these exemptions will ensure a level playing field between financial
and non financial firms providing investment services in commodity derivatives. In addition
we want to enhance investor protection by ensuring that clients of these commercial
companies are benefiting from MiIFID conduct of business rules when receiving investment
services. A complete deletion of these exemptions would be disproportionate compared to the
risks posed by these commodity firms to the financial system as a whole and would
undermine their ability to trade on own account for hedging purposes. It should be noted that
the capital requirements these firms should be subject to will be dealt with as part of the
forthcoming review of the existing exemptions for commodity firms under the Capital
Requirements Directive (CRD).'" Broadly, most respondents agree with the proposal to
reduce the scope of the exemptions. However, significant opposition is noted among the
corporate end-users, most notably energy companies, who are wary of the cost of setting up
their operations to comply with MiFID and, more critically, possible capital requirements
incumbent upon MiFID firms, and clearing requirements emanating from the Commission
proposal on mandatory central clearing for financial firms — also originating in G20
agreements. However, the application of capital requirements does not automatically follow
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from being caught by MIiFID — there is an exemption in the Capital Requirements Directive
due to be reviewed before end-2014. Our consultation paper was not sufficiently clear in that
regard, namely that the debate about the MIFID exemptions (i.e. application of MIiFID
organizational requirement and conduct of business rules) should be clearly distinguished
from the debate around the CRD ones (i.e. level of capital requirements needed). The current
work under MiFID does not prejudge about the outcome of the CRD exemptions for which all
options will be analysed in due course. Second, central clearing is already widespread in
energy markets and leads to cost-benefits in terms of netting and lower counterparty risk.

Our preferred option in that field goes one step further than CESR's earlier advice on
commodities business dated October 2008'"' by proposing to delete the exemption for
commodity specialist firms. The case for this exemption is no longer valid in light of the
lessons learned from the financial crisis and the G20 clear commitment to ensure appropriate
regulatory coverage of all main participants in financial markets and commodity derivatives
markets in particular.'”

Regarding the review of the exemptions, the number of firms that could be impacted and the
related costs is very difficult to assess as these firms are not known to regulators because they
are usually not required to be authorised. However as a rule of thumb the number of firms
being impacted should be limited as most of the commercial companies (e.g. big energy
companies) having significant trading activities have already set up a MIFID authorised
subsidiary. In addition most of the MiFID exempt firms active in the energy markets and
located in the UK — which is together with France hosting the main European commodity
derivatives exchanges — have to be authorised and are already subject to a national regulatory
regime.

The third group of options looks at how best to improve the oversight and integrity of the
secondary spot carbon market (options 6.6 and 6.7). Developing a tailor-made regime would
probably offer more flexibility to adapt to the specificities of the spot carbon trade. At the
same time, that flexibility would be limited by the need to conform to the overall approach to
market regulation set out in the MiFID and applicable to the other segments of the carbon
market. Hence our preferred option is to extend the application of MiFID to secondary spot
trading of emission allowances. Such an extension would ensure appropriate regulation and
oversight of the spot market, while allowing compliance buyers to trade on own account and
hedge their risks by using the existing MiFID exemptions. In addition, it would ensure
consistency in the regulalory framework between the physical markets and the derivatives
markets, as the latter are already covered by the MIiFID. It would also ensure consistency
between the primary market and the secondary market, as the Auctioning regulation adopted
by the Commission in July 2010 provides an extension of the relevant provisions of MiFID
and MAD in the national legislation of Member States hosting an auction platform. Qverall,
there was limited support at this stage for extending the scope of MiIFID to emission
allowances among respondents. While many noted that some of the problems witnessed in
emission allowances markets could thus be overcome, most urged further study in view of the
possible implications for smaller firms. First, it is worth to recall that derivatives on emission
allowances are already covered under MiFID and emission allowances per se may trade
similarly to financial instruments. Second, the rather negative feedback from stakeholders on
the proposed extension of MiFID is probably due to the lack of knowledge by most users of
these allowances (i.e. compliance buyers), of the MiFID provisions and the other financial
markets legislation that cross reference to MiFID. We acknowledge that our consultation
paper might have provided more insight in that respect. Compliance buyers and sellers
dealing on own account in emission allowances will be exempt from MIFID if this activity is
ancillary to their main business and they are not part of a financial group. As mentioned
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above, the status of the CRD exemptions will be part of a separate review. The spill over
effects of an extension of MiFID to the carbon market in terms of other financial markets
legislation (e.g. Prospectus Directive (2003/71/EC), Listings Directive (2001/34/EC),
Transparency Directive (2004/109/EC), etc.) should be rather limited as these legislations will
in most cases not apply or an exemption will be provided if needed.

The extension of MiFID to the secondary spot trading of emission allowances would give rise
to aggregated one-off costs of € 1.5-€1.8 million, with yearly ongoing costs of €390,000-
€480,000 for smaller regional carbon exchanges (i.c. the major carbon exchanges are already
authorised as regulated markets). The costs impact on compliance buyers and non-financial
market intermediaries (i.e. non-MiFID firms) is difficult to assess at this stage as the number
of entities that would be impacted is not known.

Together, this package of options would improve the functioning of commodity derivatives
markets by reinforcing transparency and applying similar rules to financial and non financial
entities carrying out similar activities. However the costs triggered by these options are
marginal (i.e. one-off aggregated costs of €2 to €3 million and yearly ongoing costs of €4
miilion)

6.7. Broaden the scope of regulation on products, services and providers under the
directive when needed

Comparison of options (the preferred options are highlighted in bold and underlined in grey ):
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7.5 Apply MIFID conduct of
business rules and conflict of
interest rules to insurance
praducts

(+) level playing field
between products but
possible need to adapt
certain requirements to
specificities

(+) better
understanding of rules
from investors {though
different rules would

(++) increased investor
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{-) possible more
fragmented regulatory
framework for the
insurance industry as
MiFID rules unlikely to
apply to non investment
insurance products

(+) compliance costs for entities not
covered under MiFID {e.g.
insurance companies) but which
should be compensated by
increasetd and more consistent
investors protection

continue applying to
insurance products
which are not Prips)
{--) compliance costs
{especially for entities
currently not covered
under MiFID)

The first preferred option (7.2) consists in introducing principles for national regimes that
regulates in certain countries certain investment advisors under the exemptions granted by
article 3 of MiFID. Most of the 16 Member States that make use of this exemption already
have in place to a certain degree a national regime very similar to the MiFID provisions.
Germany is the Member State with the highest number of exempt service providers. The
requirement for these national regimes to have analogous conflicts of interest and conduct of
business rules (suitability, information and reporting requirements) as the ones for MiFID
authorised entities would ensure a comparable protection of clients receiving investment
advice irrespective of the entities providing it. This would increase investor protection without
imposing undue costs on the beneficiaries of these exemptions as a deletion of the optional
exemptions would do (option 7.3). The other favourite option is to extend some of the MiFID
rules to structured deposits (option 7.4) but not to insurance products (option 7.5) in order to
provide to the investors a more consistent and protective legal framework. Member States
with the highest investments in retail structured products are ltaly, Germany, Spain, Belgium,
and France. There is very significant support among respondents for both of the preferred
options.

We expect the introduction of principles for the national regimes applying to firms operating
under the Article 3 exemption to imply a one-off cost across all of the affected service
providers of €15-30 million. An extension of MiFID rules to the sale of such deposits would
imply an estimated one-off impact of €31-€44m with ongoing costs of €9-€15m on a yearly
basis. Taken together the preferred options would give rise to one-off aggregated costs of €46
to €74 million and yearly ongoing costs of €9 to €15 million.

6.8. Strengthen rules of business conduct for investment firms

Comparison of options (the preferred options are highlighted in bold and underlined in grey):

'8 Strengthen rules of business conduct for investment firms

Policy option Impact on stakeholders Effectivenass Efficiency

8.1 Na action 0 ] 0

Execution only services and invesfment advice

52




by‘,narrowingxhe ist of 7 n b

- lpossible and strengthahiiié» .
provisions. on !nvasﬂneni ‘advi

ardades -
T

"8.24 Remforceinvostorprotection 15

elients and products by >

i’{-ﬁi) beﬁer knowledge ofih

frms angbEnsr .
assessmen%f ‘clients! :
sprofles  -iiriii i
m‘ric;mpham::e cosl s fo

tiwéskivent firms

2
a
3.
b2
L

»
®
=]
&
b
¥
4

-proléclion .

5
s P
bE D
4
¥

(+) Inéréased clarity:in ;

:‘“ clag ﬁcahon of non-campte*;;

of'

LR

(++‘) Ehcfeased |n§resior

PRt

) comﬁhance COSTS !or

> firms compensated b;i A

*:mprovemm of quai
‘sBfvice pravided to - f'* i
cnenla"é’f giobal level,”

8. 3 Abolmon ofthe executlon only
regime

{+) simplification of
framework by eliminating
distinction complex/non-
complex instruments

(+) improved treatment
for clients with low level
of knowledge and
experience

(--) opportunity costs for
investment firms
(especially those only
providing execution only
senvices)

(-) possible additional
costs for clients with
good knowledge and
experience

(++) increased mvestor
protection

(--) compnance and
opportunity costs for
investment firms not
compensated by benefits
{especially those only
providing execution only
Services)

(-} possible additional
opporunity costs for
clients not compensated
by benefit in the case of
clients with good
knowledge and
experience

Customers’ classification

act hohastly, tairly and
- professionally to eligible- 1 "=
: countarparnes resulting in their :

clients‘and excliidée.
_municipalities and focal public
-authorities from st of eligible’: |

chients ’i)er se .

Lammawee -

8.4 Apply. general principles to I
applidafion to ali catagories’ﬁfo”; :

conjnterpamos and profess!onalu

f andgingzble

(iﬁ Er}cfeaseci protecﬂon* s {#).safer acc:ess io

orwpubhc entifies. . 1‘3nveslment “services for T
recemng’ Invéstmenl rnumcnpal!tiés and local public
| SEIViCES  ananiiic .* |rentities (e leaving:2:::

- {(+)iclear provisior ,of. nnnnn 3 bossibility taiask classification:

genéi‘ét principles in the “j *‘h“ r

tequest) i

pl'O\f!SiOﬂ of semces 1o

{-)-midrginal additiona}

«compliance costs foi

( BT fiythoseu

BT P

couiteiparties)

:and corré&iriess in provision
-0 services among e@’?ﬁies’ i
Invéstraent firms: - : ‘.::céumerpaﬁj

5 professional client un

{+) mcreabé‘d brofessvonahsm

<Gt S ‘beneﬁlsforcliéht“”
. .1.because of incréased -~ 1% :
-1 by ;ﬁaraaigmprovement ’ ?aueﬂQom to the quallty of "
,as the diversityof ehglbfea vices provided fo them

EEEE L ERER

oounterpameswll remaii;:

SebRER
(iiii

{hepats for cerlain

" safer Semoesﬂprowded to b
“{*thie'gntire category ix

:(+) possible add'leonai Vil

municipalities receiving -

Iargeiy compeﬁﬁated by

(+3*¢c§mpllan wost for

8.5 Reshape customers
classification by introducing new
sub categories

(--ycompliance costs for
investment firms to
reshape the internal
systems for client
classification and to re-
classify their existing
clients

(+) possible benefits for
cerlain clients

(-) additional costs for
clients

(+} increased prolechon for
limited categories of clients
{-) difficulty in implementing
sub division in each
categories

{(--) compliance costs for
investment firms to
reshape the internal
systems for client
classification and to re-
classify their existing
clients not compensated
by benefits for all clients
(-) additional costs for
clients with little benefits
as they are already able
to ask for a different
classification under the
cumrent regime

Complex products and inducements

53



8.6 Reinforce information

obligations wha providing
:investinent services in complex

. products . and strengthen gedodic
“reportiagobligations for dnﬁerent
r,atogpria; ofl products, Including’
when® eligibie caunterpartlas are
involvel::::

Q’y&xax‘&&hhh:‘
SE MMM ALY -

H&Q@!ﬁ’i@ hice costs for

m\ﬂa-simerlt‘fz S

{+4), beneﬁts foriclients
" redeivinl ridré pracise

st

{++}iIncreagsed-awareness of
diffierent tategodios of clients
about tHié’ cﬁaracierlstlcs and

{++) overall 1mprovernent in
.ihe qqalyty of mformaﬂon on

“far mvestors i costs passed . .} . .

BHASHEAEL

(+4) compliance costs for
Investiriénl fifns -
compansated by betier
krowledge: af products by
firms anﬁ:qﬂents and
Jationship

. 8.7 Ban inducements.in the case
of investrhant advidé provlded on

-} oomﬁlléﬁce costs for
mves{mentﬁ 1§

{+) possibility. for firms, in
- the case of advice, to

diversify ihe! se?vfce they
i : offer to clients’ .

I Investors thialima

T (-‘l-é}:ncreasedqualaryofyé

o *senﬂoeandclarltyto :
g tlients:
B I T T T

mngval ohc
sntuahons ofmnmctz of
' interests’ fdr’ themost
sensnwe serwcew w
() mc:eased d]rect costs for
’?‘ha véto

i imreased mvestor

| (++) compliance costs for
investméntfirhis
COmPAASAIE by benefits
for investors:in terms of
higher quamif éérirlces

8.8 Ban inducements for all
investment services

(-—) compliance costs for
investment firms

(-) reduced ¢hoice and
increased costs for
clients

(— broad appllcatnon of the
ban without any distinction
between services would be
disproportionate and could
greatly damage the business
model of many investment
firms

(- ) costs for frms and

clients not adequately
compensated by benefils

Best execution

89 Requ!‘re trading venues to -

publisk infoomation on executlon‘

quality aid-improve information !
providad By Finns on best
execution iagiii’ -

Ceieen

(+‘) igfaved: ability of
firms io:elect frading
Joventiggivo.

T ¢+ bgtiet edécution (and
t betterinfo mation} for
elientgiiirniiis

e defivering best executlon o
fie

Ty improvements -+ -

{4} lmprovement in the ability ;|
of supervisors to montor

finmig o ‘;’:ir‘a"n‘ee’ with best
exec:stion,:::;: ‘s

(++) cornphance sts’for

8.10 Review the best execution
framework by considering price as
the only factor {0 comply with best
execution obligations

(+) increased clarity for
investors

{-) uncertainlies to
market participants on
the impact of factors
other than price on best
execution

{--} compliance costs for
firms

(-) addiiional compiexity if
best execution is extended
(-} focus on price would not
systematically lead to better
execution than the cumrent
system because of the
importance of other faclors
{costs, market impact,
likelihood) in the choice of
execution venues.

(-} costs nol
compensated by clear
and univocal benefits

The strengthening of business conduct for investment firms is tackled from different angles.
The first favourite option is to review the list of products for which execution only services
are possible and reinforce conduct of business rules for the provision of investment advice
(option 8.2). This will reinforce the protection of investors while preserving their freedom to
use execution only services which was not the case in option 8.3. The second favoured option
is to improve the rules of engagement for eligible counterpartiecs by applying general
principles of acting honestly as well as adapting slightly (without reshaping them as suggested
in option 8.5) the customers' classification set in MiFID (option 8.4). Overall, there is broad
support for narrowing the list of non-complex instruments, but with many cautioning against
any negative implications for the UCITS brand. There is also broad support for option 8.4.
Views are morc mixed on the merits of strengthening provisions and requirements around

investment advice.

The costs resulting from a reduction of the scope of non-complex products that can be
distributed via execution-only services should be marginal. The overall compliance costs
resulting from a strengthening conduct of business rules for the provision of investment
advice for investment advisers would amount to an estimated one-off cost of between €5.6
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million and €12.5 million, and ongoing estimated costs of between €134 million and €279
million.

We expected ongoing costs of €16 million resulting from the clarification of the rules of
engagement with eligible counterparties. We do not expect significant costs from excluding
municipalities from being classified as eligible counterparties or professional clients per se as
such a change has already been effected — at least to an extent — in a number of Member
States.

Two other favourite options look at reinforcing the protection of investors when dealing with
complex products (option 8.6) with the requirements for additional information or when
offered investment advice on an independent basis or portfolio management (option 8.7) with
the ban of inducements. A total ban of all inducements has nevertheless been disregarded
because of its excessive costs and potential impact on investment firms. Stakeholder views are
divided with some agreeing with the need for more timely and stringent reporting in relation
to complex products, while others consider this would overload clients with information.
Views are also divided on restricting inducements as per above, with more support however in
the case of portfolio management.

The proposal to clarify the concept of independent advice takes into account evolutions at
national level (e.g. United Kingdom) although is not directly dealt with in CESR advice.
Netherlands has also indicated that it is considering a prohibition of inducements for
investment advice. The proposal tightens the existing rules while at the same time leaving
freedom of choice for investment firms and clients as to the service they wish to provide or
receive.

Regarding the additional information propesed for clients in relation to complex products, we
would expect the overall one-off costs to be between €83.2-145.9 million and yearly ongoing
costs between €11.6-36.6 million. In the case of the banning of inducements when providing
investment advice on an independent basis, we estimate the costs for firms as being about
€41m one-off and being about €24-28m ongoing. With respect to a ban on inducements for
portfolio managers we expect overall one-off cost implications of about €131 million, and on-
going costs of €3.7m. The key benefit in terms of investor protection would be that the
inherent conflicts of interests that exist today would be removed, with the consequence that
portfolio managers and independent advisors would align more their decisions with the
interests of their clients. The structure of the market would move to a certain extent from a
commission-based towards a fee-based model (i.e. it should be noted that in the case of non-
independent advice inducements would still be allowed).

Another favourite option consists in requiring trading venues to publish information about
execution quality and investment firm to improve information on execution venues they use
and best execution (option 8.9). This option will also lead to more precise execution policies
to be disclosed by investment firms to their clients. Many stakeholders say that sufficient
information already exists in this respect, but broad support is expressed by Member States
and buy-side firms.

The requirement for trading venues to publish information about execution quality is expected
to trigger one-off costs of €18m and on-going costs of €6m. This would reinforce the benefits
in terms of best execution that are expected from the introduction of a consolidated tape (see
par. 6.3. above).
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Taken together these preferred options will strongly enhance investor protection mainly by
reinforcing information requirements, by better protecting less knowledgeable investors, and
by removing inherent conflict of interests (i.e. banning of inducements for independent
investment advice and portfolio management). Taken together the preferred options would
give rise to one-off aggregated costs of €281 to €351 million and yearly ongoing costs of
€196 to €369 million. Although we acknowledge these costs are significant we believe these
options strike the right balance between costs and benefits as we have limited the information
requirements and the prohibition of inducements to certain complex products and investment
services. The need to reinforce investor protection, by among other removing inherent
conflicts of interests, is so urgent and evident that national initiatives have already been taken
(e.g. UK retail Distribution review which foresees to ban the payment of third party
commissions not only for independent advice as targeted here, but also for all types of

investment advice).

6.9. Strengthen rules of organisational requirements for investment firms

Comparison of options (the preferred options are highlighted in bold and underlined in grey):

9 Strengthen organisational requirements for investment firms
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In order to reinforce the rules over organisational requirements for investment firms, three
policy options have been retained.

The first one aims at strengthening corporate governance by increasing the role of directors in
a number of processes, with an additional focus on the handling of clients' complaints (option
9.2). The second one is to require specific organisational requirements and procedures for the
provision of portfolio management services and underwriting services (option 9.4) while the
third one is to sel up a common regime for telephone and electronic recording while
preserving a certain margin of discretion for Member States (option 9.6). About 15 Member
States have already a recording requirement which is incorporated in national legislation or
rules. The selected options should ensure an appropriate reinforcement of the organisation of
investment firms in some key areas for investors protection and market integrity (options 9.2
and 9.4) while contributing to a more coherent framework in Europe (option 9.6) without
excessive costs (option 9.3 which considers the introduction of a new internal function for
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handling of clients' complaints) or rigidity {option 9.5 for a fully harmonised regime for
telephone and electronic recording). Respondents generally support provisions on stronger
governance and internal reporting requirements, but are more reserved on specific
requirements for portfolio management and underwriting services. There is broad support for
a minimum taping regime involving telephone and electronic communications which must in
any case respect fundamental rights, particularly the rights to private life and protection of
personal data.

Strengthening the role of the directors in the functioning of the internal control functions is
likely to lead overall to an incremental on-going cost for firms of €24-36m across the EU.
Requiring specific organizational requirements would lead to a one-off cost of €2.8-4.2
million in the case of portfolio management, and to one-off costs of €11-€26 million as well
as ongoing costs of about €0.25 million in the case of underwriting. In relation to the
introduction of a harmonised requirement for recording client orders we have estimated the
range of incremental aggregated one-off costs to be €41.7-99.2 million and ongoing costs to
be €45.2-101.2 million for the whole of the EU. Taken together the preferred options would
give rise to one-off aggregated costs of €61 to €134 million and yearly ongoing costs of €69
to €133 million.

7. THE PREFERRED POLICY OPTIONS AND INSTRUMENT
7.1. The preferred policy options

Based on the analysis of the impacts above, the preferred options to achieve the objectives set
out in this impact assessment have been identified in the tables above. An overview is
included in Annex 4,

Overall, the preferred policy options will lead to considerable improvement in the confidence
of investors and derivative markets users, large reduction in systemic risks and substantial
improvement in market efficiency. First, the improved transparency rules on equities and the
new transparency rules on bonds and derivatives combined with the new reporting obligations
and systems will greatly increase the level of transparency of financial markets, including
commodities markets, towards regulators and market participants. Coupled with new powers
for regulators, this should resuft in more orderly functioning of financial markets across the
board. Second, the new obligations imposed on investment firms in terms of organisation,
process and risk controls will strongly reinforce investor protection and therefore raise
investor confidence. Third, the new trading framework and obligations imposed on some
market participants will at the same time decrease systemic risk and lead to more efficient
markets.

7.2.  The choice of instruments to ensure an efficicnt revision of MiFID
7.2.1.  Non-legislative cooperation berween Member States with guidelines by ESMA

A potential option to achieve the objectives set out in this report could be to extensively
utilise cooperation between national regulators through ESMA. Under the current MiFID
framework national regulators are already required to cooperate, for example in respect of the
supervision of branches of investment firms where supervisory competences are split between
the home- and the host-Member State regulator, and to exchange information. Such
cooperation could be further intensified and facilitated by guidelines commissioned by ESMA
in order to achieve a greater degree of supervisory convergence when applying rules in
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practice. A case in point could be the regulatory response to the relatively new developments
in automated and high-frequency trading where common guidelines in how to deal with that
phenomenon in supervisory daily practice could be designed.

However, the disadvantage of this approach is that it would be based on cooperation of
regulators, devising guidelines that are non-binding to market participants within the limited
room for manoeuvre the existing legal framework permits. Cooperation can only go so far as
is allowed by the law and cannot be a substitute for specific, binding legal rules designed to
address new developments in the markets which the current legislation does not cover or to
extend the existing framework to additional areas which are currently insufficiently regulated.
Therefore, legal provisions are needed to accomplish the desired improvements in market
transparency, market structure and investor protection. This instrument does not represent a
viable solution for accomplishing the goals described in this impact assessment.

7.2.2. The right legal instrument to amend the MiFID

Having rejected the option of proceeding by non-legislative cooperation, this leaves the option
of trying to achieve the objectives described in this impact assessment by a legal instrument.
This would ensure the implementation and application of targeted amendments, additions and
extensions envisaged for the scope of MiFID in all Member States. The improvements in
relation to market transparency and structure and investor protection would be achieved in the
entirety of the European markets, potential regulatory arbitrage could be minimised and
especially firms operating on a cross border basis could benefit from economies of scale being
assured that the same legal framework is applied wherever they operate within the EU. The
suitable legal instrument for attaining the goals described in this impact assessment would be
a combination of a Dircctive and a Regulation. Choice between these is made on the basis of a
case-specific analysis.

The high level group on Financial Supervision recommended that {uture legislation should be
avoided that permits inconsistent implementation and application of rules'®. This
recommendation does point to an increased use of regulations as a legal instrument where by
design there can be no inconsistencies in implementation due to deviations in national
transposition processes and where manifest differences in application can be kept to a
minimum by devising a stringent set of rules directly on the European level. In addition, a
Regulation could avoid diverging national rules being created in the transposition processes
and would ensure best a harmonised set of core rules applicable in the EU. Specifically for the
subject matters covered by MiFID three areas can be distinguished where the choice of legal
instrument can be assessed separately.

A Regulation might be the best way to ensure full harmonisation of national supervisory
powers and to further enhance these powers. In addition a Regulation is necessary to grant
specific direct competences to ESMA in the areas of setting position limits and banning of
investment products, as well as in the area of coordination of national supervisory powers.

Concerning other areas, a regulation could be appropriate for the subjects of trade-
transparency and transaction reporting where the application of the rules often depends on
numeric thresholds (eg for determining when a deferred publication of a trade large in scale is
permitted) and specific identification codes {populating the automated and machine-readable
transaction reports supervisors need to investigate potential cases of market abuse). Here any
deviation on the national level would inevitably lead to market distortions and regulatory
arbitrage, preventing the development of a level playing field. The current MiFID framework
has already acknowledged these considerations and dealt with them adequately. While the
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framework directive does entail the general rules, a Level 2 regulation'™ conclusively
regulates the technical dctails on trade-transparency and transaction reporting. Practical
shortcomings of this regulatory structure have not been encountered yet, but in the spirit to
use as much as possible a Regulation as the legal instrument to take advantage of all the
benefits it could bring, it might be appropriate to introduce these requirements in a
Regulation. This may require the change of the legal basis. The same approach could be
utilised when extending the rules in these areas, for example, to non-equity products.

Concerning investor protection guaranteeing a level-playing field by using a Regulation as the
tegal instrument might appear to be an attractive option.

Especially for retail investors across the EU a uniform set of rules may promote the use of
cross-border providers or the investment in financial products from other Member States.
However one has to bear in mind that national retail markets for financial instruments across
the EU still differ with certain instruments and services being more popular in some Member
States than others. Therefore, in the specific case of MiFID, flexibility for Member States to
add specific rules tailored for their markets adds to a high standard of protection for retail
investors. A directive is the right legal instrument for granting such flexibility. A one size fits
all approach would not be suitable to adequately reflect the diversity of European markets.
This would increase compliance costs for investment firms while not bringing any benefit in
terms of investor protection.

Another case in point is the proposal to exclude municipalities and local public authorities
from the list of eligible counterparties to better protect them as investors. The terms
municipalities and local public authorities are deliberately broadly framed as the structures of
local governments are very different in the Member States. Therefore, it appears valid to leave
it to Member States to determine which institutions on the local level should precisely be
captured by the terms municipalities and local public authorities. The directive again does
seem to be the more suitable instrument to ensure that the ensuing provisions are
appropriately designed to fit in with the national structures and to work seamlessly in practice.

Shortcomings of MiFID cannot be linked to the current legal structure and a lack of direct
applicability of the rules, but rather to technical developments, gaps and limitations in scope
that need to be addressed.

The current MiFID set-up (framework directive and two implementing measures, one of them
being a regulation for technical aspects) has worked reasonably well in supervisory practice
and should even improve due to stronger ESMA coordination. A restructuring of this
framework by devising regulations on all levels would trigger substantial adaptation costs for
public authorities and market participants alike only three and a half years after transposition
(November 2007) of the original MiFID.

While financial markets are increasingly international in design and outlook national
specificitics remain, e.g. in relation to market models used or, in particular, in the ways retail
investors access the financial markets (for example, instruments preferred by retail investors
differ between Member States as well using independent advisers or high-street banks as the
prime gateway to invest). For regulators to be able to appropriately take into account such
national specificities it is still a valid point within the wide-ranging MiFID field to grant
Member States a certain degree of flexibility for which the directive is the more suitable tool.

In conclusion, the Commission services consider that a Regulation should be devised dealing
with competences of ESMA, as well as in the area of coordination of national supervisory
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powers and possibly further enhancement of national powers. A regulation might also be
appropriate for the subjects of trade transparency and transaction reporting. It should be noted
that a different legal basis (Article 114 TFEU) than the existing one (Article 53 TFEU) should
be used as the latter only allows for the issue of directives. A directive rather than a regulation
is deemed to be the most appropriate instrument for establishing the amended framework
dealing with the substantive matters of markets in financial instruments. This outcome is
consistent with the choices made for other European legal instruments in the field of
regulating financial markets and services.

7.3. Impact on retail investors and SMEs

In this regard, the strengthening of the provisions on conduct of business rules (i.e. on
inducements, on complex and non-complex products, on information to be provided to clients
and the best execution rules, linked also to the enhancement of the quality of data), the
modification of some organisational requirements and the strengthening of supervisory
powers will be measures with a direct impact on the better protection of retail investors and
thus will improve and enlarge the access of these investors to financial markets. In addition,
the revision of MiFID will also have an impact in the protection of professional investors,
which will have additional safeguards concerning the way investment firms deal with their
investments (e.g. more transparency, stricter organisational rules, new clients classification).

With regard to SMEs, their protection will be enhanced when acting as investors. In addition,
through the revision of MiFID, by introducing an EU label for SME markets, their access to
capitals markets will be facilitated. By giving more visibility to SME markets and thus more
liquidity to their assets, more investors will be attracted to these markets. The fact that the
regime proposed will facilitate a network of SMEs markets within the EU gives even more
possibilities for SMEs to obtain financing via capital markets, as their assets will have the
possibility to be traded in all the markets belonging to the network.

7.4. Impact on third countries/ impact on EU competitiveness

Financial markets, including commodity derivatives markets, are global markets; therefore
any modification in the EU legislation will have an impact on third countries.

However, it is important to signal that several of the modifications proposed to the current
legal framework are steps taken in order to put into effect G20 commitments. In September
2009, the G20'® committed to tackle less regulated and more opaque parts of the financial
system, and improve the organisation, transparency and oversight of various market segments,
especially in those instruments traded mostly over the counter. In particular they agreed that
all standardised over-the counter ("'OTC') derivatives should be traded on exchanges or
electronic trading platforms where appropriate. During its Pittsburgh summit, the G20 also
agreed "to improve the regulation, functioning, and transparency of financial and commodity
markets to address excessive commodity price volatility."'® The G20 commitment was
reinforced in November 2010 by the summit statement in Seoul, which pledges to address
food market volatility and excessive fossil fuel price volatility.'® Therefore, the legal
framework of other important jurisdictions (i.e. USA, Japan) will also be medified in the
Same sense.

A comparison of the US regulatory reforms with the MiFID review is included in Annex 14.
Overall the US is making similar choices, albeit to suit its own market structure and
framework of laws and oversight. Competition between trading venues is welcomed. In
Dedd-Frank, information duties between firms and clients are being tweaked and
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transparency rules are being extended to new instruments. High frequency trading and dark
pools are both under study. At this stage, neither will be radically restricted but some possible
safeguards are being discussed. As a result, the EU and US are poised to make regulatory
adjustments to deal with common issues, although differences in approaches may be justified
according to the structure and needs of each respective market. By way of exception, EU-US
measures in relation to OTC derivatives need to go beyond broad parallelism and be nearly
identical. Unlike other instruments more closely tied to local issuers, investors, laws, and
infrastructures, trading in OTC derivatives can be uprooted more easily to another
jurisdiction. As a result, the EU and US need to adopt highly similar, viable and ambitious
regulatory frameworks for migrating trading in derivatives increasingly from OTC markets to
transparent, multilateral organised trading venues in line with the G20 commitment. Close
alignment is also required as regards regulatory improvements to commodity derivatives,
although the solutions cannot ignore differences in the structure and make-up of underlying
local markets.

However, the possibility of regulatory arbitrage exists with countries that are not part of the
G20 and therefore not bound by the commitments taken at that level. A close monitoring of
the evolution of the regulation in these countries will therefore be needed in order to ensure
that the EU competitiveness is not harmed.

Third countries will be positively impacted as the revision of MiFID will introduce a third
country regime to frame the access of third country firms to the EU markets. Nowadays their
access is fragmented, as each Member State decides whether to establish a third country
regime and how to do it. This third country regime will have a positive impact in the current
trend of the industry to creale mergers at international level, as it has recently been announced |
by important stock exchanges (see Annex 2.4.3), as the third country regime will require
establishing comprehensive memoranda of understanding between the EU regulators and third
country regulators to deal with the regulatory aspects in order to have the necessary tools to
better supervise third country firms/market operators. Full account should be taken of the
EU's international commitments, both in the WTO and in bilateral Agreements

7.5,  Social impact

Some of the proposals suggested will increase investor protection, reinforce the means of
regulators for controlling financial markets and financial operators, and make financial
markets more transparent and more secure. Therefore, there will be a direct benefit to all types
of market participants: investors, retail or institutional, as well as issuers. In particular, the
reclassification of some professional investors, such as municipalities and charities, as retail
investors will avoid that those investors accede the markets without the necessary level of
protection, as it has been evidenced during the financial crisis, where some of these actors had
invested in assets that were not at all suitable for them.

The proposals taken should lead to higher investor confidence and possibly greater
participation in financial markets. In addition, by contributing to reducing markets' disorder
and systemic risks, these options should improve the stability and reliability of financial
markets thereby making it easier for enterprises to raise capital to grow and create more jobs.

In addition, by requiring investment firms to disclose further information to investors and to
learn more about their investment criteria, the revision of MIFID might encourage
investments in specific types of business, such as social, environmental, ethical, etc.
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7.6, Impact on fundamental rights

An assessment was made of the policy options to ensure compliance with fundamental
rights'®®. As most of the options considered as part of this impact assessment do not interfere
in any way with any of the fundamental rights or reinforce the right to consumer protection
and/or the freedom to conduct business, we have focused our assessment on the options which
might limit these rights and freedoms. A detailed analysis for these relevant policy options
can be found in Annex 3. The proposal is in compliance with the charter as it will lead to
more effective and harmonised regimes for provision of investment services and activities in
financial instruments improving market integrity and compliance with MiFID rules. However
any limitation on the exercise of these rights and freedoms will be provided for by the law and
respect the essence of these rights and freedoms. To this end the policy options relating to
whistleblowing (as part of the option on administrative sanctions) and telephone and
electronic recording ensure that access to telephone and data records, access to private
premises, data on whistle blowing are subject to appropriate safeguards. These policy options
will contribute to market integrity by facilitating the detection of market abuse within the EU
as well as facilitating the monitoring of compliance with MiFID conduct of business rules.
The proposed sanctioning regime will ensure that similar breaches are sanctioned in similar
ways throughout the EU. unless differences can be objectively justified. This Impact
Assessment addresses problems relating to divergences and weaknesses of administrative
sanctions, It is without prejudice to the situation concerning criminal sanctions regimes in the
field of MiFID, which deserves further analysis. Following such analysis the Commission will
decide on policy actions to be taken in this regard, based on a full assessment of the relevant
impacts.

7.7.  Environmental impact

It does not appear that the preferred options identified will have any direct or indirect impacts
on environmental issues.

However, there are some positive indirect environmental issues, as thanks to a better oversight
of commodities markets, the current functioning of commodities markets could be improved,
which could contribute to a more stable environment for producers of physical commodities
which could improve overall allocation of resources and possibly better take into
consideration environmental constraints. Lastly, improving transparency and oversight of the
emission allowances market would contribute to a better functioning of the EU Emissions
Trading Scheme (ETS) which is a comerstone of the EU's policy to combat climate change.
The EU ETS is a cap and trade system aimed at cost effective and economically efficient
reductions of greenhouse gas emissions by creating a market in emission allowances and a
price signal that reflects the abatement costs, as well as the scarcity, of allowances and guides
decisions on abatement measures. An efficient allocation implies that emission allowances go
to those participants that have a marginal cost of reducing emissions above the market price.
Participants with lower marginal cost would choose instead to abate their emissions, e.g. by
production optimisation or investment in low carbon technology. The most important place
for price discovery is the secondary market, where trading takes place between many parties
throughout the day. Liquidity of the secondary market is crucial for the reliability of the price
signal. In this context, higher standards of integrity and transparency applicable to the spot
carbon markets will enhance investor confidence and contribute to securing sufficient
liquidity in that market.
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8. ESTIMATE OF IMPACT IN TERMS OF COMPLIANCE COSTS AND ADMINISTRATIVE
BURDEN

8.1. Estimated overall compliance costs

The estimates of compliance costs provided below are based on the study carried out by
Europe Economics. A more detailed breakdown of consolidated costs can be found in Annex
5. Further detailed analysis is also provided in this annex, including a detailed explanation of
all the underlying assumptions.

The MIFID review is estimated to impose one-off compliance costs of between €512 and
€732 millions and ongoing costs of between €312 and €586 million. This represents one-off
and ongoing costs impact of respectively 0.10% to 0.15% and 0.06% to 0.12% of total
operating spending of the EU banking sector'®. This is only a fraction of the costs imposed at
the time of the introduction of MiFID. The one-off cost impacts of the introduction of MiFID
were estimated as 0.56 per cent (retail and savings banks) and 0.68 per cent (investment
banks) of total operating spending. Recurring compliance costs were estimated at 0.11 per
cent (retail and savings banks) to 0.17 per cent (investment banks) of total operating
expenditure.'

Consolidated overview of compliance costs (€ millions) TOTAL INCREMENTAL COSTS
one-off on-going
low high low high

Market structures 10 N 9 21
New trading technologies ("automate trading”) 1 1 1 1
Pre and post-trade transparency and data consolidation ag 41 12 18
Reinforce regulatory powers g 13 10 20
Transparency to regulators 65 84 3 5
Commodity derivatives markets 2 3 4 4
Broaden the scope of regulation 46 74 9 15
Strengthening of conduct of business rules 281 351 196 369
Organizational requirements for invesiment firms 61 134 69 133
TOTAL MiFID REVIEW COSTS 512 732 32 586
Total operating costs of investment firms 500.000 500.000 500.000 500.000
Total MiFID review costs as a % of total operating costs 0,10% 0,15% 0,06% 0,12%

We have been cautious in assessing these costs taking conservative assumptions. For
example, the incremental one-off costs imposed upon investments firms relating to transaction
reporting of OTC derivatives (including commodity derivatives) would virtually disappear
when reporting requirements under MiFID and EMIR are fully harmonised, so that trade
repositories can be allowed to be approved as Approved Reporting Mechanism. This would
mean that the any additional costs due to MIFID in that regard would be eliminated, reducing
the total estimated compliance costs by €64 10 82 million.

8.2. Estimate of impact in terms of administrative burden

The administrative burden costs are part of the compliance costs presented above. We have
identified the compliance costs above which meet the definition of administrative burden and
for these compliance costs which are at the same time administrative costs have constructed
the Standard Costs Model ("SCM") estimates. The preferred options generating administrative
burden (i.e. the measuresgiving rise to information obligations) are as follows:

¢ Pre-and post-trade transparency (both equity and non-equity).
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* Reporting channels and Data consolidation
e Commodity derivatives — position reporting

e Transparency to regulators: transaction reporting, storage of orders and direct reporting to
ESMA

¢ Investor protection — the information obligations when offering investment services in
complex products and the enhanced information to be published by trading venues on

execution quality and the information given to clients by firms on best execution

» Further convergence of the regulatory framework — telephone and electronic recording of
client orders

* Supervisory powers — position oversight.

€ millions TOTAL ADMINISTRATIVE BURDEN COSTS
one-off on-going

low high low high
Pre- and post-trade transparency 7.5 11,2 9.3 131
Reporting channels and Data consoclidation 30,0 30,0 30 4.5
Reinforee regulatory powers: Position oversight & limits 8,2 12,9 9,5 20,3
Transparency to regulators 65,4 841 26 49
Commaodity derivatives: Position reporting by categories of traders 0.8 1,0 3.3 3.8
Infarmation on complex products 83,2 145,89 1.6 36,6
Trading venues - Execution quality 18,0 18,0 6.0 6,0
Harmonisation of the telephone and electronic recording regime 41,7 992 452 101,2
Total administrative burden 2548 402,3 90,5 190,4
9, ESTIMATE OF IMPACT IN TERMS OF INDIRECT ECONOMIC EFFECT

We try to assess in this section the impact in terms of indirect economic effects of our
preferred options. We focus on the areas for which some information is available.

9.1. Trading of clearing eligible and sufficiently liquid derivatives on organised
trading platforms

Trading derivatives on exchanges, MTFs or electronic platforms should result in operational
efficiencies for traders (both buy- and sell-side), reduce the occurrence of front and back
office errors and provide a clear and easily accessed audit trail. The increased transparency on
such platforms, as well increased competition between dealers, is also likely to reduce the bid-
ask spreads in the relevant markets provided that liquidity is not reduced. This reduction in
spreads which will represent an opportunity cost to dealers of trading on a platform rather
than purely over the counter, can be considered as a positive effect for the wider market. In
addition, even for dealers, the opportunity costs could be largely offset by the significant
increase in volume (i.e. when a product is traded on a platform the level of standardisation
increases, trading volumes increase, trading costs decrease and liquidity increases) as well as
increasing ease of trades.''' Please refer to Annex 8 for more detailed analysis.
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9.2. Extension of the trade transparency regime for equities to shares traded only on
MTFs or other organised trading facilitics

The experience of the UK Alternative Investment Market (AIM), a junior market regulated as
a MTF and part of the London Stock Exchange Group (LSE), indicates a 16% reduction in
spreads with the advent of MiFID transparency regime for shares. AIM was indeed one of the
primary MTFs, such as First North, which complied with the MiFID transparency regime in
the same way as the main market they belong to. Hence the impact of MiFID on the AIM
should be similar to the impact that would be observed in other primary market MTFs if the
more detailed transparency regime for shares admitted to trading on a regulated market were
to be applied.

9.3. Trade transparency in non-equity markets

Concerning wholly new pre- and post-trade transparency requirements for non-equities, it is
not possible to make a complete assessment of the possible economic impact - notably in
terms of liquidity in these markets - at this stage, as these will largely depend on the detailed
requirements in terms of delays and content by type of instrument and venue to be developed
in implementing legislation. However, some presumptive assessments can be made.

Overall, the indirect benefits of improving pre-trade data flows in non-equity markets in terms
of more efficient price formation, increased competition among dealers and greater certainty
for investors in contrast to the present context of available data across non-equity products is
difficult to judge.

Increased post-trade transparency may have benefits of reducing transaction costs (in the form
of bid/offer spreads), as informational advantages of large market makers would be reduced
and investors would be able to negotiate better trading terms.

We have tried to assess what the potential benefits of post-trade transparency could be by first
looking at the US experiment (the Trade Reporting and Compliance Engine (TRACE)
system) and second by analysing available data of exchange traded and OTC bonds.

Regarding the US experiment, TRACE was fully phased in by January 2006, and offers real-
time, public dissemination of transaction and price data for all publicly traded corporate bond.
Please refer to Annex 18 for a detailed analysis of the TRACE initiative. Unfortunately
mapping the impacts of TRACE on the US market to the EU market is not something that can
be done easily, if at all. There are important differences between the two markets, such as
greater competition between dealers and historically tighter bid-ask spreads in the EU market.
Trading activity is more highly concentrated in US markets, with a handful of banks or
dealers controlling the majority of the trading and syndication. Nonetheless a number of
interesting lessons could be drawn:

s The main three studies''? examining the impacts of TRACE find that TRACE significantly
reduced transaction costs (spreads). As customers originally (in the opaque market) had to
pay a search cost to find out quote prices from different dealers, increasing transparency
had increased their ability to accurately evaluate the costs they pay and as a result reduced
transactions costs and improved liquidity. The impact on the liquidity in its broader sense
such as market depth, trade volume, and the ease of transacting is less clear cut and still
open to debate.
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¢ Evidence from TRACE has shown that TRACE has directly benefitted investors and
traders by increasing the precision of corporate bond valuation and consequently
decreasing the bond price dispersion. Research indicated that at the individual bond level,
regardless of rating or issue size, valuation of bonds positions across a fund became much
tighter once TRACE was implemented. As a result, another potential indirect benefit of
post-trade transparency is higher quality and reliable information for valuation purposes.

Second Europe Economics carried out analysis of available bond data. It is important to bear
in mind that the vast majority of corporate and government bonds are traded over the counter

(estimated at 89 per cent of all trades)’ .

The first set of data relates to corporate bonds traded on exchanges. The analysis of these data
suggests that increasing post-trade transparency for bonds traded on exchanges and regulated
markets will have a positive impact in terms of reducing bid/offer spreads. Comparisons
between countries that currently have post-trade transparency on exchanges (such as Italy and
Denmark) with those that don’t shows the spreads in the former group decreased on average
by eight basis points after the introduction of post-trade transparency. The potential benefit of
extending transparency to other Member States that do not currently have post-trade
transparency for bonds is estimated to be approximately €8 million a year based on trading
volumes taking place on exchanges.

The second set of data relates to a subset of OTC corporate and government bonds traded
OTC. Analysis of data from bonds traded over the counter reveals less scope for benefits
arising from post-trade transparency. This is likely to be due to lower levels of liquidity than
on-exchange bonds. However, an interesting result emerged in that average spreads for OTC
traded bonds are lower in countries that have post-trade transparency for on-exchange bonds,
Given that our OTC and exchange-traded bond samples consisted of almost all the same
bonds, it is likely that price formation and transparency of bonds traded on exchanges
influences the transparency of the same bonds traded OTC.

As a conclusion, both in the case of on exchange traded and OTC bonds, a narrowing of
spreads, more reliable pricing, as well as improved valuation is expected. In addition
increased transparency should deliver improved best execution of clients' transactions. But
indirect costs in terms of less immediacy and market depth can arise if the ability of dealers to
provide liquidity is impaired. This risk is likely to be far lower for government bonds than for
corporate bonds as the former are in general more liquid. This potential downside effect could
be addressed by a proper calibration of the disclosure regime for orders of large size (e.g. by
calibrating the type and the timing of information to be published).

9.4. Consolidation of post-trade data in the equities and non-equities markets

As for a mandatory consolidated tape in the equities markets, it is expected that this should
bolster competition between trading venues, leading to a further reduction in direct fees
associated with trading. There should also be an improvement in market depth and liquidity,
as the consolidated tape should overcome some effects of fragmentation in European markets.
Moreover, it should deliver best execution benefits to investors. Based on a study of a sample
of Europe’s most liquid stocks in January 2010, it has been estimated that this would amount
to savings of €12.38 million in terms of transaction costs.'"

With respect to non-equities markets, the set-up of a consolidated tape is expected to deliver
similar benefits,
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9.5. Ban inducements in the case of investment advice provided on an independent
basis and in the case of portfolio management

Independent advice
The following possible effects of this measure could take place:

e There is a risk that a number of small providers may exit the market as a result of the ban
of inducements'”® (notably those for which commissions is an important source of
revenues and that will not be willing or able to change their business model).

e There is a significant possibility that many investment advisers working with a
remuneration structure geared towards third-party commissions would simply cease to self-
describe as being independent and switch their business to the provision of non-
independent advice (in that making the nature of their business more transparent to clients).

» There may be a switching effect away (by clients) from advisers that switch from a
commission-basis to a fee-basis. The scale of this switch will be critically dependent upon
the extent to which consumers value (and are therefore willing to pay) “independent
investment advice” against “investment advice™. If this is the case, any secular trend
towards independent advice (in the sense of not being restricted in market choiee and also
having a remuneration structure geared towards downstream remuneration) would be
considerably strengthened. This would benefit consumer choice and the quality of service
received.

Portfolio management

Whereas in investment advice provided on packaged products downstream charging is
typically not standard practice, fees are usually charged to final investors in the case of
discretionary portfolio management.

The reception of commissions by portfolio managers from product providers has attracted
attention by regulators, due to the discretionary nature of this service. In 2007 and 2011
CESR indicated the difficulty for portfolio managers receiving inducements to comply with
their duty to act in the best interest of the clients' and the opportunity to consider a possible
ban of inducements’. In the UK common market practice excludes the reception of
inducements in the context of portfolio management. In ltaly inducements are strongly
discouraged in this case. Unfortunately no data are available to assess the scale of the changes
driven by such a measure in Italy. An Italian trade association described this as having had the
following impact on the business models of banks:

s the reduction in the use of inducements has resulted in an increase in the charges levied on
investors (to compensate the portfolio managers for the revenues lost — however,
previously the customer would have borne these charges implicitly as the product provider
would have charge higher fees in order to enable him to pay commissions to the portfolio
manager and these fees would have been deducted from the investment returns achieved)

" Inducements under MiF1D — CESR 07/228b.
? CESR Technical Advice to the European Commission in the context of the MiFID review and Responses to the
European Commission request for additional information — 29 July 2010,
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* A switch away from packaged products (where there had been inducements) towards direct
investments by portfolio managers.

However, we note that private banking and discretionary portfolio management (combined)
have been recently estimated to account for about 6 per cent of mutual fund distribution in
Italy."'® This was 7 per cent in 2007 (FERI Fund Market Information). Whilst we recognise
that market changes flowing from the regulatory change in Italy may not be fully reflected in
the current estimate (and there could also be other drivers of the change) and that the split
between private banking and discretionary portfolio management activities might have
changed this scale of change does not appear likely to be having significant impacts upon the
asset management sector.

Whether the same impacts would occur if this model were applied elsewhere in Europe is
unclear. However one could argue that the prohibition of inducements would result in
increased charges to the clients of the portfolio managers so that the net impact for the latter is
neutral. In this case, the inducements on packaged products could be passed on to the end
clients who would (in theory) be exactly compensated for the increased charges made by the
portfolio managers. This would also mean that the clients were put into an equivalent
position, as we have described above: i.e. that the increase in annual service charge from the
portfolio manager would be matched by the reduction in fees levied by the product provider
and deducted from investment returns.

10. MONITORING AND EVALUATION

The Commission is the guardian of the Treaty and therefore will monitor how Member States
are applying the changes proposed in the legislative initiative on markets in financial
instruments. When necessary, the Commission will pursue the procedure set out in Article
226 of the Treaty in case any Member State fails to respect its duties concerning the
implementation and application of Community Law.

The evaluation of the consequences of the application of the legislative measure could take
place three years after the transposition date for the legislative measure, in the context of
reports to the Council and the Parliament. The reports shall be produced by the Commission
following consultation of the European Securities and Markets Authority (ESMA). Key
elements of such reports would assess in how far market structures have changed in the EU
following the implementation of the MiFID Review; how the level of transparency in trading
in various financial instruments has developed; and how the cost of trading for market
participants has changed due to the measures implemented.

The main indicators and sources of information that could be used in the evaluation are as
follows:

* A report assessing the impact on the market of the new Organised Trading Facilities and
the supervisory experiences acquired by regulators; impact indicators should be the
number of Organised Trading Facilities licensed in the EU; the trading volume generated
by them per financial instrument as opposed to other venues and particular over the counter
trading;

e a report on the progress made in moving trading in standardised OTC derivatives to
exchanges or electronic trading platforms; impact indicators should be the number of
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facilities engaging in OTC derivatives trading; and the trading volume of exchanges and
platforms in OTC derivatives as opposed to volume remaining over the counter;

a report on the functioning in practice of the tailor-made regime for SME markets; impact
indicators should be the number of MTFs which have registered as SME growth market,
the number of issuers choosing to have their financial instruments traded on the new
designated SME growth market; and the change in trading volume in SME issuers
following implementation of the MiFID Review;

a report on the impact in practice of the newly introduced requirements regarding
automated and high-frequency trading; impact indicators should be the number of high-
frequency firms newly authorised; and the number of cases of disorderly trading (if any)
perceived to be related to high-frequency trading;

a report on the impact in practice of the newly designed transparency rules in equities
trading; impact indicators should be the percentage of trading volume being executed
following pre-trade transparent rules as opposed to dark orders; and the development in
trading volume and transparency levels in equity like instruments other than shares;

a report on the impact in practice of the newly designed transparency rules in bonds,
structured products and derivatives trading; impact indicators for these two reports should
be the size of spreads designated market-makers offer following implementation of the
new transparency rules; and associated with that the development in costs of trading for
instruments of various liquidity levels across the different asset classes;

a report on the functioning of the consolidated tape in practice; impact indicators should be
the number of providers offering the service of a consolidated tape; and the percentage of
trading volume they cover and the reasonableness of the prices they charge;

a report on the experience with the mechanism for banning certain products or practices,
impact indicators should be the number of times the banning mechanisms have been
utilised; and the effectiveness of such bans in practice;

a report on the impact of the proposed measures in the commodity derivatives markets;
impact indicator should be the change in price volatility on commodity derivatives markets
following implementation of the MiFID Review;

a report on the ¢xperience with the third country regime and a stock-taking of number and
type of third country participants granted access; impact indicators should be the uptake of
third country firms of the new regime; and the supervisory experiences in practice with
such firms; and

a report on experiences regarding the measures designed to strengthen investor protection;
impact indicators should be the development of retail participation in trading of financial
instruments following implementation of the MiFID Review; and the number and severity
of cases where investors, in general, and retail investor, in particular, have suffered losses.
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11. ANNEX 1: OPERATIONAL GLOSSARY OF MAIN TERMS EMPLOYED IN THE

DOCUMENT

Admission to trading

Algorithm

Algorithmic trading

Approved Publication Arrangement (APA)

Approved Reporting Mechanism (ARM)

Arbitrage strategy

Asset Backed Security (ABS)

The decision for a financial instrument to be traded
in an organised way, notably on the systems of a
trading venue.

An algorithm is a set of defined instructions for
making a calculation. They can be used to automate
decision making, for instance with regards to
trading in financial instruments.

Algorithmic trading is trading done using computer
programmes applying algorithms, which determine
various aspects including price and quantity of
orders, and most of the time placing them without
human intervention.

An Approved Publication Arrangement is a system
that requires firms executing transactions to publish
trade reports through a body that ensures timely and
secure consolidation and publication of such data.
See section 4 (on data consolidation) of the Review
of the Markets in Financial Instruments Directive.

An approved reporting mechanism is a platform
that reports transactions on behalf of firms. This
can also be done via the multi-lateral trading
facility or regulated market on which the
transaction was performed.

An arbitrage strategy is one that exploits
differences in price that exist due to market
inefficiencies, for example, buying an instrument
on one market and simultaneously selling a similar
instrument on another market.

An Asset Backed Security is a security whose value

~and income payments are derived from and

collateralized (or "backed") by a specified pool of
underlying assets which can be for instance
mortgage or credit cards credits.
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| Automated trading

Best execution

Bid-ask spread

Bilateral order

Broker Crossing System (BCS)

|
|
i Central Counterparty (CCP)

The use of computer programmes to enter trading
orders where the computer algorithm decides on
aspects of execution of the order such as the timing,
quantity and price of the order.
A specific type of automated or algorithmic trading
is known as high frequency trading (HFT). HFT is
typically not a strategy in itself but the use of very
sophisticated technology to implement traditional
trading strategies.

MIFID (article 21) requires that firms take all
reasonable steps to obtain the best possible result
for their clients when executing orders. The best
possible result should be determined with regard to
the following execution factors: price, costs, speed,
likelihood of execution and settlement, size, nature
or any other consideration relevant to the execution
of an order.

The bid-ask spread is the difference between the
price a market maker is willing to buy an asset and
the price it is willing to sell at,

An order which is only discussed and disclosed to
the counterparties to the trade.

A number of investment firms in the EU operate
systems that match client order flow internally.
Generally, these firms receive orders electronically,
utilise algorithms to determine how they should
best be executed (given a client’s objectives) and
then pass the business through an internal system
that will attempt to find matches. Normally,
algorithms slice larger 'parent’ orders into smaller
'child' orders before they are sent for matching.
Some systems match only client orders, while
others {depending on client
instructions/permissions) also provide matching
between client orders and house orders. Broker
crossing systems do not show an order book, and as
noted above, simply aim to match orders; due to
this nature they are sometimes compared to Dark
Pools, which have similar characteristics.

A Central Counterparty is an entity that acts as an
intermediary between trading counterparties and
absorbs some of the settlement risk. In practice, the
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Circuit breaker

Classification of clients

Clearing eligible

Client assets

Committee of European Securities
Regulators (CESR)

Commodities Futures and Trading
Commission (CFTC)

Commodity derivative

Competent authority

seller will sell the security to the central
counterparty, which will simultaneously sell it on to
the buyer (and vice versa). If one of the trading
parties defaults, the central counterparty absorbs
the loss.

A circuit breaker is a mechanism employed by a
market in order to temporarily suspend trading in
certain conditions, including sudden, deep price
falls. One aim of the use of circuit breakers is to
prevent mass panic selling and to prevent
associated herd behaviours.

Protection requirements are calibrated in MiFID to
three different categories of clients, notably clients,
professionals, and  eligible  counterparties.
The high level principle to act honestly, fairly and
professionally and the obligation to be fair, clear
and not misleading apply irrespective of client
categorization.

A financial instrument which is deemed to be
sufficiently standardised in order to be cleared by a
central counterparty.

Client assets are assets (cash, equities, bonds, etc)
which belong to the client, but which are held by
investment firms for investment purposes.

The Committee of European Securities Regulators
was one of advisory committees, composed by
national  security regulators advising the
Commission and coordinating the work of
securities regulators, and has now been succeeded
by the ESMA (cf below).

The CFTC is a regulatory body responsible for the
regulation of the commodity futures and option
markets in the United States.

A financial instrument the value of which depends
on that of a commodity, such as grains, energy or
metals.

A competent authority is any organization that has
the legally delegated or invested authority,
capacity, or power to perform a designated
function. In the context of MiIFID, it refers to the
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Complex product

Conflicts of interest

Consolidated tape

Credit Default Swap (CDS)

Cross-market behaviour

body which is in charge of supervising securities
markets. .

A financial product the structure of which includes
different components, often made of derivatives
and the valuation of which will evolve in a non
linear fashion.. These notably include tailor-made
products such as structured products, asset backed
securities, and non-standard OTC derivatives.

The term conflict of interest is widely used to
identify behaviour or circumstances where a party
involved in many interests finds that two or more of
these interests conflict. Conflicts of interest are
normally atiributed 1o imperfections in the financial
markets and asymmetric information. Due to the
diverse nature of financial markets, there is no
general definition of a conflict of interest; however
they are (ypically grouped into Firm/Client,
Client/Client and Intra Group Conflicts. MiFID
contains provisions for areas where conflicts of
interest commonly arise and how they should be
dealt with.

A consolidated tape is an electronic system which
combines sales volume and price data from
different exchanges and certain broker-dealers. It
consolidates thesec into a continuous live feed,
providing summarised data by security across all
markets.

In the US, all registered exchanges and market
centres that trade listed securities send their trades
and quotes to a central consolidator. This system
provides real-time trade and quote information.

A credit default swap is a contract between a buyer
and a seller of protection to pay out in the case that
another party (not involved in the swap), defaults
on its obligations. CDS can be described as a sort
of insurance where the purchaser of the CDS owns
the debt that the instrument protects; however, it is
not necessary for the purchaser to own the
underlying debt that is insured.

Trading strategies which involve placing orders or
executing trades in several markets.
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Dark pool

de Larosiére group

Dealer

Derivative

Direct Market Access (DMA)

Directive

Dodd Frank Act

Dark pools are trading systems where there is no
pre trade transparency of orders in the system (i.e.
there is no display of prices or volumes of orders in
the system). Dark pools can be split into two types:
systems such as crossing networks that cross orders
and are not subject to pre-trade transparency
requirements, and trading venucs such as regulated
markets and MTFs that use waivers from pre-trade
transparency not to display orders.

The de Larosi¢re group is a group chaired by
former head of the Banque de France, Jacques de
Larosiére, mandated by EC President José Manuel
Barroso Lo advice on reforms to financial services
regulation and supervision. The group published a
report in February 2009, which led to the
establishment of the three new supervisory
authorities including ESMA.

A dealer is an entity that will buy and sell securities
on their own account, acting as principal to
transactions.

A derivative is a type of financial instrument whose
value is based on the change in value of an
underlying asset.

Participants require access to a market in order to
trade on it. Direct market access is a form of
sponsored access and refers to the practice of a
firm, who has access to the market as a Member, to
allow another 3rd party firm to use its own systems
to access to the market It is different from the direct
sponsored access in which the orders of the 3™
party are sent directly to the market through a
dedicated system providing by the sponsoring
Member

A directive is a legislative act of the European
Union, which requires Member States to achieve a
particular result without dictating the means of
achieving that result. A Directive therefore needs to
be transposed into national law contrary to
regulation that have direct applicability.

The Dodd—Frank Wall Sireet Reform and
Consumer Protection Act became law in the United
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ECOFIN

Electronic order book trading

EMIR

EU Emission Allowance (EUA)

ESMA

ETS

European Systemic Risk Board (ESRB)

Execution-only service

States in 2010, introducing reforms to financial
regulation.

The Economic and Financial Affairs Council of the
European Union.

A system of transacting in financial instruments
based on publicly available prices and sizes at
which investors are willing to transact. It is
distinguished from request for quote trading, where
investors contact each other bilaterally in order to
establish the prices which they can trade on.

European Market Infrastructure Regulation.

An allowance to emit one tonne of carbon dioxide
equivalent during a specified period, as more
specifically defined in Article 3(a) of Directive
2003/87/EC.

The European Securities and Markets Authority is
the successor body to CESR, continuing work in
the securities and markets area as an independent
agency and also with the other two former level
three committees.

European Union Emission Trading Scheme a 'cap
and trade' system: it caps the overall level of
emissions allowed but, within that limit, allows
participants in the system to buy and sell
allowances as they require. These allowances are
the common trading 'currency' at the heart of the
system. One allowance gives the holder the right to
emit one tonne of CO2 or the equivalent amount of
another greenhouse gas. The cap on the total
number of allowances creates scarcity in the
market..

The European Systemic Risk Board was set up in
response to the de Larosiére group's proposals, in
the wake of the financial crisis. This independent
body has responsibility for the macro-prudential
oversight of the EU.

Investment firms may provide investors with a
means to buy and sell certain financial instruments
in the market without undergoing any assessment
of the appropriateness of the given product - that is,
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Fair and orderly markets

Financial instrument

Fit and proper

Fundamental data

Hard position limit

Hedging

High frequency trading

Inducement

the assessment against knowledge and experience
of the investor. These execution-only services are
only available when certain conditions are fulfilled,
including the invoivement of so-called non-
complex financial instruments (defined by article
19 paragraph 6 of MiFID).

Markets in financial instruments where prices are
the result of an equilibrium between supply and
demand, so that all available information is
reflected in the price, unhindered by market
deficiencies or disruptive behaviour.

A financial instrument is an asset or evidence of the
ownership of an asset, or a contractual agreement
between two parties to receive or deliver another
financial instrument. Instruments considered as
financial are listed in MiFID (Annex 1)

Persons who effectively direct the business of an
investment firm need to be of sufficiently good
repute and sufficiently experienced as to ensure the
sound and prudent management of the investment
firm. This is the so called fit and proper test.

Information on the supply and demand of goods
and services in the real economy.

A hard position limit is a strict pre-defined limit on

the amount of a given instrument that an entity can
hold.

Hedging is the practice of offsetting an entity's
exposure by taking out another opposite position, in
order to minimise an unwanted risk. This can also
be done by offsetting positions in different
instruments and markets.

High frequency trading is a type of electronic
trading that is often characterised by holding
positions very briefly in order to profit from short
term opportunities. High frequency traders use
algorithmic trading to conduct their business.

Inducements is a general name referring to varying
types of incentives paid to financial intermediaries
in exchange for the promotion of specific products
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Information asymmetry

Insurance Mediation Directive

Interest rate swap

Intermediary

Investment services

Indication of interest (10I)

Junior market

or flows of business.

An information asymmetry occurs where one party
to a trade or transaction has more or better
information than another party to that trade or
transaction, giving it an advantage in that trade or
transaction.

EU Insurance Mediation Directive (2002/92/EC),
introducing requirements for insurance companies
such as registration with a competent authority,
systems and controls standards, regulation of
handling of complaints, cancellation of products.

An interest rate swap is a financial product through
which two parties exchange flows; for instance, one
party pays a fixed interest rate on a notional
amount, while receiving an interest rate that
fluctuates with an underlying benchmark from the
other party. These swaps can be structured in
various different ways negotiated by the
counterparties involved.

A person or firm who acts to bring together supply
and demand from two other firms or persons. In the
context of MIFID, intermediary are investment
firms,

Investment services are legally defined MIFID
(article 4 and Annex 1), and covers various
activities from reception of orders, portfolio
management , underwriting or operation of MTFs.

An indication of inierest is where a buyer discloses
that he wishes to purchase an instrument, often
made before an initial public offering. This can also
be called an expression of interest. An 101 does not
force the party expressing an interest to act on it i.e.
to trade on it.

Junior markets are those on which smaller
companies with shorter track records are often
listed, as opposed to the established markets on
which the larger, older companies are traded.
Conditions for listing on these markets are usually
less stringent and they are often seen as a starting
point before eventually moving to a senior market.

79



Junior trading venue

Latency period

Liquidity

Lit market

Lit order, dark order

Market Abuse Directive (MAD)

Market abuse

Market disorder

Market efficiency

See junior market.

The time an order entered into a trading system
stays in it before being executed or withdrawn.

Liquidity is a complex concept that is used to
qualify market and instruments traded on these
markets. [t aims at reflecting how easy or difficult it
1s to buy or sefl an asset, usually without affecting
the price significantly. Liquidity is a function of
both volume and volatility. Liquidity is positively
correlated to volume and negatively correlated to
volatility. A stock is said to be liquid if an investor
can move a high volume in or out of the market
without materially moving the price of that stock. If
the stock price moves in response to investment or
disinvestments, the stock becomes more volatile.

A lit market is one where orders are displayed on
order books and therefore pre trade transparent. On
the contrary, orders in dark pools or dark orders are
not pre trade transparent. This is the case for orders
in broker crossing networks.

A lit order is one the details of which can be seen
by other market counterparts. A dark order is one
which cannot be seen by other market counterparts.

Directive 2003/6/EC of the European Parliament
and of the Council of 28 January 2003 on insider
dealing and market manipulation (market abuse).

Market abuse consists of market manipulation and
insider dealing, which could arise from distributing
false information, or distorting prices and improper
use of insider information.

General trading phenomenon which results in the
market prices moving away from those that would
result from supply and demand.

Market efficiency refers to the extent to which
prices in a market fully reflect all the information
available to investors. If a market is very efficient,
then no investors should have more information
than any other investor, and they should not be able
to predict the price better than another investor.
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Market fragmentation

Market integrity

Market maker

Market operator

Markets in Financial Instruments Directive
(MiFID)

Multilateral Trading Facility

Negative externalities

Opaque market

Order matching

Market fragmentation refers to the dispersion of
business across different trading venues, where in
the past there was only one venue. It requires
traders to look for liquidity across different places.

Market integrity is the fair and safe operation of
markets, without misleading information or inside
trades, so that investors can have confidence and be
sufficiently protected.

A market maker is a firm that will buy and sell a
particular security on a regular and continuous
basis by posting or executing orders at a publicly
quoted price. They ensure that an investor can
always trade the particular security and in doing so
enhance liquidity in that security.

A firm responsible for setting up and maintaining a
trading venue such a regulated market or a mult
lateral trading facility.

Directive 2004/39/EC that lays down rules for the
authorisation and organisation of investment firms,
the structure of markets and trading venues, and the
investor protection regarding financial securities.

An MTF is a system, or "venue”, defined by MiFID
(article 4) which brings together multiple third-
party buying and selling interests in financial
instruments in a way that results in a contract.
MTFs can be operated by investment firms or
market operators and are subject to broadly the
same overarching regulatory requirements as
regulated markets (e.g. fair and orderly trading) and
the same detailed transparency requirements as
regulated markets.

A negative externality in finance is usually a cost
incurred by a party because of another party's
decision. It means that not all information is
reflected in the price that a party is required to pay.

See dark pool.

Order matching is the process by which buying and
selling interests of the same security at the same
price and size are brought together, which takes

81



Order resting period

Over the Counter (OTC)

Organised trading facility (OTF)

Placing

Position limit

Position management

Post-trade transparency

place in venues such as broker crossing networks,
where the orders of one party are matched to the
bids of another, allowing them to conclude
transactions at mid point, therefore saving on the
bid offer spread.

The time an order waits on a trading system before
it is executed. Similar to latency period.

Over the counter, or OTC, trading is a method of
trading that does not take place on an organised
venue such as a regulated market or an MTF. It can
take various shapes from bilateral trading to trading
done via more organised arrangements (such as
systematic internalisers and broker networks).

Any facility or system operated by an investment
firm or a market operator that on an organised basis
brings together multiple third party buying and
selling interests or orders relating to financial
instruments.

It excludes facilities or systems that are already
regulated as a regulated market, MTF or a
systematic internaliser. Examples of organised
trading facilities would include broker crossing
systems and inter-dealer broker systems bringing
together third-party interests and orders by way of
voice and/or hybrid voice/electronic execution.

Placing refers to the process of underwriting and
selling an offer of shares.

A position limit is a pre-defined limit on the

amount of a given instrument that an entity can
hold.

Position management refers to monitoring the
positions held by different entities and ensuring the
position limits are adhered to.

Post trade transparency refers to the obligation to
publish a trade report every time a transaction in a
share has been concluded. This provides
information that enables users to compare trading
results across trading venues and check for best
execution.
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Pre-trade transparency

Pre-trade transparency waiver

Price discovery

Primary Market Operation

Principle of proportionality

Pre-trade transparency refers to the obligation to
publish (in real-time) current orders and quotes (i.e.
prices and amounts for selling and buying interest)
relating to shares. This provides users with
information about current trading opportunities. It
thereby facilitates price formation and assists firms
to provide best execution to their clients. It is also
intended to address the potential adverse effect of
fragmentation of markets and liquidity.

A pre-trade transparency waiver is specified in
MiFID (article 29) as a way for the competent
authorities to waive the obligation for operators of
Regulated Markets and Multilateral Trading
Facilities (MTFs) regarding pre-trade transparency
requirements for shares in respect of certain market
models, types of orders and sizes of orders.

Price discovery refers to the mechanism of
formation of the price of an asset in a market, based
on the activity of buyers and sellers actually
agreeing prices for transactions, and this is affected
by such factors as supply and demand, liquidity,
information availability and so on.

Primary Market Operations are transactions related
to the issuance of new securities. They differ from
secondary market operations which deal with the
trading of securities already issued and admitted to
trading.

Similarly to the principle of subsidiarity, the
principle of proportionality regulates the exercise of
powers by the European Union. It seeks to set
actions taken by the institutions of the Union within
specified bounds. Under this rule, the involvement
of the institutions must be limited to what is
necessary to achieve the objectives of the Treaties.
In other words, the content and form of the action
must be in keeping with the aim pursued.

The principle of proportionality is laid down in
Article 5 of the Treaty on European Union. The
criteria for applying it is set out in the Protocol (No
2) on the application of the principles of
subsidiarity and proportionality annexed to the
Treaties.
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Packaged retail investment products
(PRIPS)

Prospectus Directive

Regulated Market

Regulation

Regulator /Supervisor

Regulatory arbitrage

REMIT

Repository (Trade)

Retail investor/client

Packaged retail investment products are investment
products marketed directly to retail customers and
typically offer the potential to participate in the
return and risk generated by an underlying
instrument or index. They are therefore made of
several components out of which an option is very
often present. This is why they are called
"packaged"..

Directive 2003/71/EC of the European parliament
and of the Council, which lays down rules for
information to be made publicly available when
offering financial instruments to the public.

A regulated market is a multilateral system, defined
by MIFID (article 4), which brings together or
facilitates the bringing together of multiple third-
party buying and selling interests in financial
instruments in a way that results in a contract.
Examples are traditional stock exchanges such as
the Frankfurt and London Stock Exchanges.

A regulation is a form of legislation that has direct
legal cffect on being passed in the Union.

A regulator/supervisor is a competent authority
designated by a government to supervise that
country's financial markets.

Regulatory arbitrage is exploiting differences in the
regulatory situation in different jurisdictions or
markets in order to make a profit.

The proposed Regulation on Energy Market
Integrity and Transparency, laying down rules on
the trading in wholesale energy products and
information that needs to be disclosed that pertains
to those products.

A mechanism that gathers together information on
financial  contracts, storing the essential
characteristics of those contracts for future
reference.

A person investing his own money on a non-

professional basis. Retail client is defined by
MIFID as a non professional client and is one of the
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Risk premium

Sanction

Securities and Exchange Commission (SEC)

Secondary listing

Single rulebook

Small cap

Small and medium sized enterprises (SMEs)

Spread

Standardised derivative

Structured bond

three categories of investors set by this Directive
besides  professional clients and  eligible
counterparties.

The risk premium is the smallest return that
investors would accept above the amount that a
'risk-free’ asset would return. A risk-free asset is a
theoretical asset that would never defauit. So the
risk premium is the amount that an investor wants
{0 be paid for taking risk.

A penalty, either administrative or criminal,
imposed as punishment.

The US regulatory body responsible for the
regulation of securities and protection of investors.

A secondary listing is the listing of an issuer's
shares on an exchange other than its primary
exchange.

The single rulebook is the concept of a single set of
rules for all Member States of the union so that
there is no possibility of regulatory arbitrage
between the different markets.

Small cap is short for small capitalisation, and
refers to the value of the shares in issue, i.e. share
price multiplied by the number of shares in issue.
Small cap usually refers to listed SMEs.

On 6 May 2003 the Commission adopted
Recommendation 2003/361/EC regarding the Small
and medium sized enterprise definition. While
'micro’ sized enterprises have fewer than 10
employees, small have less than 50, and medium
have less than 250. There are also other criteria
relating to turnover or balance sheet total that can
be applied more flexibly.

This can refer to the bid offer spread (see separate
entry).

A standardised derivative is one with regular
features based on a standard contract.

A structured bond's value is linked to an underlying
index or instrument, so that the bond would pay a
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Structured deposit

Supervisor

Swap Execution Facility (SEF)

Syndication

Systematic Internaliser

Systemic failure

Tied agent

Trading venue

Transaction reporting

coupon in the same way as an ordinary bond, but
the actual value of the bond to be repaid would
depend on the underlying performance that it is
linked to.

A structured deposit's return may be linked to some
index or underlying instrument, so that the amount
repaid is dependent on this underlying
performance.

See regulator.

A swap execution facility is a US trading venue
similar but not identical to an exchange, whereby
many different buyers and sellers can make bids
and offers on swaps, and the SEF must also publish
relevant data.

Syndication is a process through which a group of
banks are providing a loan to a debtor, usually with
the division of risk and financing across the
different banks which are part of the process
(syndicate).

Systematic Internalisers (SIs) are investment firms
which, on an organised, frequent and systematic
basis, deal on own account by executing client
orders outside a regulated market or an MTF.

A systemic failure refers either to the failure of a
whole market or market segment, or the failure of a
significant entity that could cause a large number of
failures as a result.

A company or sales person who can only promote
the service of one particular provider (generally
their direct employer).

A ftrading venue is an official venue where
securities are exchanged. In MIFID, it consists of
MTFs and regulated markets.

Investment firms are required to report to
competent authorities all trades in all financial
instruments admitted to trading on a regulated
market, regardless of whether the trade takes place
on that market or not. It covers all transactions on
these instruments, including OTC trades.
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Transparency

Transparency Directive

Undertakings for Collective Investment in
Transferable Securities Directives (UCITS)

Underwriting

Volatility

Transaction reporting is not public, and contains
more details about the transaction than pre and post
trade transparency.

The disclosure of information related to quote (pre
trade transparency) or transactions (post trade
transparency) relevant to market participants for
identifying trading opportunities and checking best
execution and to regulators for monitoring the
behaviour of market participants.

Directive 2004/109/EC of the European Parliament
and of the Council which lays down rules for the
publication of financial information and major
holdings.

Undertakings for Collective Investment in
Transferable Securities Directives, a standardised
and regulated type of asset pooling.

Underwriting can refer to the process of checks that
a lender carries out before granting a loan, or
issuing an insurance policy. It can also refer to the
process of taking responsibility for selling an
allotment of a public offering.

Volatility refers to the change in value of an
instrument in a period of time. This includes rises
and falls in value, and shows how far away from
the current price the value could change, usually
expressed as a percentage.
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12.1.

12.1.4.

ANNEX 2; PROBLEM DEFINITION — BACKGROUND AND TECHNICAL DETAIL
Problem 1: lack of level playing field between markets and market participants

The implementation of MiFID has dramatically changed the structure of financial
markets across Europe, notably in the equity space. Technological advances have
also had a significant impact on the development of equity markets. The conduct of
market participants has evolved to reflect these developments. These changes have
helped stimulate competition but have also led to the application of different
regulatory regimes to similar trading activities, which can distort the level playing
field between markets and market participants.

There are five main reasons for this situation.

The uneven operating conditions between Regulated Markets and Multilateral
Trading Facilities (MTFs)'

Through the removal of the concentration rule''®, MiFID has facilitated competition
between various trading venues, mainly reguiated markets and MTFs. Technological
innovations have allowed market participants to fully exploit this new competitive
environment.

Equities have been the asset class most clearly impacted by the implementation of
MIFID as the majority of equity trading takes place on exchanges (total trading in
EEA shares amounted to €18.7 trillion in 2010 with OTC trading accounting for
37%''") as opposed to non-equity instruments such as bonds and derivatives which
predominantly take place OTC. There are currently 231 trading systems (139 MTFs,
92 regulated markets and) and 12 systematic internalisers'”® registered in the CESR
MiIFID database. Out of these 231 trading systems, 45 Regulated Markets and 50
MTFs are offering trading in cash equities.”?' The growth of the market share of
MTFs in equities markets has greatly accelerated since the introduction of MiFID.
Altogether, MTFs are now assessed to represent between 25 to 30% of the trading
activity on the main listed equities'? although these figures differ substantially
across markets. CESR'? also explained in one of its reports that this trend is more
pronounced for UK shares, Euronext shares and German shares, and less so in the
Italian and Nordic markets so far. The differences between national markets are
mainly explained by the relative liquidity of these markets. The MTFs that offer pan-
European trading (i.e. the shares are admitted to trading on their primary market,
usually being the national stock exchange) tend to cover the most liquid shares (UK
shares for instance) and get higher market share in the trading of these stocks.

As per Thomson Reuters below the largest MTFs, being Chi-X, BATS Europe and
Turquoise, accounted for 23% of the on exchange equity turnover in the EU as of
January 2011.
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- TABLE 1: Market share by venue — ali Eurcpean equities — January

2011

Venue Group Turnover (€m) Yge

LSE Group 228.765 22,44%
Euronext B 147.315  14,45%
CHEX i n LSRN 144:044714.13%
Deutsche Boerse 116.431 11,42%
Spanish Exchanges 98.774 9,69%
SIX Swiss 62.385 6,12%
Nasdaq OM X Nordic 57.658 5,65%
BATS Bufope:. et oinl OHITUTNG7.004 TEB1%)
MICEX 52463 515%
slurquoise 7 i UGN 730:80173,03%)
Oslo 18.367 1,80%
All Other Venues (42) 5335 0.52%
Total on exchange equity turnover 1.019.652 100,00%

Source: Thomson Reuters website'**

Under MiFID the two types of multilateral trading venues (i.e. regulated markets and
MTEs) are subject to high level requirements in terms of organisational
arrangements and market surveillance'>*. Two main concerns have been expressed
in that respect:  lacks of alignment in both the organisational and the market
surveillance requirements for these two types of trading venues when operating
similar types of businesses.

First, differences in the details of organisational requirements in MiFID that apply to
MTFs and regulated markets may lead, in practice, to the application of a less
stringent regime for the former in situations where the venues are providing
comparable services'*®. Organizational requirements for investment firms operating
MTFs are not specific to this activity but are part of the overall organisational
requirements for investment firms irrespective of the investment service or activity
carried out, whereas regulated markets are subject to detailed organizational
requirements specific to the activity of operating a trading venue., In addition
investment firms operating a MTF are required to employ appropriate and
proportionate resources and systems to ensure the provision of their services'?’. This
concept of "proportionate approach" is identified by CESR as the key source of a
potential unlevel playing field between RMs and MTFs'*®. Further the concept of
admission to trading only applies to regulated markets in line with the current scope
of the Market Abuse Directive ("MAD")]?‘g which applies to instruments admitted to
trading on a regulated market. But with the review of MAD and the extension of the
market abuse prohibitions to financial instruments admitted to trading on other
organised trading platform such as MTF's, the concept of admission to trading would
need to be extended to organised trading platforms beyond regulated markets.

Second, existing obligations on operators of regulated markets and MTFs to monitor
trades conducted on their venues in order to identify breaches of rules, disorderly
trading and market abuse, are not properly coordinated, given that a financial
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12.1.2.

instrument can be traded on a number of different platforms (as per above trading in
the most liquid shares is spread among several trading platforms).

The emergence of new trading venues and market structures that do not fall within
the scope of the definition of either regulated markets or MTFs

They can take various forms and operate under various schemes, especially where
the trading of derivatives products is concerned.

Equities markets

One such innovation in the field of equities markets is the development of broker
crossing systems (BCSs). On the equity markets, matching of client orders is an
activity traditionally carried on by investment firms acting as brokers. While such
activities are still carried on manually by some investment firms acting as brokers, in
the last few years, some investment firms have increasingly developed automated
systems {(known as broker crossing systems) to help internally match client orders
where possible. The execution of clients’ orders is subject to client-oriented conduct
of business rules130, but the activity of operating a system to match clients' orders is
not regulated as a market unless it meets the criteria for being defined as a
multilateral trading facility (MTFs).131 Such electronic systems can be viewed as a
hybrid between a facility to assist execution of clients' orders and a multilateral
system that brings together orders. These systems are perceived as carrying out
similar activities to MTFs or systematic internalisers without being subject to the
same regulatory requirements both in terms of transparency and investor
protection]32. Unlike MTFs these systems are not subject to pre-trade transparency
rules133 but only to post-trade transparency requirements, and do not need to have
monitgl;ing systems in place in order to identify conduct that may involve market
abuse ™

The fact finding carried out by CESR found that actual trading through these
systems was "very low, ranging from an average of 0.7% [of total EEA trading] in
2008 to an average of 1.15% in 2009 (increasing to 1.5% in the first quarter of
2010)"/%. This means that between 2008 and the 1% quarter of 2010 this % has
tripled to reach 1.5% of total EEA trading in shares, or between 4% and 5% of OTC
equity transactions'*®. The following table shows the results of the CESR survey.

- TABLE 2: Trading executed in brokers' crossing networks

2008 2009 2010

Qi Q2 Q3 Q4 o] Q2 Q3 Q4 1]
Value {in € billions) 38 40 43 40 28 37 48 56 53,9
Crossing as a % of QTC trading 1,5% 1,2% 2.0% 3,0% 24% 2,1% 4.4% 4 0% 4,4%
Crossingas a % of total EEA trading 0,6% 0,6% n.a, 0,7% 0,9% 0,9% 1.4% 1,5%

In the same report CESR acknowledged the concerns expressed by some market
participants and regulators about the speed of growth of BCSs and the potential
impact of this dark trading (as opposed to lit trading which is subject to pre-trade
transparency) on price formation in the future, Pre-trade transparency is key for the
price formation process and dark trading (including both broker crossing networks
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and dark pools —i.e. platforms operated by a RM or a MTF and benefiting from pre-
trade transparency waivers) is expected to increase in the near future following a
similar path to the United States where dark trading made up 13.27% of consolidated
US equities trading volume at the end of 2010"*" and is expected to still grow further
with estimates by the end of 2011 of 15%..

Fixed income markets

Unlike equities, corporate and financial bonds are not as actively traded (fixed
income markets seek more long term goals and instruments are generally held to
maturity); the trading landscape is therefore dominated by government bonds.
Estimates show in the region of 27% of daily traded debt relates to non-government

bonds compared to 73% for government bonds'*.

While trading in bonds is dominated by government debt, this is primarily traded
OTC and is rarely listed on exchange. Rather, approximately 97% of EU bond listings
relate to non-government debt (both on the domestic market and debt issued on the
international bond market)'®.

Although non-government debt may be listed, trading does not necessarily occur on
exchanges; rather, estimates based on UK FSA transaction reporting data show that

approximately 89% of non government debt trading occurs OTC'*,

FIGURE 1

Praporiion of trades canducted through RM
MTF or OTC
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Derivatives markets

On the derivatives markets, the OTC portion of the market is largely predominant.
As of December 2009, aﬂproximately 89% of derivatives contracts were transacted
over-the-counter (OTC)*'. The Bank for International Settlements (BIS) has
estimated that the total OTC derivative outstanding as of June 2010 was $583
tril]ion.l;lz"his represents a more than doubling in notional outstanding from five years
earlier.

FIGURE 2.
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Source: BIS Statistics on Exchange Traded Derivatives, and BIS Semi annual OTC
Derivatives Statistics.

The EU is a key location for OTC trading with the UK, France, and Germany
accounting for almost half of the global daily turnover - a breakdown by country is

shown below'®,

- TABLE 3: Location of OTC derivatives turnover by average daily

turnover
Location of OTC derivatives turnover by average daily turnover
2001 2004 2007
% share % share % share
UK 337 380 40,9
us 153 19,3 18,6
France 57 6,6 54
Japan 7.1 60 4,4
Singapore 3.9 3,2 4.1
Switzerland 3,4 2.4 4.0
Germany 8.5 4,1 3,2
Hong Kong SAR 2.8 26 3,1
Australia 2,7 27 30
Others 16,8 150 133

But the OTC markets have seen an increasing take up of electronic trading, i.e. OTC

trades that are executed on an electronic platform, next to the traditional voice
brokering services.
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- TABLE 4: Estimated monthly turnover by method of execution for all
venues (bilateral and multilateral} for OTC derivatives product classes
as of June 2010

Voice Execution

Electronic Execution

Interest rate derivates 87.7% 12.3%
Credit derivatives 83.3% 16.7%
Equity derivatives 85.7% 14.3%

OTC trades can be executed on bilateral or multilateral platforms.

- TABLE 5: Estimated monthly turnover by type of trading platform for
OTC derivatives product classes as of June 2010145

Bilateral Execution

Multilateral platforms

Interest rate derivatives 68.9% 31.1%
Credit derivatives 62.6% 37.4%
Equity derivatives 82.9% 17.1%

Various forms of organised trading platforms have been developing. These
electronic platforms (e.g. single dealer platform, multi dealer platforms, and inter
dealer broker platforms) are operated by investment firms not regulated as trading
venues, and hence not subject to the market-oriented rules of organised trading
venues such as pre-trade transparency and market surveillance duties.

By location for the 2ad quarter of 2010, BIS found that 50.8% of the total turnover in
organised platform traded derivatives took place on North American markets, 42.4%
in Europe, 4.0% in the Asia-Pacific region, and 2.9% elsewhere.'*

Significant efforts are underway to improve the stability, transparency and oversight
of OTC derivatives markets. As part of this, it has been agreed globally to ensure
that, where appropriate, trading in standardised OTC derivatives moves to exchanges
or electronic trading platforms.'*” This is why there is a need to define what type of
trading platforms would be eligible for trading of derivatives and to what types of
transparency and organizational requirements it would be subject to. Faced with a
similar situation, the US authorities, through the recent Dodd Frank Wall Street
Reform and Consumer Protection Act'®® has created, for derivatives, the new
concept of Swap Execution Facilities (SEFs)'* that aims at bringing such trading
venues or structures within the scope of financial services regulation. A SEF would
be a form of organised trading facility, bringing together multiple participants. This
platform would be subject to real time post-trade transparency with delays for large
trades ("block trade exemptions™). The level of pre-trade transparency is still under
discussion and will depend on the type of trading model the SEF definition will
encompass.
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12.1.3.

The rapid technological changes that equity markels have been witnessing over the
last few years

Automated trading also known as algorithmic trading can be defined as the use of
computer programmes to enter trading orders where the computer algorithm decides
on aspects of execution of the order such as the timing, quantity and price of the
order. This form of trading is used by an increasingly wide range of market users
(including for example funds and brokers). A third of all EU and US stock trades in
2006 were driven by automatic programs, or algorithms, according to Boston-based
financial services industry research and consulting firm Aite Group

A specific type of automated or algorithmic trading is known as high frequency
trading (HFT). HFT is typically not a strategy in itself but the use of very
sophisticated technology to implement traditional trading strategies."® HFT traders
execute trades in matters of milliseconds on electronic order books, and are getting
in and out of positions during the day with little or no exposed position at the end of
the day. The scale of HFT in Europe already accounts for a significant portion of
equity trading in the EU, and is expected to grow further. According to CESR™,
HFT trading accounts from 13% to 40% of total share trading in the EU. As a
comparison, HFT traders account for as much as 70% of all US equity trading

volume'*2,

- TABLE 6. Share of HFT by trading venue (shares of order books)153

Trading venue High-Frequency Trading *
Chi-X 40%

London Stock Exchange 32%

BME 25-30%"

NYSE Euronext 23%

Borsa ltaliana 20%

Turquoise 19%°

Nasdag OMX 13%"

® 9% of total trading value. ” % of total trading volumes

Existing evidence is inconclusive about the impact of automated trading and HFT on
market efficiency and liquidity (see Annex 17 for a literature review of market
impact of HFT and automated trading). Some studies suggest that HFT using market
making (i.e. orders sent to capture the spread between the bid and ask guote) and
arbitrage strategies (i.e. capturing price differences between trading platforms) has
added liquidity to the market, reduced spreads and helped align prices across
markets. However, there is evidence that the average transaction size has decreased
and some participants question the value of the additional liquidity provided'**. The
average transaction size is lower for MTFs than for regulated markets which might
be partly explained by the greater use of algorithmic trading by the MTF
customers™>. Some participants argue there may be improved liquidity for investors
who trade retail-size orders but it is now more difficult for institutional investors to
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12.1.4,

execute large orders. Also, there are different views about whether HF T increases or
reduces market volatility. Eventually, some argue there may be a link between HFT
and the increased use of dark liquidity — i.e. any pool of liquidity which is not pre-
trade tralllssé)arent such as broker crossing networks and dark pools - as opposed to lit
markets.

Perhaps the most significant new risk arising from automated trading is the threat it
can pose to the orderly functioning of markets in certain circumstances. Such threats
can arise from rogue algorithms, from algorithms overreacting to market events or
from the increased pressure on trading venue systems to cope with the large numbers
of orders generated by automated trading.'*’ For HFT there are concerns that not all
high frequency traders are currently required to be authorised under MiFID as the
exemption in Article 2.1(d) of the framework directive for persons who are only
dealing on their own account can be used by such traders. Therefore there is a
concern that even if a HFT trader is involved in a significant amount of trading they
may not necessartly be subject to MiFID requirements and therefore to supervision
by a competent authority.

While HFT represent an increased and substantial share of the transactions on the
markets and the liquidity they provide to the market may replace the more traditional
market making activities, high frequency traders have no incentive or obligation to
continue to provide ongoing liquidity to the market unlike registered market makers.
Therefore, they are able to provide or withdraw liquidity at any time which may
cause market disruptions as this would mean a sudden increase or drop in the
amount of transactions entered into for a particular instrument.

Finally arrangements such as Direct Market Access (DMA) and Sponsored Access
(SA) are offered by firms to automated and HFT traders to reduce their latency (i.c.
time needed to have access to the order book of these electronic platforms) as speed
is crucial for these players. According to CESR'®, Sponsored access (SA) is an
adaptation of the concept of direct market access (DMA). Under SA arrangements,
clients of firms that are members of an organised trading platform can access the
trading platform directly without becoming members themselves. Under such
arrangements, clients submit orders to the trading platform by routing them through
the firm's internal system. DMA is similar, except clients send orders directly to the
trading platform without passing through the firm's internal system. In the absence
of proper controls these arrangements may present risks which have been identified
by CESR as revolving around the risk of erroneous activity, the possible impact on
the integrity and orderly functioning of markets, and the risks for sponsoring
firms'>. 10SCO has also identified similar risks in its report on "Principles for
Direct Electronic Access to Markets"'®,

The growth of Over The Counter (OTC) trading.
For equities, OTC trading is perceived by certain market participants to account for a

much higher proportion of transactions than initially considered. In 2009, OTC is
estimated to have represented 37.8 % of overall European turnover in shares'®' . The
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12.2.

consequences according to some national supervisors, such as the Autorité¢ des
Marchés Financiers (AMF)'®, is that it threatens the quality of price formation on
exchanges and its representative nature as a substantial part of the transactions are
not being taken into account.

As highlighted above under point 2, OTC trading is also an important feature for non
equity products such as bonds and derivatives for which it is the main mode of
trading. Significant efforts are underway to improve the stability, transparency and
oversight of OTC derivatives markets. The legislative proposal by the
Commission'® on financial market infrastructure aims at improving the functioning
of derivatives markets by increasing the transparency of these markets for regulators
and decreasin% counterparty and operational risks while the proposed regulation on
short selling16 will bring more light on the use of certain derivatives such as Credit
Default Swaps on sovereign debt.

In addition to these structural measures, it has been agreed globally to ensure that,
where appropriate, trading in standardised OTC derivatives moves to exchanges or
electronic trading platforms.'®

There are less than 2,000 standardised interest rate swaps executed globally on an
average day. The most liquid swaps (10-year dollar interest rate swaps) trade about
200 times per day, while most swaps trade less than 20 times per day. In the credit
default swap (CDS) market, ISDA notes that the most liquid reference entities (all of
which were sovereign entities) averaged 20 trades fer day, while the average trade
size is around US$5 million for single name CDS.'®

At a minimum this would imply that trading on exchanges and electronic platforms
becomes the norm when the market in a given derivative is sufficiently well
developed, and when the shift to such platforms furthers the G20 commitment.'®’
Benefits of on exchange or electronic platform trading incremental to those brought
about by greater standardisation, central clearing and reporting to trade repositories
include increased transparency for example of price formation,'®® improved
oversight and increased competition between financial services providers. Action to
implement the G20 commitments will be discussed in the policy options.

Problem 2: Difficulties for SMEs to access financial markets

Small and medium enterprises (SMEs) receive a very modest part of total investment
in equity capital markets. While they are the majority in terms of listed companies,
they are a minority in terms of capitalisation and in particular on volumes of trading.
Market liquidity is concentrated on large companies.

Recently collected data by the Federation of European Stock Exchanges (FESE)'®
shows the relative importance of listed companies in the EU stock exchanges by
market capitalisation. FESE establishes four categories of companies (see figure
below): micro caps (XS < €50M)), small caps (S: between €50M and €150M), mid
caps (M: between €150M and €1b) and large cap (L: > €1b). The first column
presents the relative importance (%) by number of listed companies (equity issuers);
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the second column by market capitalisation; the third column shows the trades in
number, while the fourth column shows the turnover in volume.

- FIGURE 3: Share of Market Cap, Trades and Turnover against
numbers of SMEs in Markets
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Although FESE did not utilize the SME definition used in EU legislation'™, it is
evident from the data that SMEs being present in markets fail to attract investments
or liquidity which is largely absorbed by large companies.

In addition, the shallow liquidity of SMEs tends to lead to more volatility and
therefore again prevents further investors from investing.m In addition, the related
costs for going and being public such as for example cost of compliance with
regulatory requirements, costs associated with the intervention of other
intermediaries as well as indirect costs are only marginally proportional to the size
of the capital raised. As the amount of capital that SMEs can raise on the markets is
limited, the related costs may appear too high and SMEs are increasingly reluctant to
bear these costs.

Market operators try to tackle this issue by creating trading venues specialized on
SMEs, mostly falling under the MiFID MTF category (also known as exchange-
regulated, junior, growth or altemmative markets). Regular information and disclosure
requirements for shares admitted to trading on MTFs are usually lighter than on
regulated markets as the disclosure and organisation requirements established in the
EU rules do not apply. Instead such markets are subject to higher level transparency
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requirements that apply to MTFs. Member States and/or the exchanges themselves
may extend the regulated market requirements to companies listed in those markets,
but they rarely do so'72.

Currently around 20 trading venues operate across the EU with requirements for
listing lighter than on regulated markets (and therefore lower costs) in order to
attract smaller companies. In addition to being lighter, the listing requirements
which apply are also different between SME markets. For instance, some markets do
not ask for application documents or even a prospectus. Moreover, requirements
differ concerning a minimum standard for operating history and free floats, trading
rules, periodicity of financial reporting, need for external audit or not, and use of
international (IFRS/IAS) or local accounting standards etc.
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As presented above, the current market structure of SME markets widely diverges in
terms of applicable rules. This variety of different requirements leads to
fragmentation and prevents market networks. SME markets often focus on regional
or even local capital markets'” and are not interconnected with each other a]though
stakcholders claim for a pan-European market as a prerequisite for more liquidityI ‘
MIFID allows already secondary listings in regulated markets and in MTFs for a
security that has already been admitted to trading on a regulated market'””. However,
this is not the case for secondary trading on another MTF as different standards may
apply. As a consequence, today these types of networks between SME markets can
develop only if there are bilateral private agreements between the MTF market
operators. While such a fragmentation limits investments and therefore liquidity, a
harmonized framework may enable SMEs and investors to gain access to an
international capital pool.'™

- TABLE 8: Overview of SME-focused Markets in the EU

Total New Iszuance

Reterence number of Of which issuersin  Delistings, Total MY, Avemge in 2009

date iruers foreign 2009 (2010) 2009 {2010) €m MV, €n  (2010), €m

CEESEG Wiener Boerse Drittar Marki Augira 31-Dec-10 3% ] 10 7 11018 e ns
Budgasin Unoficisl Market "A™ Bulgaria 31-Dec-10 0 na na na na na ne
Cyprus Emerging Compenies Cyprus 31-Dec-10 [ na B na na na
NYSE Euronext Altemexd France, Belgium, Nethefends 31-Dec-d 162 na i ns 51990 321 7.0
O Enlry Standard Germany 3t-Dec-09 120 na 14 na 90165 75 £9.5
Boerse Shrtigan bwmit Germany 3%.Dec-16 58 na na na na na na
Munich (Bawrien] 5 m:access Germany 31-Dec-10 kY na 3 na na na ns
ATHEXEN A Graocn 35-Dec-10 14 na 1 - 187.0 13.4 na
lrish Stoek Exchango Enferprine Secwiities Market  lieland 31-Dec-08 3 na 2 4 1613.0 845 790
AlM halia Raly 31Dec-19 173 na [ na ne na ze
Boran fzliann MAC Raly 33-Dec-10 8 na na na na na ne
Ahemuthe Companies Lisl Mniia 31-Dec-10 1 na na na 4.8 48 ne
Warsaw NewConnect Poland 31-Dec-10 1B5 3 B ] 1.297.0 EA 3B.0
Ljublizna Cntry Market Slovenia 31-Dec-8 E na a na 1,007.8 187 ne
Bolsa de Madrid, MAB Spain 35-Dec-10 12 na 10 189.7 152 48.0"
HASDAD OMX Firsl North Swaden, Denmerk, Finland, Baltic Staies 3t-Dec-09 103 na - 18] 2410.2 F2 2} 220
Hoidic Growth Merket Sweden, Norway 3t-Dec-10 2 na na ne nn na na
AklheTorget AB Sweden 3 Dec-16 139 na na na nn na na
LSE AIM ux 31 -Dec-09 1,308 [204) 30 93 B84 48.2 4959.7
Invesit 1. M -Dec-10 3 na na na no na na
PLUS-quoled UK 3 -Dec-09 183 na na na 29425 16,1 ne

___zE __BTRBT5

Source: Websites of respective exchanges, PwC IPO Watch Europe Survey, EE
analysis. The asterix * indicates where the PwC IPO Watch Survey data (for 2010)
have been utilised.

The only successful SME market, in terms of number of companies listed is AIM'",
and to a lesser extent and at a smaller scale PLUS-Quoted'™, both in the UK. AIM
has indeed been very successful since its creation in 1995 although the current
number of listed companies has decreased in recent years. In recent times, few others
such as the Entry Standard (Deutsche Bérse) and the New Connect (Warsaw Stock
Exchange) have been increasing their number of quoted companies.

Last, the general cost of going public (i.e. being admitted to trading) and staying
listed are often seen as high and burdensome. '™ In relation to low performance in
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capital markets, SMEs' costs of going public and staying listed are often considered
to be too high.

- TABLE 9: Comparison of Total Flotation Costs {expressed in €m and as
a percentage of the proceeds) between Exchange-regulated and
Regulated Markets in Selected European States (IPOs, 2005-2008)

Proceeds

€10m €25m €50m €100m €100m
NYSE Euronext Alternext  0.82 1.8 3.42 6.57 6.35  NYSE Euronext Eurolist
as % of proceeds 8.2% 7.2% 6.8% 6.6% 6.4%
DB Entry Standard 0.89 1.9 3.72 7.18 7.64 DB General Standard
as % of proceeds 8.9% 7.8% 7.4% 7.2% 7.6%
LSE AM 1.33 3.07 5.96 11.65 9.03 LSE Main Market
as % of proceeds 13.3% 12.3% 11.9% 11.7% 9.0%

As presented in the table above, capital costs need to be seen in relation to proceeds
made: the quota of costs decreases the more capital is collected. However, if
financial markets would provide for SMEs' sufficient access to finance including a
high level of visibility and liquidity, the cost ratio might be seen as proportionate.

Problem 3: Lack of sufficient transparency for market participants

The key rationale for transparency is to provide investors with access to information
about current trading opportunities, to facilitate price formation and assist firms to
provide best execution to their clients. It is also intended to address the potential
adverse effect of fragmentation of markets and liquidity by providing information
that enables users to compare trading opportunities and results across trading venues.
Post trade transparency is also used for portfolio valuation purposes. Transparency is
crucial for market participants to be able to identify a more accurate market price and
to make trading decisions about when and where to trade. Pre- and post trade
transparency serves to address these issues. The transparency regime in MiFID only
applies to shares admitted to trading on regulated markets (including when those
shares are traded on a MTF or over the counter).

Equity markets

Pre-trade transparency refers to the obligation to publish (in real-time) current orders
and quotes (i.e. prices and amounts for selling and buying interest) relating to
shares.'®® Pre-trade transparency obligations apply to regulated markets, MTFs and
systematic internalisers.

Individual market participants would sometimes prefer not to disclose their own
trading interest, while having full access to the trading intentions of everybody else.
In that context the growth of electronic trading has facilitated the use of dark
orders'®! which market participants apply to minimise market impact costs. An
increased use of dark pools - trading platforms operated by regulated markets or
MTFs that benefit from the MIFID waivers from pre-trade transparency - does
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however raise regulatory and economic concerns as it may ultimately affect the
guality of the price discovery mechanism on the "lit" markets. The issue at stake is to
balance the interest of the wider market with the interest of individuals by allowing
for waivers from transparency in specific circumstances.

Pre-trade transparency waiversm

Waivers for pre-trade transparency are provided for in MiFID in relation to regulated
markets and MTFs. The exemptions that allow regulated markets and MTFs to
operate systems or handle orders or quotes without publishing pre-trade transparency
data are as follows:

- "Large-in-scale waiver" refers to orders that are large-in-scale compared with
\ g
normal market size;

- "Management facility waiver" refers to orders held in an order management facility,
waiting to be disclosed to the market;

- "Reference price waiver” refers to systems where the price is determined by a
reference price;

- "Negotiated transaction waiver" refers to systems that formalise negotiated
transactions, i.e. the terms of the transactions are determined outside the system. In
that case the transaction price is required to be within an appropriate price range, or
the transaction is subject to conditions other than the current market price of the
share.

Dark pools - i.e. trading under the pre-trade transparency waivers is estimated to
account for 8.5% of the overall trading in EEA shares taking place on organised
trading venues (i.e. regulated markets or MTFs). If we add the broker crossing
network turnover to this figure, we end up with more than 10% of the on exchange or
electronic platform trading which is dark or not pre-trade transparent.

In terms of overall EEA trading, dark pools and broker crossing networks account for
approximately 7%. This % is still expected to rise in line with the level in the US.
According to the US SEC, the combine volume percentage of dark pools and broker-
dealer internalizers is 20%'%.

In terms of overall EEA trading including OTC, 55% of the trading activity is still

"lit" or pre-trade transparent whereas 45% is "dark" or not subject to pre-trade
transparency.
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TABLE 10: Turnover in EEA shares

2009 2010
Turnover in EEA shares {€ billions) Q1 Q2 Q3 Q4 Q1
All rading in EEA shares on RMs and ¥ 1.934 222§ 2.290 2,443 26248
Trading on RMs and MTFs as a % of tol 62,0% 62,0% 62,0% 62,0% 62,0%
OTC trading 1.185 1.365 1.403 1.497 1.609
QTC tradfng as a % of total EEA trading 38,0% 380% 38,0% 38,0% 380%
Total EEA trading 3.120 3.593 3.693 3.940 4.234

2009 2010
Turnover in EEA shares (€ billions) Q1 Q2 Q3 Q4 e
Trading under pre-trade waivers 147 204 207 241 2226
Dark pools as a % of EEA RMs and MT 7,6% 92% 9,0% 9,9% [ 8,5%)
Trading executed in broker crossing net 28 37 48 56 58.8
BCNs as a % of EEA RMs and MTFs tr: 1,4% 1,7% 2,1% 2,3% 2,2%
Total dark trading as a % of EEA RMs 9,0% 10,8% 11,1% 12,1% 10,7%

2009 2010
Turnover in EEA shares (€ billions) Q1 Q2 Q3 Q4 Q1
Trading under pre-trade waivers 147 204 207 241 2226
Dark pools as a % of total EEA trading 4,7% 57% 5,6% 6,1% 5,3%
Trading executed in broker crossing net 28 37 48 56 58,9
BCNs as a % of total EEA trading 0,9% 1,0% 1,3% 1,4% 1,4%
Total dark trading as a % of tatal EEA 5,6% 6,7% 6,9% 7,5%§ 8,6%:

OTC trading as a % of total EEA trading 38,0% 38,0% 38,0% 28,0% 38,0%

Total dark trading - inciuding OTC - a 43.6% 44 7% 44,9% 455%% 446%

Source: European Commission services' own calculations based on CESR/10-802
and assuming a constant OQTC market share of 38%

Post trade transparency refers to the obligation to publish a trade report every time a
transaction in a share has been concluded.'™ This obligation applies to regulated
markets, MTFs and investment firms and to trades whether executed on or outside a
trading venue. This information differs from pre-trade transparency data because it
gives historical information about share transactions executed (rather than
information on trading opportunities). Post trade transparency is important for
efficient price formation and for best execution to show which venues or firms are
providing the best prices. It is also useful to enable clients of firms to monitor
whether they are receiving best execution (i.e. whether the order has been executed at
a reasonable price and on an appropriate venue) and is used for the pricing of
portfolios.

Market participants require information about trading activity that is reliable, timely
and available at a reasonable cost. Market participants have expressed concerns
related to the timing of publication of trade reports. Publication of trade reports must
generally take place in real-time, and in any case within 3 minutes, but for large
transactions delays between 60 minutes and up to 4 trading days are allowed,
depending on the liquidity of the share and the size of the transaction'®. Publishing a
large trade immediately could move the market against the person taking the position
and make it more costly to execute large orders. Trades reported with a delay undet
this deferred publication regime represent approximately one-fifth of all trades on
average'®, The reasoning for allowing exemptions to the general rule of full and
immediate transparency for large orders is similar to that of pre-trade transparency.
Many supervisors seem to agree that the maximum permitted delays for publishing
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trade details could be reduced in order to improve the timeliness of the information
for all market participants'®’. This would help to make post trade information
available sooner to the market.

The pre and post trade transparency requirements currently only apply to shares
admitted to trading on a regulated market. A number of instruments that are similar
to shares'® are outside the scope of MIFID transparency requirements. These
instruments from an economic point of view are equivalent to shares and share many
characteristics with the equity markets, including liquidity, types of investors, etc.
Hence most market participants and regulators are of the view that it would be
beneficial to subject these markets to transparency requirements.

The MIFID pre- and post-trade transparency regime applies to shares admitted to
trading on a regulated market. The regime covers trading of such shares whether it
takes place on a regulated market, on a MTF or OTC. The regime does not apply
though if an instrument is only admitted to trading on a MTF or another organised
trading facility as outlined in Section 3.3 above. In the former case the higher level
transparency obligations for MTFs in the Directive, instead of the more detailed
regime'®, apply to the shares. This leaves a potential difference in the level of
transparency for shares that are only admitted to trading on a MTF. This concerns
essentially MTFs that operate SME markets (see the list of junior markets above).

Non equity markets

Pre and post trade information perform similar functions for non equity markets than
for equity markets. But the transparency requirements for these markets are not
covered by MIFID and are only regulated at national level. For non-equities, the
existing level of transparency is not always considered sufficient'. CESR clearly
expressed the view that current market-led initiatives by trade associations'’ in the
bonds, structured finance product and credit derivatives markets have failed to
provide a sufficient level of transparency in terms of scope, content and timing'*%.
Market participants have encountered significant difficulties in accessing price
information and valuing their positions in the bonds markets following the severe
retreat of liquidity during the financial crisis. In addition some market participants,
notably retail investors and small market participants have limited access to trading
information giving rise to information asymmetries. Prices in several non-equity
OTC markets are a function of the willingness of investment firms acting as dealers
to provide investors with quotes on request through electronic or manual (telephone)
channels and enter into trades with them; not a public interaction of supply and
demand. The balance between transparency and liquidity in non-equities (as in
equities) is hotly debated'”. A higher degree of transparency might attract new
market participants, increase liquidity and reduce bid-ask spreads. However the
increased transparency could also act as a disincentive for dealers to commit capital
and as a result have an overall negative impact on liquidity.

Data consolidation

Besides requiring market data to be reliable, timely and available at a reasonable
cost, investors also require the information to be brought together in a way that
allows comparison of prices across different venues. Experience since the
implementation of MiFID shows that the reporting and publication of trade data in
shares is not living up to this expectation.'™ The main problems relate to the variable
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quality and differences in the format of the information, as well as the cost charged
for the information and the difficulty in consolidating the information. If these issues
are not fully addressed, they could undermine the overarching objectives of MiFID
as regards transparency, competition between financial services providers and
investor protection. While a number of initiatives have been put in place to try to
address these issues there are practical and commercial obstacles that appear to make
regulatory intervention necessary to facilitate the consolidation and dissemination of
post trade information.

Similar issues are likely to arise for non equity instruments if these are brought
within the scope of a pre and post-trade transparency regime.

Problem 4: Lack of transparency for regulators and insufficient supervisory
powers in key areas

In several areas, regulators are lacking the necessary information or powers to
properly fulfil their role.

Commodities markels

As a general background, MiFID applies to all types of commodity derivatives which
meet the definition of a financial instrument irrespective of the underlying physical
commodity, be it agricultural commodities, energy, or emission allowances.'”®
Commodity and commodity derivatives markets are strongly interlinked, and
problems in these markets typically extend to both. However, it is beyond the scope
of this initiative to consider the regulation of non-financial markets. This is because
each underlying commodity market has a different market structure and set of price
drivers. Regarding transparency in the underlying physical markets, both in terms of
trading activity and fundamental data, further work will be initiated outside this
initiative in the respective sectoral legislations as announced in the Communication
on commodity markets and raw materials. The Commission has alrcady adopted a
proposal on Energy Market Integrity and Transparency for EU wholesale electricity
and gas markets (REMIT)'%.

The Commission here seeks to address the issue of increasing financialisation of
commodity derivatives markets. This means that a growing number of financial
participants use these markets in search of risk management tools and investment
opportunities. Commodity derivatives are increasingly seen purely as financial
investments by financial institutions as part of their risk allocation strategies.
Financial investment flows into commodity derivative markets have grown
significantly in recent years. Between 2000 and 2010, for example, institutional
investors increased their investments in these markets from less than €10 billion in
2000 to more than € 300 billion in 2010'¥. Index funds have become key players in
the market, holding for example about 25-35 percent of all agricultural futures
contracts'*’, The volume of financial transactions in the oil markets represent about

thirty-five times the oil traded in the physical market'®*

Understanding the price formation process in these markets and the role played by
the multiple factors influencing the commodity prices is a complex issue. Some have
claimed that the increased presence of financial investors in these markets have
contributed to excessive price increases and volatility. Although closely studied, the
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impact of this increasing financialisation on prices of the underlying physical
commodities is not yet fully understood.

Commodity markets have displayed unprecedented movements of prices in recent
years. Prices in all major commodity markets, including energy, metals and minerals,
agriculture and food, increased sharply in 2007 to reach a peak in 2008, declined
strongly from the second half of 2008 and have been on an increasing trend again
since the summer of 2009. To varying degrees, these price swings have been
reflected in consumer prices, at times leading to social unrest and deprivation.

- FIGURE 4: Brent price development in nominal USD, nominal EUR and
real EUR (Jan 2007 = 100)
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- FIGURE 5: Price developments of key foods (January 2008 = 100)
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Source: future prices from Ecowin and FAQO, own calculations.

Against this backdrop, the G20 agreed "to improve the regulation, functioning, and
transparency of financial and commodity markets to address excessive commodity
price volatility.” In its Communication of 2 June 2010 on "Regulating Financial
Services For Sustainable Growth" 200, the Commission announced it is preparing a
comprehensive, balanced and ambitious set of policy initiatives which will touch
upon commodity derivatives markets. More recently, the Communication of 2
February 2011 on commodity markets and raw materials has called for further
action’”'. More specifically on agricultural commodity derivatives markets, the
Commission in the 2009 Communication on a better functioning supply chain®™”
announced measures to improve oversight and the overall transparency of EU
agricultural commodity derivatives, both on-exchange and over-the-counter. The
review of MiFID is an integral part of these efforts.

The problems in these markets spring from five sources. First, commodity and
commodity derivatives markets are global and strongly interlinked. Second, there is
concern that competent authorities cannot adequately assess the price formation
process due to a lack of transparency. Third, there is concern that national and
divergent means of controlling fair and orderly markets are insufficiently effective.
Fourth, that not all important market participants are covered. And finally, that
certain contracts which resemble financial instruments are not covered.

First the physical and derivatives markets are increasingly intertwined and influence
each other. The very nature of a derivative contract is that its value depends on the
value of the underlying market to which it refers. In addition, derivative trading
supports price discovery, and thereby also influences commodity prices. In addition
to growing interdependence between physical and financial markets, these markets
have become increasingly global. For instance, many commodity trading firms are
based in Switzerland, where they generate one third of world trade in crude oil 2%
The global nature of commodity markets can also be clearly seen by the volume of
trading in agricultural commodity futures on the Chicago Mercantile Exchange
(CME), where average daily volumes in maize futures contracts exceed those in Paris
(EuroNext) by a ratio of more than 100 to 1.2%

The interlinked and global nature of commodity and commodity derivatives markets
requires reinforcing the cooperation between financial and physical regulators, as
well as between financial regulators at international level. Financial regulators have
called for enhanced global cooperation.”® In particular, they have signalled the need
to take a greater interest in the physical commodity markets, to cooperate more
closely, and share information with physical regulators and other relevant
organisations. This cooperation should help promote a better understanding of the
price formation process in the derivatives markets and the interaction between
physical and financial markets. It should also serve to improve the detection of
market abuses which occur across physical and financial markets, and which involve
multiple markets in different jurisdictions.

The second problem faced by regulators and market participants is the lack of
transparency both in the financial and physical markets. As a result financial
regulators at the international level have called for increased transparency in both the
financial and the underlying physical markets to better understand the price
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formation mechanism of commodity derivatives and the interaction with the

underlying physical markets™®.

Under MIFID, there is no position reporting requirement for derivatives, including
commodity derivatives. However, most of the commodity derivatives exchanges
have already in place some form of position reporting or oversight as part of their
organizational requirements to ensure fair and orderly trading on their markets (see
Annex 5.2.8 Tables 29 & 30). In thhe European regulation on OTC trading?”’ the
Commussion will improve transparency of these instruments by requiring that
information on OTC derivative contracts be reported to trade repositories and be
accessible to supervisory authorities?®®. However, the level of granularity of this
information will not allow competent authorities to differentiate positions taken by
commercial and non commercial entities or for hedging or non hedging purposes,
and will not allow them to assess the exact nature and extent of the links between the
price formation process on commodity markets and the growing importance of
derivatives markets.

The third problem faced by regulators is the lack of harmonised and effective
position management oversight powers to prevent disorderly markets and
developments detrimental to investors. This includes excessive volatility of
derivatives prices and the related commodity prices which could undermine the
proper functioning of these markets. Holding large positions in commodity
derivatives markets may allow individual market participants to influence the price
of the derivative or the underlying in a way that is manipulative or interferes with the
fair and orderly working of the market. In addition, the weight of individual or
aggregated positions may have an impact on fair and orderly markets.

Derivative markets have grown significantly in recent years.”” The European
Parliament has recently stated that regulators should have harmonised powers to set
position limits to reduce systemic risk and combat disorderly trading, especially for
certain categories of derivatives” ° echoing various calls to introduce positions limits
to curb "financial speculation” in commodity derivatives markets. As highlighted
above, the manner in which competent authorities monitor and supervise positions in
commodity derivatives is different between jurisdictions. For example French,
German, and Spanish commodity exchanges have firm position limits in place for
physically settled contracts and/or certain types of commodity derivatives, whereas
UK exchanges have a soft position management system in place whereby they have
the authority to manage positions at any time throughout a contract’s life cycle. They
can instruct a member to close or reduce a !Josition with the exchange, if that is
necessary, to secure fair and orderly markets*!!. This could give rise to regulatory
arbitrage and/or unlevel playing field concems, especially when contracts on the
same commodity are traded on multiple exchanges. Similar concerns could arise at
the international level as the existing position limits regime in place in the US will be
reinforced with the Dodd-Frank Act (see Annex 14 for a comparison between the US
and the EU regime).

Fourth, many important commodity trading firms are currently exempt from MiFID,
even though their activities increasingly resemble those of investment firms.
Commercial companies active in the commodity derivatives markets may be exempt
from MIFID when they deal on own account in financial instruments or provide
investment services in commodity derivatives on an ancillary basis as part of their
main business and when they are not subsidiaries of financial groups. Specialist
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commodity firms whose main business is to trade on own account in commodities
and/or commodity may also be exempt when they are not part of a financial group*"
These exemptions were intended to cover commercial users and producers of
commodities, under the assumption that commercial firms and specialist commodity
firms do not pose systemic risks comparable to traditional financial institutions nor
interact with investors. The size and level of activity of some of the exempted
commodity firms has developed over the years and the assumption of their limited
effect in terms of market disorder or systemic risk may not be as valid as before.

Moreover the G20 has set the objective to improve derivative market transparency
and oversight of all players that have a significant activity in trading of derivatives
which goes beyond their own hedging needs, including commodity derivatives
players. They should be subject to the same regulation as financial players active in
these markets. Finally, it has been suggested that commercial companies benefiting
from the MiFID exemptions active in the oil market should not provide investment
services in commodity derivatives even as an ancillary activity.”'* As these MiFID
exempt firms are not subject to any MiIFID provisions — including the conduct of
business rules — some national regulators and market participants have argued that
unsophisticated clients would not be adequately protected. On the other hand, this
notion of ancillary activity appears to be an essential provision for agricultural
cooperatives, enabling them to provide hedging tools to their farmers while
remaining exempt from a regulatory regime ill-calibrated to the small risks they pose
to the financial system. The same may be true for some energy companies who
manage the energy portfolio of smaller, often affiliated utilities. Both securities and
prudential regulators’ point of view is that there is a case for providing a more narrow
interpre;iition of allowed exempt activities in line with the overall purpose of
MIFID,

A final problem, limited to the carbon market, is that emission allowances, which
share many elements in common with derivatives, are not in scope. In addition, there
is no general regulatory framework that covers the carbon market. Serious concerns
have recently been expressed over the functioning of the carbon market that was
recently created by the EU institutions. Emission allowances®"® are an instrument
created by the EU Emissions Trading Scheme Directive (the EU ETS Directive)',
in force since 2005. The ETS system is a cornerstone of the European Union's policy
to combat climate change. However, periodic reports of fraudulent trading activity in
the physical (non-financial) emission allowances markets have significantly

undermined the credibility of this market”™'’.

This lack of a general regulatory framework entails that spot trading platforms for
emission allowances are not required to guarantee standards of soundness, efficiency
and market access. Intermediaries operating in the spot secondary market do not need
to comply with conduct of business requirements or organizational safeguards, such
as capital requirements. Also, financial regulators currently lack a complete overview
of trading activity encompassing both financial and spot markets.

The nature and characteristics of the emission allowances (i.e. certificate giving the
right to emit 1 metric tonne of CO2) could lend themselves to be classified either as a
financial instrument or a physical commodity. As a result their legal classification is
not uniform in the Member States.®'® This divergence has triggered some negative
knock-on effects with respect to:
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— the uneven application of VAT rules to trade in those allowances across the EU,
which opened possibilities of VAT carousel fraud*"

— the possibilities of circumvention of anti-money laundering safeguards which do
not extend in full to the access to spot market in emission atlowances.”?

At the moment no EU wide market rules apply to the secondary trading of emission
allowances. While MiFID covers derivatives on emission allowances, it does not
apply to trading venues or investment firms which trade emission allowances for
immediate (spot) delivery. MiFID also applies to some extent to the future primary
market (auctions) in those instruments®’. As a result, the fact that the secondary spot
carbon market is not subject to any EU wide comprehensive regulatory framework
stands in contrast with the situation in the allowances derivatives market and the
regulatory arrangements for the auctioning (primary market). This regulatory gap has
led to national divergences as a few Member States have brought the secondary spot
activity in the carbon market under the national regimes implementing the MiFID or
Market Abuse Directive.”*

Transaction reporting

Regulators also lack necessary information due to divergent and limited transaction
reporting requirements. Investment firms are required to report to competent
authorities all trades in all financial instruments admitted to trading on a regulated
market, regardless of whether the trade takes place on that market or not.??

Transaction reporting under MiFID enables supervisors to monitor for abuses under
the Market Abuse Directive (MAD). Transaction reporting is also useful for general
market monitoring, as it provides insight into how firms and markets behave.
Records of trading activity can be used by supervisors for various purposes,
including monitoring market stability, cases of short selling, and analysing market
trends including speculation during times of uncertainty.

The existing reporting requirements fail to provide competent authorities with a full
view of the market because their scope is too narrow, and because they allow for too
much divergence.

First, since transaction reporting enables monitoring the functioning of the market,
including its integrity in the perspective of MAD, the requirements under the two
directives need to remain aligned, taking also into account the ongoing review of the
MAD**, In addition, the alignment of these two should also take into consideration
the proposal for a regulation on Energy Market Integrity and Transparency for EU
wholesale electricity and gas markets (REMIT) with regards to energy transactions.
For example, OTC options and credit default swaps do not need to be reported,
although they can be used to benefit from abusive strategies, and could also be used
to give misleading price signals . Also, financial regulators at the international
level have called for increased transparency in commodity derivatives markets®.
Under the current market abuse rules, the prohibition already extends to orders to
trade. In addition, MAD is expected to be extended to prohibit also attempted market
manipulation, which could also involve orders to trade. Some exchanges may already
retain order data in their own systems for some time. However, there are no reporting
or data retention rules for orders to trade at European level. Orders to trade are
therefore not available in a common format and according to common standards.
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Second, reporting requirements today diverge between Member States. Notably, the
directive is insufficiently clear as to what constitutes a transaction, and allows for the
reporting of additional fields at national level. This adds costs for firms and limits the
use of trade reports for competent authorities to identify market abuse cases. In
addition the diverging reporting requirements give rise to additional complexity to
exchange transaction reports between national regulators when the same listed
instrument is traded in different jurisdictions™’,

Third, investment firms can use third party firms to report their transactions™". These
entities need to be approved by the competent authority, but there is no provision
which ensures adequate ongoing monitoring by the supervisor to ensure these firms
provide high quality and consistent transactional data.

Fourth, market participants that are not investment firms do not need to report their
transactions. When non-investment firms have direct access to organised markets,
this could create substantial gaps between trading activity on the venue and reports
sent to the competent authorities.

Last, for cost and efficiency purposes, double reporting of trades under MiFID and
the recently proposed reporting requirements to trade repositories should be
avoided.””

12.4.3. Powers of competent authorities and cooperation at EU and international level

Experience over the past years, and particularly during the financial crisis show that
competent authorities' powers™’ need to be strengthened in key areas. Notably,
cooperation with regards to general market oversight is insufficient, access to the EU
market by firms from third countries is insufficiently harmonised, and the level of
sanctions is insufticiently deterrent in a number of jurisdictions.

Regulatory scrutiny of complex products such as certain types of structured products,
and of the provision of certain investment services and activities diverges. Currently,
national regulators do not have the power to temporarily ban or restrict the trading in
or the distribution of a product by one or more investment firms or the provision of
an activity where there are exceptional adverse developments which constitute a
serious threat to financial stability or to market confidence in their jurisdiction.
Further, there is no mechanism at EU level to coordinate such a ban (if they were to
be imposed) nor any explicit power granted to ESMA to ban a product at EU level in
case of persistent sustained market failure at EU level.>! Temporary bans put in
place during the financial crisis, such as those on short selling in shares and in
government bonds, demonstrate that taking such measures on a national level causes
compliance problems for firms active in several member states and can result in
needless market disruption. In addition, national bans are not necessarily effective, as
they may not cover activities that take place in other member states.

Competent authorities cooperate in detecting and sanctioning market abuse. There
are also provisions that require them to cooperate when suspending trading.**
However, there are no provisions that ensure cooperation with regards to general
market oversight in order to ensure fair and orderly markets. For instance, the
manner in which competent authorities monitor and supervise positions in
derivatives on trading venues and OTC varies between EU jurisdictions (see Annex
5.2.6. Table 25). This lack of coordination may mean competent authorities do not
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have a full view of the market, or fail to take into account developments in other
markets when considering taking action. In addition, as mentioned under the
commodity derivatives section, financial regulators might not have at the moment all
the necessary information relevant to monitor price formation, nor all trading data
needed to monitor trading behaviour in commodity derivatives markets. Finally the
exchange of information between competent authorities in Europe and in third
countrics is insufficient when supervising market participants and markets which are
increasingly global. The recent wave of stock exchange mergers (e.g. the collapsed
merger between the London Stock Exchange and its Canadian peer TMX, merger
between Deutsche Bérse and NYSE Euronext, and merger between the 4™ largest
operator of US equity markets Bats Global and Europe's largest MTF Chi-X Europe
Ltd.) has highlighted the need for greater coordination of supervision of market
operators expanding in global markets.

Regarding the access of third country firms to EU markets, it is not harmonised
under the MiFID but is left to the discretion of Member States as to who may access
their markets™. Member States may however only authorise firms to access their
own State and also must not treat third country firms more favourably than EU firms.
But this gives rise to a patchwork of national third country regimes granting access
by third country investment firms and market operators to their markets.

On sanctions, not all competent authorities have a full set of powers at their disposal
to ensure they can respond to all situations with the appropriate sanction
corresponding to the severity of the MiFID violation observed.234

The maximum levels of administrative pecuniary sanctions provided for in national
legislation varies widely among Member States235 and in some cases the maximum
fine can be considered low and insufficiently dissuasive. For example, in the case of
violations of the minimum conditions for authorisation of investment firms such as
the need to have adequate organisational arrangements to prevent conflicts of
interests from adversely affecting the interests of its clients (Articles 9 to 14 of
MiFID), 17 Member States provide for maximum fines of less than 1 million and in
6 of them the maximum amount is 100 600 Euros or less. Violations of investor
protection rules (Articles 16 to 24 of MiFID) and market transparency rules {(Articles
25 to 30 of MIF1D) can be sanctioned with a maximum of less than 15 000 Euros in
some Member States. When the gains of a violation are higher than the expected
sanctions, the deterrent effect of the sanctions is undermined. This is reinforced by
the fact that the offender might consider that his offence could remain undetected.
But these maximum fines can also be considered low and insufficiently dissuasive in
view of the substantial amount of damage to investors that such violations can cause
— in recent cases damages caused by failure to ensure the suitability of investment
products for certain customers were estimated at several millions of Euros.

Moreover, some Member States do not have at their disposal important types of
sanctioning powers for certain violations. Five Member States do not provide for
public reprimands/warnings and seven Member States do not provide for the
publication of sanctions, even though it is acknowledged that publication of
sanctions has a deterrent effect and is of high importance to enhance transparency
and maintain confidence in financial markets,

These divergences and weaknesses may render the sanctions for breaches of EU
financial services legislation insufficiently effective, proportionate and
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dissuasive.236 They may create distortions of competition in the Internal Market,
and financial institutions with cross-border operations could seek to exploit the
differences between the legislation in force in different Member States., which may
be detrimental to the protection of investors and consumers of financial services
products alike. They can also have a negative impact on the trust between national
supervisors and hence on cross border financial supervision.

Problem 5: Insufficient investor protection

A number of provisions in the current MiFID result in investors suffering from
insufficient or inappropriate levels of protection. Specific exemptions and unclear
demarcation lines between products or services subject to higher levels of protection
can lead to investors being sold financial instruments which are not appropriate for
them and to make investment choices which are sub-optimal.

Uneven coverage of service providers

First, Member States have the option not to apply MIFID to firms or persons
providing reception and transmission of orders and/or investment advice in relation
to a broad range of financial instruments (See Annex 5.2.9. Table 32). Member
States may only apply this exemption when the activities of the persons are regulated
at national level, but MiFID does not specify any details of what this national
regulation should consist of.

In view of the complexity of financial markets and products, investors often depend
to a large extent on suitable recommendations provided by professional advisers™.
In this respect they cannot be expected to inquire as to the regulatory status of the
adviser but should enjoy the same level of protection irrespective of the nature of the
service providers. There are currently over 100 000 individuals or firms (mostly in
Germany) covered by the exemption, compared with around 8000 authorised MiFID
firms or credit institutions providing the same services (see 5.2.9). Exempting this
number of service providers even on a national basis without setting a minimum

regulatory framework for investor protection no longer seems appropriate.

Second, in the context of the Communication on packaged retail investment products
(PRIPS),238 the Commission has underlined the importance of ensuring a more
consistent regulatory approach concerning the distribution of different financial
products to retail investors, which however satisfy similar investor needs and raise
comparable investor protection challenges.”® Specifically, the sale of structured
deposits, an activity almost exclusively carried out by credit institutions, is outside
the scope of EU regulation. This represents 12% of the combined EU market for
PRIPs.**® The gap in terms of investor protection and regulatory arbitrage is
important. Investors in this market with comparable aims to those investing in other
PRIPs, i.e. with either underlying securities or insurance are at a disadvantage, while
firms can be tempted to avoid rules applicable to the sale of other PRIPs and inflate
sales of deposit-based products.

Third, national regulators®*! have raised concerns with respect to the applicability of
MIFID when investment firms or credit institutions issue and sell their own
securities. As a primary market activity, issuance of financial instruments is not
covered by MiFID. However equities and bonds issued by these firms represent a
sizeable share of total EU issuance. Issuance by financial services firms (as a proxy
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for investment firms and credit institutions) are very significant in the context of
issuance in Europe as a whole. Indeed according to Europe Economics, in 2009 over
40 per cent of equity secondary offering issuance within the EMEA region was by
financial services firms. This is equivalent to issuance €120 billion. The share of
financials in total bond issuance is less clear but is likely to be substantial (financials
is the largest segment in terms of outstanding corporate bonds). However the
significance of direct, non-advised sales to retail investors within this total is not
known. In this respect, CESR has urged clarifying the applicability of MiFID to the
direct and non-advised sales of these securities lest investors are unprotected in cases
where they would reasonably expect the firm to be acting on their behalf.**?

Uncertainty around execution only services

MIFID allows investment firms to provide investors with a means to buy and sell so-
called non-complex financial instruments in the market, mostly via online channels,
without undergoing any assessment of the appropriateness of the given product - that
is, the assessment against knowledge and experience of the investor.*”’ Individual
investors value the possibility to buy and sell (essentially) shares based on their own
assessments and understanding.244 Nonetheless, there are three potential problems
with the status quo which should be addressed on precautionary grounds. First, the
financial crisis clearly underlines that access to more complex instruments needs to
be strictly conditional on a proven understanding of the risks involved. Second, the
ability of investors to borrow funds solely for investment purposes even in non-
complex instruments, thereby magnifying potential losses, needs to be tightly
controlled. Third the classification of all UCITS as non-complex instruments needs
to be reviewed in light of the evolution of the regulatory framework for UCITS,
notably when assets they can invest in are themselves considered complex under
MIFID, for instance derivatives. In all these respects, the exact range of instruments
and services covered under the execution-only regime today is not sufficiently clear
and could lead to — avoidable — problems for investors.

Quality of investment advice

In the context of the financial crisis and recent debates on the quality of investment
advice, including the debate on PRIPs, several possible areas for improvement have
emerged. Under MiFID intermediaries providing investment advice are not expressly
required to explain the basis on which they provide advice (e.g. the range of products
they consider and assess) and more clarity is thus needed as to the kind of service
provided by the intermediary and to the conditions attached to the provision of
advice on an independent basis. One study indicates that, at present, investment
advice is unsuitable roughly half of the time.”** Compounded by cases of mis-selling
amid the financial crisis, the number of complaints regarding the quality of
investment advice has also been increasing. Europe Economics has searched the
databases and annual reports of financial services-focused ombudsman in selected
countries (including Belgium, Czech Republic, France, Germany, Greece, Ireland,
Luxembourg, Spain and the UK) in order to investigate the recent prevalence (or
even specific cases) of mis-selling or bad advice provided to retail clients:

— The UK’s Financial Ombudsman Service opened 22,278 new cases relating to
investments and pensions in 2009/10.** Of these, 62 per cent related to
complaints about sales and advice.
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— Germany’s Ombudsmann der Privaten Banken reviewed 1,325 complaints
relating to the provision of investment advice and asset management in 2008.*" In
the latter case, the number of complaints about advice had quadrupied over 2007,
which was attributed to the impact of the financial crisis. The complaints related
to inadequate explanation of the specific risks attached to a particular security or
the pressure exerted to purchase overly risky assets.

~ Similarly in Greece of the complaints received regarding investment business a
common one was that the key information regarding a particular product was not
adequate.”®

The framework for inducements

MiIFID regulated for the first time the payment of various types of incentives to
investment firms which can influence the choice and the promotion of products when
firms provide services to clients (inducements). The MiIFID rules for incentives from
third parties require inducements to be disclosed and to be designed to enhance the
quality of the service to the client®®. These requirements have not always proven to
be very clear or well articulated for investors®”. Further, their application has created
some practical difficulties and some concerns, especially with respect to portfolio
management and investment advice”', and may lead to sub-optimal choices on
behalf of the investor. This inherent conflict of interest is potentially widespread:
over half of all EU investment firms and credit institutions are licensed for the
provision of portfolio management and/or investment advice.”>> The problem is
partially already recognised in the national law, supervisory or industry practices of
some Member States (e.g. UK, ltaly).*

The provision of services to non retail clients and classification of clients

The MIFID classifies clients in different categories and calibrates protections
accordingly. Conduct of business obligations fully apply only to retail clients while
they apply partially or do not apply to professional clients and eligible counterparties.

The current crisis and alleged mis-selling practices involving certain categories of
non retail clients, notably local authorities and municipalities, have shown that the
ability of some non-retail clients to understand the risk they are exposed to,
especially in the case of very complex products, may be inadequately reflected in the
MIFID. The current framework for clients' classification and the calibration of
applicable protections does not reflect their needs accurately.

The execution quality and best execution

MIFID requires investment firms to execute orders on terms most favourable for the
client (best execution). This obligation™ hinges on the availability of data on the
quality of execution at different trading venues as well as accurate and timely pre-
and post-trade transparency data (addressed in section 3.4 above). This combination
enables firms to select the trading venues where they execute orders and to comply
with best execution obligations on an on-going basis, as well as to review their
execution policies as markets evolve. However, MiFID currently does not require
venues to publish harmonised data on execution quality. Potentially relevant
information for best execution purposes> is thus not systematically available in a
readily comparable format to market participants™®. As a result, investors are
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excessively dependent on the assurances of the investment firms they use that best
execution has been delivered. This can propagate sub-optimal outcomes,
inefficiency, and opportunities foregone.

Problem 6: Weaknesses in some areas of the organisation, processes and risk
controls and assessment of market participants

The problem presents several dimensions.

Insufficient role of directors, weaknesses in the organizational arrangements for the
launch of new products, operations and services, and internal control functions

MIFID requires persons who direct the business to be fit and proper, establishes a
general framework for organizational requirement and regulates specific internal
control functions (compliance function, risk management function, internal audit
functlon) 37 Events during the financial crisis illustrate the importance for firms to
have in place robust corporate governance arrangements, including appropriate
chains of accountability and involvement of directors, as well as strong internal
control functions®. Likewise, organisational checks and safeguards around the w. 3;
investment firms design and launch new products and services should be robust
On the ground, Member State practice may vary, but specific shortcomings in the
general framework of MiFID have been exposed in this respect. Notably these
concern the degree of experience and engagement of all board members (not just
executive directors) and of their direct responsibility regarding the operation of the
internal control functions.

Specific organizational requivements for portfolio management, underwriting and
placing of securities

Portfolio management on a client-by-client basis requires a specific authorization
under MiFID and IS subject to the general organizational requirements and conduct
of business rules” but the area of the actual management of portfolios on a
discretionary basis by firms, however, is not covered by any specific provision.
Inherently, the discretion enjoyed by the portfolio manager can nonetheless give rise
to disputes regarding unsuitable or poor investment choices. Indeed, Member States
have recorded numerous complaints where clients have challenged the way in which
their portfolio has been managed The review of the publlshed annual reports of
financial services ombudsmen®®' did reveal some problems arising in relation to
discretionary portfolio management services. In particular, these were highlighted by
the ombudsmen in Belgium, the Czech Republic, France, Germany, Ireland,
Luxembourg, Spain and the UK. In the 2010 Annual Report published by the UK
Ombudsman, it noted that the complaints made about dlscretlonary portfolio
management services typically involved the following issues:*®* (i) A failing of
administration of their portfolio; (ii) The portfolio was not managed in a ways that
was initially agreed; (iii) A failure by the manager to diversify the investments made
in the portfolio; (iv) A manager that made too many, or too few, changes to the
portfolio over a certain period of time. Only a few of the ombudsmen identified the
number of cases relating to discretionary management. For instance, the German
private banking ombudsman identifies 274 cases relating to discretionary portfolio
management (9 per cent of the cases it handled in the securities area, 4 per cent of its
total cases workload); in LLuxembourg seven of the cases settled related to this area
(being three per cent of the total).
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For underwriting and placing, corporate finance business is covered under different
investment and ancillary services in MiFID: underwriting and placing, advice to
undertakings, including services related to mergers, services related to
underwriting.”® Firms providing the investment service of underwriting and placing
need to be authorised and are subject to MIiFID requirements. Nevertheless, some
specific practices®™® contrary to firms' obligations to take all reasonable steps to
prevent conflicts of interest, such as underpricing or overmarketing of securities to be
issued have recently been noted.

Telephone and electronic recording

MIFID gives Member States the possibility of requiring firms to record telephone
and electronic communications involving client orders. Most Member States have
used this option. However, the wide discretion introduced by MIFID has led to
different approaches being adopted by Member States, ranging from the lack of any
obligations to the imposition of very detailed rules in this area’® (see also Annex
5.2.11 Table 35). There is therefore no consistent framework across Europe on this
question creating differences in the supervisory tools available to regulators and
disparities between firms providing the same services in different Member States
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13. ANNEX 3: ANALYSIS OF IMPACTS AND CHOICE OF PREFERRED OPTIONS AND INSTRUMENTS
This table highlights the key initiatives under this review with their respective level of priority, their link with international or other EU

initiatives, the impact on market structure and/or business models (i.e. level of transformational impact), the level of execution risks, and the
level of costs. Key initiatives are highlighted in grey.

- TABLE 11: Key initiatives

Operational objectives | Level of priority |International initiative or Level of Level of Level of costs
(high/medium) link with other EU transformational execution risk (high/medium/ low)
initiative impact (igh/medinm/| (high/medivm/ low)
low)
"""" O o G R an e el
EET %3 ﬁ ¥ it E
et up relevant Medium Yes (IOSCO direct Medium Medium Low
mmfework ar_ound Hew market access)
rading practices ‘
einforce powers of Medium Yes (Larosiére Medium Low Low
egulators and Group; sanctions)
eordination in
supervisory practice
mprove transparency Medium Yes (MAD review) Low [ow Low {costs
owards repulators (i.e. incurred under
ransdaction reporting) EMIR) to high
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Reinforce regulation on
prodiucts and services

Medium

Yes (PRIPS
structured deposits)

Medium

Stricter organisational
requirement for [F

Medium

Yes (Corporate
governance EU work
stream)

Medium
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13.1. Regulate appropriately all market structures and trading practices taking into
account the needs of smaller participants

Option 1 — take no action at EU level.

As explained in the problem definition, there are shortcomings in the current design
of MiFID with respect to providing a level-playing field for the different types of
trading venues existing in the market and regulating them appropriately. These
shortcomings would remain if no action at EU leve] was taken. In addition, SME
financing via securities markets would remain at its current level.

Trading platforms

Option 2 - Introduce a new category of Organised Trading Facilities (OTF) besides RMs and
MTFs to capture current (including broker crossing systems - BCS) as well as
possible new frading practices while and further align and reinforce the
organisational and market surveillance requirements of regulated markets and MTFs

Establishing a new category of organised trading facilities would have the advantage
of applying appropriate trading venue specific obligations to a variety of different
types of systems that involve the bringing together of multilateral or bilateral orders,
for example crossing systems, "swap execution facility"-type platforms, hybrid
voice/electronic broking systems and any other type of organised execution systems
that are used by firms. An appropriate new regulatory category would be created that
1s flexible enough to meet the differing nature of these systems. It would also be
future-proof as the category would be widely defined to capture new systems that
may develop in the future. It would also result in the application of pre-trade
transparency requirements and therefore reduce the number of orders that are dark.
This could benefit best execution and price formation. This option will also enable
full convergence with the US regulation currently being discussed regarding
derivatives trading (the Swap Execution Facilities — SEFs under the Dodd Frank
Act).

Further aligning the detailed rules applying to regulated markets and MTFs would
have the advantage of ensuring that similar rules apply where entities essentially
conduct the same type of business. Especially in equities trading there is an intense
competition between Regulated Markets and MTFs and would therefore help create a
level playing field.

Requiring co-operation and an exchange of information between trading venues
would also appropriately reflect the emergence of certain MTFs which nowadays
have a sizable market share in particular in the trading of European blue chips. In
practice this means that equities are traded intensively on a significant number of
trading venues so that a higher degree of co-operation between those trading venues
can help reducing the probability of cross venue market abuse strategies. Intensified
cooperation and information exchange would therefore improve market integrity in
those cases where trading of financial instruments is spread over a number of venues.

A disadvantage of streamlining the rules for regulated markets and MTFs could be
that the compliance costs for some MTFs would increase. These costs may be passed
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on to users so that this measure may cut into some of the reductions in trading costs
stakeholders have experienced following the implementation of MiFID.

There are no obvious disadvantages to requiring an enhanced co-operation and
information exchange between different trading venues trading identical instruments.
Establishing the initial routines for co-operating and exchanging information will be
associated with some costs. However, the organisations affected run highly efficient
state of the art IT systems so that liaising with other venues should not be overly
burdensome and any costs incurred should be more than mitigated by the positive
impact achieved on market integrity.

Disadvantages in relation to establishing the new category of OTF would also be
associated with costs. For firms operating the various types of systems that may be
an OTF there will be initial costs in determining whether the system constitutes an
OTF and how the rules apply to the system. There will then be ongoing costs of
complying with the new organisational and transparency requirements.

Option 3 — Expand the definition of MTF so that it would capture trading on broker crossing
systems (BCSs) (4lternative 10 option 2)

This option would have the advantage of applying trading venue specific rules to a
specific type of system previously only regulated as an investment firm thus
improving market transparency, creating a level playing field among trading venues
and promoting legal certainty.

However, a disadvantage could be that indiscriminately applying the MTF rules to
BCS may be too inflexible and entirely change their business model. This would fail
to recognise the functional differences between a broker crossing its client orders (a
traditional and legitimate activity carried on by brokers) and the operation of an
exchange. Finally, this approach may not be future proof as if new types of systems
emerge in the future that are not broker crossing systems they would not be captured.

Trading of derivative instruments

Option 4 — Mandate trading of standardised OTC derivatives (i.e. all clearing eligible and
sufficiently liguid derivatives) on regulated markets, Multilateral Trading Fuacilities
(MTF5s) or organised trading facilities (OTFs) (Additional to options 2 3)

One advantage of implementing this option would be that a previously opaque
market which entails systemic risk would be moved to more transparent and strictly
supervised platforms. In addition, this option would enhance competition between
trading venues and improve the quality and reliability of prices quoted for derivatives
which are currently traded OTC. Investors looking e.g. for an OTC derivative for
hedging purposes of the market may find it difficult to make an informed judgement
about the price they are quoted because of the current opacity of the market. By
implementing this option reference prices created through trading on electronic
platforms would be available improving the bargaining position of investors,
especially the smaller institutional ones. This option would also be consistent with
the new US rules that allows trading of cleared OTC derivatives to take place on
swap execution facilities, while establishing a framework of trading venues suitable
for EU markets and respecting the EU treaty and case law as regards the delegation
of powers to agencies such as ESMA. Exemptions would be provided for corporate
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end-users, in order to avoid imposing central clearing and circumventing the
exemptions under the Commission proposal on OTC derivatives, central
counterparties and trade repositories.**®

A disadvantage could be that derivatives traded on electronic platforms may not be
sufficiently customised to fulfil the particular needs of certain investors trying to
hedge their positions. However, bespoke derivatives would still exist as only those
derivatives are moved to platforms where such a move is appropriate, i.e. if there is a
high degree of standardisation and also liquidity. The second disadvantage is that this
shift of trading on organised venues from previously OTC traded products could
dramatically change the business model of the main dealers and possibly lead to a
substantial drop in their ability to provide liquidity. This could have a significant
detrimental impact for investors and users of these instruments.

Option 5 — Set targets in legislation for trading in standardised OTC (i.e. all clearing eligible
and sufficiently liquid derivatives) derivatives to move to organised venues
(Alternative to option 4)

The advantages of this option would be that it goes with the trend of market practice
(with derivatives increasingly being traded on automated trading facilities) and
avoiding the need for protracted negotiations on, first, the range of instruments to
which mandates should apply, and second, the range and exact characteristics of
venues that could qualify under the G20 characterisation of exchanges and electronic
trading platforms.

The disadvantages would be the need to establish suitably ambitious yet attainable
target levels per asset class, the need for rigorous monitoring of the targets, as well as
a back-up enforcement procedure in case they are not met. Further, the G20 text on
trading of derivatives should be read together with the agreement on clearing. That
is, where a mandatory approach is chosen on the latter, it is arguably incoherent to be
significantly less firm on the approach to trading, i.¢. to extend the notion of "where
appropriate” beyond the scope of applicable venues and instruments to the choice of
regulatory means.

SME markets

Option 6 — Infroduce a tailored regime for SME markets under the existing regulatory
Jramework of MTFs (Additional)

The introduction of a tailored regime for SME markets under the existing regulatory
framework of MTFs would mean to set up a harmonized standard which market
operators may apply when creating a SME segment. However, the EU SME regime
would not be a mandatory one, so market operators may decide not to create such a
segment.

If market operators decide to make use of the EU regime for SME markets, they
would need to comply with organisational and system requirements to be further
defined and specified in delegated acts. To build market confidence the SME regime
will ensure the high level of investor protection as provided for in regulated markets
in order to gain a quality label. For example, market abuse legislation should be
applied. This regime will lead to more visibility of SMEs and therefore will attract
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more investments. Finally, more investments will provide for more liquidity and
make applicable costs proportionate.

Implementing this option would have the advantage of a quality segment providing
for more visibility and therefore more liquidity while at the same time reducing the
costs of administrative burdens for issuers, such as for instance a proportionate
disclosure regime according to the amended Prospectus Directive. In particular, SME
markets under such a tailored regime will gain a positive perception due to high
regulatory standards notably of investor protection. Based on this a quality label
could emerge. This will lead to more visibility of the SMEs listed and, in
consequence, will attract more investments. More investments will broaden the
capital pool available and therefore reduce volatility while increasing liquidity in
markets. This will make it more attractive for SMEs to seek an admission to trading
on a MTF thus making it easier for them to access the capital markets to raise
finance. Furthermore, harmonized standards will allow a network among SME
markets to broaden the capital pool accessible for SMEs. Therefore, it will bring
more issuers and above all investors to these markets, which should facilitate their
growth and thus the financing of SMEs expansion. The setting up of a harmonised
regulatory framework will not be sufficient to guarantee the emergence of a network
of markets as national traditions in terms of family ownership or financing mode of
SMEs may persist. Therefore, flanking measures such as setting up specific financing
schemes at European level for SMEs may be needed to strengthen the establishment
of a real network of SMEs markets. Once such connection is achieved, it will allow
SMEs to access to a broader capital pool and raise larger amounts of funds which
will decrease the relative cost of capital versus bank financing.

A disadvantage could be that market operators do not employ the framework
provided. Nevertheless, as the use of the EU tailored framework is not mandatory,
flexibility is left to market operators to use a different model. Then no quality label
of the new regime may emerge. Furthermore, lacking a common basis, markets
would not be able to establish networks among themselves. Finally, the situation for
SMEs seeking finance on capital market would stay as difficult as today.

Option 7 — Promote an industry-led initiative to enhance the visibility of SMEs markels.
(Alternative to option 6)

Instead of setting up an EU harmonized regulatory framework for SME markets an
industry-led initiative could be promoted developing market standards leading to a
harmonized appearance of SME markets and finally networks between SME markets
across the EU. The industry may, according to SMEs' and investors' demand and
needs, create a self-regulated standard model taking into account existing market
models and practises. This option could imply the use of some financing tools (e.g.
introduction of this type of financing in the Competitiveness and Innovation
Framework Programme®®”) helping to develop further this type of industry initiative.

The main advantage of this option would be that it should help SME markets to
develop further their networks by agreeing on common exchange-regulated standards
and practises. This option provides flexibility for market operators whether and what
rules to apply. A framework agreed by everyone has the advantage that it will gain
more acceptances by market operators.
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However, the downside is that an SME market segment agreed among market
operators may not attract the same interest at investor-side. Industry negotiations
may lead to a weak framework providing for insufficient provision for instance with
regard to investor protection. However, a poor perception will not only expel
investors but, in consequence, also may have negative spill over effects on the
issuers' reputation.’®® The past experience (in the 1990s) with second-tier markets

based on industry developed standards is not positive: all of them disappeared, but
ATM®,

- TABLE.12: Rise and Fall of the European New Markets

EUROPEAN NEW MARKETS

‘Country OpeningDate | Clasing Dafe. - |

Alternative UK June 191995 | NA
Investinent Market

Nouveau Marché France February 14, 1996 Euwrolist as of

February 21, 2005

EASDAQ November 28,

(renatned Pan-Eurapean June, 1996 2003
NASDAQ Europe}

NNeuer Markt Germany March 10, 1997 Brecember 31,

2003

NMAX Netherlands March 25, 1997 Eurclist as of

April 42005

Euro NM Brussels Belgium Apnl 11, 1997 October 2000

Nuovo Mercato Tialy June 17, 1999 MTAX as of

Sept. 19, 1995

Source: Mendoza®”

Furthermore, as market operators are competitors, they may look for their individual
business advantage?’' and may avoid entering into networks with other operators and
allowing them access to their market segment. Market operators already today rarely
use the possibility to set harmonized industry standards across Europe to create
networks enhancing SME markets' visibility and liquidity. Thus an industry-led
initiative might need a regulatory framework proposed under option 8 above.

13.2.  Regulate appropriately new trading technologies and address any related risks
of disorderly trading

Option 1 — take no action at EU level

As explained in the problem definition, rapid technological advances in the recent
past have transformed trading practices in the markets due to the increased use of
algorithmic trading with high frequency trading representing one specific type of
automated trading. Currently the MiFID framework lacks specific measures to
address these and other similar future technological developments. If the regulatory
framework is not adapted to address such new developments in the markets risks of
market disorder and systemic failure are increased.

Organizational requirements
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Option 2 — Narrow the exemption granted to persons dealing on own account to ensure that
high frequency traders that are a direct member or direct participant of a RM or
MTF are authorised

The effect of this change is that all entities engaging in high-frequency trading that
are a direct member or direct participant of a RM or MTF would be required to be
authorised as an investment firm under MiFID so that they would be supervised by a
competent authority and would be required to comply with

MiFID provides organisational requirements for firms (e.g. systems, compliance and
risk management obligations). The application of MiFID requirements and oversight
of activities by financial supervisors would decrease the risks of systemic failures
and/or disorderly trading potentially arising from these activities.

A disadvantage of such a measure would be that these traders would incur costs for
the authorisation process and ongoing compliance with MIFID requirements.
However, these costs are also incurred by other participants in the financial markets,
so imposing financial supervision on these players who are increasingly significant
and active market participants seems appropriate.

Option 3 — Reinforce organisational requirements for firms involved in algorithmic or HFT
trading and for firms providing sponsored or direct market access facilities
(additional to option 2)

Implementing this option would have the advantage that it would place the onus on
firms involved in algorithmic and high frequency trading to have in place specific
measures to mitigate some of the main systems risks inherent in algorithmic and high
frequency trading. Further, for firms that allow their systems to be used by other
traders it would clearly attribute responsibility for any misuse of the access to the
investment firm granting access. Having proper risk controls and filters in place
would help prevent disorderly trading emanating from entities acting on the markets
via such access arrangements. The obligation to disclose details of algorithms to
regulators upon request would ensure more rigorous oversight.

This option does not have any obvious disadvantages apart from a possible marginal
increase in costs for the relevant firms.

Option 4 — Reinforce organizational requirements (e.g. circuil breakers, stress testing of their
trading systems) for market operators (additional to option 2 and 3)

Implementing the option would help mitigate and prevent the risk of potential
disorderly trading associated with automated trading and other unforeseen market
developments. An additional advantage would be that circuit breakers in particular
can protect investors against execution of their orders at a price level not representing
the real value of an instrument but rather caused by high volatility due to disorderly
trading conditions. This option is very much in line with the measures considered by
the US authorities further to the flash crash of 6 May 2010. Significant
interconnection between markets in the US means that having adequate circuit
breakers and stress testing was of greater importance to prevent widespread system
risks. While market infrastructures are not interconnected in the same way in Europe
as in the US, there is still significant potential for market disturbances if operators of
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venues do not have in place clear circuit breakers and if trading systems have not
been properly tested to prevent systems crashing

Implementing this option would increase compliance costs for market operators.
However, as these costs would help prevent disorderly trading or system breakdowns
which could have negative consequences for market users and the reputation of the
market operator, they appear to be a justified and essential investment in the best
interests of markets.

Activity of HFT

Option 5 — Submit high frequency traders to requirements to provide liquidity on an ongoing
basis (additional to 2, 3 and 4)

The advantage of implementing this option would be to ensure that high frequency
traders cannot abruptly enter or leave the market for an instrument resulting in a
sudden increase or decline in liquidity for that financial instrument. For example if
there were adverse market conditions a withdrawal from the market could cause a
sudden drain in liquidity which could exacerbate price movements and volatility for
an instrument.

A disadvantage could be that high frequency traders may refrain from participating
in the markets as they would not want to take on liquidity provision obligations,
especially in adverse market conditions.

Option 6 — Impose minimum resting period for orders (alternative to 5)

Implementing this option would stop high frequency traders and algorithmic traders
from testing the depth of order books by submitting and cancelling orders in very
quick succession. This would put less stress on the 1T systems of market operators
reducing the risk of systemic failures. If such practices constitute market abuse
imposing a minimum latency period could stop them thus preventing disorderly
trading and promoting market integrity.

A disadvantage would be that a minimum latency period would limit market liquidity
and efficiency and price discovery. The ability to constantly update orders helps
maintain a tight bid-ask spread. In so far as some automated trading practices can be
abusive this is an issue that will be addressed in the review of the Market Abuse
Directive. This option would also amount to a prohibition of many forms of
algorithmic and high frequency trading strategies that are considered to be beneficial
to the market (e.g. market making and arbitrage strategies) where constantly updating
orders is essential to enable the firm to provide the best prices and mitigate its risk. In
addition, this measure could also indiscriminately affect other forms of trading where
it is necessary to cancel or update orders. It therefore has the potential to distort the
functioning of the market and create various unintended consequences. Finally,
defining the minimum period would be highly controversial and sophisticated market
participants may find innovative ways to exploit this resting period to their
advantage.
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Option 7 — Impose an order to execuled transactions ratio by imposing incremental penalties

13.3.

on cancelled orders and setting up minimum tick size (alternative to 5 and 6)

The advantages described in option 6 would also be attained by this approach, i.e. the
stress on 1T systems would be alleviated and high frequency and algorithmic traders
would be limited in their attempts to test the depth of the order book. The minimum
tick size would also limit the scope of arbitrage for HFT and would also avoid
unsound competition between trading venues that may be tempted to lure liquidity by
reducing tick size to ridiculous levels.

The disadvantages however, would be less severe than described under option 6.
This measure would in all likelihood, provided that the ratio is suitably calibrated,
only affect the high frequency traders or algerithmic trading activity it is targeted at.
Market liquidity and efficiency and the quality of price discovery should not be
adversely affected. Assuming that the ratio and the system of penalties is effectively
calibrated then risks would be effectively addressed while minimising the adwverse
effect on spreads. Market operators would be best placed to calibrate the optimal
approach that fits for the particular market concerned.

Increase trade transparency for market participants

Option 1 - take no action at EU level.

It is described in the problem definition that the current transparency regime for
equities has exhibited shortcomings in relation to, for example, the calibration of
existing waivers, the timing of post-trade information and the quality in the reporting
and publication of trade data. [n addition, the MiFID regime currently does not cover
non-equities at all where the existing data reporting tools available in the market are
not considered sufficient. All of these shortcomings would remain if no action at EU
level was taken.

Trade transparency for equity markets

Option 2 — Adjust the pre- and post-trade transparency regime for equities by ensuring

consistent application and monitoring of the utilisation of pre-trade transparency
waivers, by reducing the delays for post-trade publication, and by extending the
fransparency regime applicable to equities fo shares traded only on MTF or
organised trading facilities

The package of measures enrolled in this option would improve the transparency
information available in the European markets. More specifically, clarifying and
streamlining the rules on pre-trade transparency waivers would ensure that the
exemptions to pre-trade transparency are kept to the absolute minimum necessary
and divergences in application between Member States would be reduced
contributing to a level-playing field. On the post-trade side, the envisaged measures
would promote swifter access to data which should facilitate the consolidation of
data, make it more useful for market participants and overall improve the efficiency
of the price discovery process. Finally, extending the transparency regime to shares
only traded on MTFs or organised trading facilities would have the advantage of
making the trading in those instruments visible to the market improving overall
transparency and also levelling the playing field.
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Option

There are no obvious disadvantages to streamlining the rules for the pre-trade
transparency waivers. For post-trade transparency reducing the maximum deadline
for real-time reporting may require a certain investment by investment firms in IT
systems. However, one must bear in mind that already the general rule is that
transactions need to be published as close to real time as possible with publication
after three minutes being the exception rather than the norm. Therefore firms should
already have the necessary infrastructure in place and any adjustments due to this
rule change should be of a minor nature. A potential disadvantage of reducing the
permissible delays for publishing large transactions could be that liquidity providers
refrain from committing capital due to concerns that transactions would be disclosed
to the market before they can unwind a large position. However, this concern can be
addressed by an appropriate calibration of the delays that, although shorter remain
permissible. Also extending the scope of the transparency regime to shares traded
only on MTFs or organised trading facilities only could also be met by concerns that
this may cause a further drop in liquidity for shares that may not be overly liquid to
begin with. However the MiFID equities regime does entail a sufficient degree of
detail to cater for illiquid shares by allowing pre-trade waiver and post-trade deferral
options.

3 — Abolish the pre-trade tansparency waivers and the deferred post trade
publication regime for large transactions (Alternative to option 2)

An advantage could be that all trading would be instantly transparent to the investing
public as all options for not making orders transparent or executed transactions
immediately transparent would be repealed.. Also such a measure would create the
ultimate level-playing field as there could be no differences in the national
implementation and application of waivers.

However, total transparency does have its drawbacks as market participants will be
reluctant to submit large orders to the markets if they are displayed instantaneously.
Especially liquidity providers would refrain from committing capital out of fear that
the market turns against them and they end up with significant losses because they
could not manage the order properly or do not have time to unwind a position while
the disclosure is being delayed on the post-trade side. Investors would be tempted to
further break orders into smaller sizes but this could multiply execution costs. In
addition, such a total transparency regime would reduce investor protection as useful
order management facilities, such as stop orders (i.e. a stop order is an order to buy
or sell a stock once the price of the stock reaches a specified price, known as the stop
price), would not be available anymore. Also this regime would work against market
efficiency as the instantaneous display of large orders can cause unexpected market
swings and agitation which may lead to a dry up in liquidity and a widening of bid-
offer spreads thus reducing the quality of the price discovery process.

Further the benefits in terms of transparency are likely to be limited as a recent
CESR has shown that over 90% of trading in EEA shares on organised trading
venues are currently pre-trade transparent.

Finally, this option would put EU trading venue at a significant commercial
disadvaniage to venues outside the EU where such waivers are a common and long
established feature of markets (cf. Annex 14 describing the situation in the US).

Trade transparency for non-equities markets
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Option 4 — Introduce a calibrated pre and post trade fransparency regime for certain types of
bonds and derivatives (Additional to option 2 or 3)

Implementing this option would deliver advantages for transparency information
available freely, the intensity of competition and potentially market efficiency.
Investors would have a better picture of the options available to them due to
additional price information available to everybody rather than quality information
only being available to a selected few professional players who can then make use of
their informational advantages. Therefore this extended access to transparency
information across asset classes would level the playing field between investors,
including those from the retail side. In the medium-term it may lead to efficiency
gains and an improved price discovery process as transparency and an enlarged view
of what is available in the market for investors may enforce competition. As an
additional advantage, the tailor-made approach envisaged here per asset class and per
instrument would ensure that the transparency provisions tie in with the specific
characteristics of the market in each particular asset class. This would help avoiding
detrimental effects to liquidity and market diversity.

A disadvantage of this option could be that too much transparency may have a
detrimental effect on liquidity as market participants and especially market makers
may be reluctant to commit capital if their quotes or trades are displayed in public
and the market may turn against them. However, this disadvantage can be overcome
by carefully calibrating the transparency rules for each specific instrument in each
asset class so that an appropriate equilibrium is found between transparency and
liquidity. This calibration would be especially important for bonds with small
outstanding such as the ones issued by smaller Member States.

Option 5 — Introduce a calibrated post trade only transparency regime for certain types of
bonds and derivatives (Alternative to option 4}

The objectives attained by option 4, i.e. increasing market transparency and
improving market efficiency would also be achieved by this option, however to a
lesser extent as only post-trade information would be covered while the information
on present, real-time trading opportunities on the pre-trade side would still not be
available to the public on a non-discriminatory basis. A potential advantage could be
that the concerns regarding an impact on market liquidity would be diminished.
Investors may be less worried about information leakage and more willing to commit
capital if their order information pre-trade would remain in the dark.

On the downside, while post-trade information is important for the market the same
goes for pre-trade information especially for investors looking to "hit" a quote in a
particular moment and in order to remove information asymmetries. Therefore,
rather than leaving pre-trade transparency entirely outside the new regulatory
approach designing a framework where pre- and post-trade information is custom-
designed for each instrument including waivers and delays in disclosure where
appropriate appears as the more intelligent, comprehensive and flexible approach to
achieve the desired objectives.

Cost and consolidation of trade data

Option 6 — Introduce measures to reduce the costs of data notably by requiring the
unbundling of pre and post trade data and provide guidance on reasonable costs of
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data, and improve the quality and consistency of post-trade data by the sef up of a
system of approved publication arrangements (APAs) (Additional to options 2 or 3
and 4 or 5)

Preventing the sale of bundles of pre and post trade data unless the constituent parts
of the bundle are also made available separately at a reasonable price would
contribute to lower data costs for investors while also facilitating the establishment
of a consolidated tape (see options 8 and 9) at an affordable cost. Developing ESMA
standards on criteria for calculating what constitutes a reasonable cost for data should
further contribute to decreasing the costs of obtaining market data for stakeholders.
The standards would introduce a level of transparency to costs previously not
available. ESMA standards to further harmonise both the content and format of post
trade data would significantly improve the ability of data providers to consolidate
post trade data. The establishment of APAs and the requirement for investment firms
to use them as a means of publication would improve overall data quality and
accessibility. These advantages would be attained as the APAs would be subject to
an authorisation and on-going supervision process needing to adhere to strict quality
standards. As a consequence they would be obliged to publish market data in a way
facilitating the overall consolidation of European market data. Finally, prescribing
the release of data free of charge 15 minutes after the trade would improve the
overall accessibility of the dealings and movements on financial markets in particular
for retail investors.

The primary disadvantage associated with this group of measures for investment
firms could be the increase in costs by having to employ APAs. However, this
disadvantage could be mitigated as APAs would presumably operate in a competitive
environment so that they would offer their services at a reasonable cost. The use of
uniform reporting requirements resulting from the establishment of APAs would
greatly benefit consumers of financial data products as they would no longer struggle
to cross map data from data vendors, making it easier for them to switch between
data providers and giving them the freedom to choose the individual data products
that best suit their business needs. The other measures under this option do not entail
any obvious disadvantages.

Option 7 - Reduce data costs by establishing a system for regulating the prices of data

(Additional to option 6)

An advantage of this option would be that costs for investors for getting hold of data
could be controlled. Entities consolidating data and investors would have easier
access to the data and it could be used more efficiently for best execution purposes
and, possibly, more economically by the users of the data.

However, such intervention into the operation of financial markets would be alien to
the financial supervisory system which sets the legal framework for market
participants but so far does not prescribe prices charged by participants in the
financial markets. In practical terms while driving down the costs this measure may
have a detrimental effect on data quality. If trading venues are severely limited in
their ability to charge for making data available they may put fewer resources into
that part of their business and the service they provide to the market may be lacking
innovation and the use of state of the art technical equipment.
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Option 8 — Improve the consolidation of post-trade data for the equities market by the set up
of a consolidated tape system operated by one or several commercial entities for all
types of financial instrument. Infroduce a consolidated fape for non-equities markets
after a period of 2 years under the same set up as for the equities markets
{Additional to option 6 or 7)

This option would be complementary to Option 6 as the data pre-managed by the
APAs would then be submitted to dedicated consolidators that would need a separate
approval. The function of the single or several consolidators would be to collect all
information that is published per share at any given time and make it available to
market participants by means of one consolidated data stream at a reasonable cost.

An advantage of implementing this option would be that one or several consolidated
sources of reliable and comprehensive post-trade information would be available to
market participants helping them in achieving best execution for clients, improving
market transparency on a non-discriminatory basis and countering the effects of
market fragmentation. Thus it would be a step towards the single European market
adopting a feature of the integrated US equities market. Also this option should
significantly reduce costs for market participants when trying to get a complete
picture of the market.

A specific advantage of having several providers would be that the provision of
consolidation services would be open to competition so that the consolidators would
need to offer reasonable, innovative and state of the art services at a reasonable price
to convince the investing public of purchasing the consolidated data from them.
Further competition would ensure the providers are responsive to the needs of
different data users. In the event that several commercial entities are involved in the
process, there is potential that competition on price between such providers may be
detrimental to the quality of the data provided. Further, the absence of a uniform
proprietary system or data format could also lead to fragmentation of consolidation
services, and thereby increase costs for users. Also there could be an issue of
independence and conflict of interest if certain APAs were giving preferential
treatment to certain consolidators due to them belonging to the same group of
entities. However, these disadvantages should be avoided by implementing rigorous
quality standards and standardised reporting formats in legislation as a prerequisite
for approval as a consolidator and by rigorously enforcing rules to be implemented
demanding non-discriminatory access to data for consolidators at a reasonable price.

The one commercial entity approach would have the advantage of establishing a
single point of reference for European trade transparency data very much on par with
the US approach already in place for equities markets. This single point of reference
could strongly convey the picture of an integrated European market to the market
participants in- and outside the EU where trading may be fragmented across a
significant number of trading venues but where the transparency data is consolidated
in one place, easily accessible to every investor. A potential disadvantage of this
approach could be that if a consolidated tape is to be operated by a single commercial
entity, this would constitute a single point of failure if, for example, for technical
reasons the consolidated data would not be available at any point in time. In addition,
this option could create a situation of monopoly for the single commercial provider
that would have been selected so there is a lack of competition and also potentially
innovation and sufficient incentive to cater to the needs of different data users.
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Option 9 — Improve the consolidation of post-trade data for the equities markets by the set up

13.4.

of a consolidated tape system organised as a public utility or industry body for all
tvpes of financial instruments. Infroduce a consolidated tape for non-equities
markets after a period of 2 years under the same sef up as for the equities markets
{Alternative to option 8)

In addition to the advantages of consolidation already described under option 8 this
approach specifically could have the added advantage of being run by a not for profit
entity which would by design be impartial in the way it handles data from different
venues and has got no incentive in giving preferential treatment to any particular
player or in the market.

However, there also appears to be a downside to running the consolidated tape as a
not for profit entity because it may prove a hindrance to providing an innovative
service tailored to the needs of the investing public and to operating at the lowest
cost possible. This may in turn prove an obstacle to offering competitive prices for
the data as competition is indeed missing. Further, there would be considerable cost
in setting up such a system as public entities will not already operate such systems
and will need to acquire the necessary systems and expertise. In addition, the
considerations under option 9 regarding the constitution of a single point of failure in
the case of a single commercial provider also apply here.

Reinforce regulators’ powers and consistency of supervisory practice at
European and international levels

Option I — Take no action at EU level

This would perpetuate the current patchwork of the scope and nature of supervisory
powers with regard to how products or practices involving financial instruments may
be restricted, the level of information supervisors can access when they oversee
markets, and the way key regulatory and supervisory powers are exercised across
Europe. While cost-neutral in the short-term, this would hinder progress towards a
single market in financial services and towards even enforcement across the EU. In
the medium to long-term, EU supervisory capacity in relation to disruptive market
activity or future crises would be impaired with consequences in terms of economic
and social costs.

Powers of regulators

Option 2 — Infroduce the possibility for national regulators to ban for an indefinite period of

time specific activities, products or practices. Give the possibility to ESMA under
specific circumstances to introduce a temporary ban in accordance with Article 9(5)
of the ESMA regulation N°1095/2010

The creation of dedicated mechanisms at EU level for restricting specific activities or
products which give rise to significant concerns in terms of investor protection,
market stability or systemic risk would allow for a streamlined and more transparent
regulatory procedure, for example in response to disorderly market conditions or
warnings issued by the European Systemic Risk Board, improve legal certainty,
effectiveness, and ensure equal treatment of EU market participants and investors.
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This entails little immediate costs apart from opportunity costs for the users of
products and providers of services that would be banned while mitigating possible
negative cross-border externalities of disruptive practices in the future, and is fully in
line with the design and logic of Europe's new supervisory architecture. If used in an
overly restrictive manner, the exercise of this power could restrict financial
innovation and prevent market participants from financial opportunities.

Option 3 — Infroduce an authorisation regime for new products and practices (Alternative to
option 2)

This would substantially reinforce investors' protection by making sure that all new
products and services are properly scrutinised by regulators and the most damaging
ones are rejected.

This would reduce the chances of new products being introduced into the market,
leading to opportunity costs for the developers of new products. It would also
lengthen lead times for product development. However, it would restrict innovation
and the scope for economic gains to a much larger extent than Option 2. 1t would
also go against encouraging greater responsibility among investment services
professionals, as well as the approach of allowing for freedom of movement for
investment service providers provided that they perform detailed checks of products
and services against their clients’ risk profile and experience. An authorisation from
the national authority for any activities covered by MiFID would still be needed.
Last, it would require considerable means for the entity in charge of this
authorisation as financial innovation yields many new types of products.

Option 4 — Reinforce the oversight of positions in derivatives, including commodity
derivatives, by granting regulators the power to introduce positions limits,
coordinated via ESMA (Additional to option 2 or 3)

Having the power to request information on individual positions will lead to a better
dialogue between competent authorities and the market. This will give competent
authorities a better understanding of what is happening in the market, and will make
market participants more critical of their own behaviour. Venues may have an
incentive not to impose position limits, as this will limit liquidity. Competent
authorities can be expected to be more independent in exercising this power. Greater
coordination at EU level of the exercise of oversight powers in relation to positions
in derivatives would ensure a level playing field and convergent application for
market participants. It would also increase the effectiveness for derivatives on the
same underlying traded on different platforms.

The power to set harmonised hard position limits, amendable over time, across the
EU would allow for effective action when the scope for disruptive activity or threat
to market integrity cannot be sufficiently addressed in an ad hoc fashion.

There are initial and ongoing costs for supervisors in exercising greater scrutiny as
well as for market participants in transmitting positions to regulators. In addition,
there could be potential opportunity costs for market participants in limiting their
positions. However, at the consolidated level, these are outdone by gains in greater
market integrity.

135



Option 5 — Reinforce the oversight of financial markets which are increasingly global by
sirengthening the cooperation between EU and third country securities regulators. In
addition, reinforce monitoring and investigation of commodity derivatives markets
by promoting international cooperation among regulators of financial and physical
markets (Additional to option 2 or 3 and 4)

This option would consist in strengthening cooperation between competent
authorities with other market supervisors around the world, both bilaterally and
through ESMA. It would require them to take market developments on other relevant
markets, and the interests of investors in other Member States into account. This will
give supervisors a consolidated overview of the market, and allows them to combine
their market experience. As a result, market integrity and fair and orderly markets
will be improved by reducing risk of cross-market manipulation.

In addition, there will also be ongoing information sharing, assistance in sending
information requests, and cooperation in cross-border investigations. This option is
complementary to a similar option proposed in the review of the Market Abuse
Directive. While MAD is limited to market abuse, this option seeks to promote
cooperation in supervising fair and orderly working of markets. It will complement
MAD by allowing the monitoring of position limits, and data sharing in order to be
able to set appropriate position limits on financial markets.

While bringing considerable benefits in terms of market oversight, this option does
not impose any additional obligations on market participants. All costs involved are
imposed on competent authorities. This includes costs for transmitting and
processing data, and for establishing new (multilateral) memoranda of understanding
and cooperation agreements.

Conditions of access to third country firms

Option 6 — Harmonise conditions for the access to the EU of third country investment firms,
by introducing a third country regime (a common set of criteria, memoranda of
understanding (MoU) between the Member States regulators and the third country
regulators under the coordination of ESMA) (Additional to option 2 or 3. and 4 and

3)

This option would allow the national competent authority to register (and thus grant
access to the E.U. internal market) and supervise third country investment firms and
market operators for the non-retail markets complying with legally binding
requirements to the EU securities legislation requirements in accordance with a set of
criteria to be further developed in delegated acts. Memoranda of understanding
would have to be established between the third country authorities and the Member
States regulators under the coordination of ESMA). This would entail a more
harmonised and legally clear basis for granting third country investment firms and
market operators pan-EU access to EU securities markets. This would replace the
current patchwork of national third country regimes granting access to individual
Member States. The costs are borne by public authorities, white the benefits would
accrue to investors and other market participants, as they will have a wider choice of
providers, thus enhancing the competitiveness of EU markets. Any harmonisation of
access conditions would have (0 be compatible with the EU's international
commitments, both in the WTO and in bilateral agreements.
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Option 7 — Introduce an equivalence and reciprocity regime by which after assessment by the
Commission of the third country regulatory and supervisory framework access o the
EU would be granted to investment firms based in that third country(Alternative fo
option 6)

This option would entail the assessment of each third country regulatory and
supervisory framework by the Commission to decide on the equivalence of the third
country framework to allow for automatic access to the investment firms based in
that country subject to reciprocal access for EU firms. The assessment of equivalence
would enable third country firms to access EU markets and avoid duplication of
rules, notably in the case of relationships between eligible counterparties. However,
it could take some time because many rules apply to investment firms when
providing investment services and, in many jurisdictions, key applicable rules are
now under review to enhance the legal framework due to the financial crisis. In
addition, this option could entail political reticence to take an equivalence decision
on a given third country. Any limitation of access for third-country market operators
would have to be compatible with the EU's international commitments, both in the
WTO and in bilateral agreements.

Sanctions

Option 8 — Ensure effective and deterrent sanctions by introducing common minimum rufes
Jor administrative measures and sanctions at EU level (Additional to option 2 or 3,
4,5 60r7)

This option would ensure that administrative sanctions applied across the different
Member States are effective to end any breach of the provisions of the national
measures and also deter future breach of these provisions. It would also limit the
possibility of cross-border infringements from countries with lower standards. In
addition, the setting of appropriate whistle blowing mechanisms would help protect
persons providing information on infringements and incentivise involved persons to
cooperate. There are limited drawbacks to this option.

Assessment of fundamental rights

For this policy option the following fundamental rights are of particular relevance:
freedom to conduct business (Article 7), protection of personal data (Article 8), Title
V1 Justice, particularly the right to an effective remedy and fair trial (Art. 47),
presumption of innocence and right of defence (Art 48).

Introducing common minimum rules for administrative measures and sanctions will
improve the coherent application of sanctions within the EU which is necessary and
proportionate to ensure that comparable breaches of MIiFID are sanctioned with
comparable administrative sanctions and measures. These rules will particularly
ensure that the administrative measures and sanctions which are imposed are
proportionate to the breach of the offence. As the rules under this option will
introduce minimum rules for administrative measures and sanctions, they will
contribute to the "right to an effective remedy and 1o a fair trial" (Article 47 of the
charter of fundamental rights). In addition, the principle of innocence and right of
defence (Article 48) will be preserved. In view of the above, this policy option is
considered in compliance with the charter of fundamental rights.
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Regarding the introduction of "whistle blowing schemes", this raises issues regarding
the protection of personal data (Art 8 of the EU Charter and Art. 16 of the TFEU)
and the presumption of innocence and right of defence (Art. 48) of the EU Charter.
Therefore, any implementation of whistle blowing schemes should comply and
integrate data protection principles and criteria indicated by EU data protection
authorities’”” and ensure safeguards in compliance with the Charter of fundamental
rights.

Option 9 — Ensure effective and deterrent sanctions by harmonising administrative measures

13.5.

and sanctions {Alternative to option 8)

This option would entail harmonising, across Member States, the range of
administrative measures and amount of administrative fines that could be imposed.
The advantage would be a significantly harmonised playing-field in EU financial
markets in terms of threat of sanctions. While this option is highly effective in
achieving the policy objectives of deterrence, it is not sure that this option is efficient
as market situations, legal systems and traditions differ among Member States. To
have exactly the same types and levels of sanctions might not be reasonable and
proportionate to ensure deterrent sanctions. Therefore this option is considered less
efficient then introducing minimum rules for administrative sanctions.

Assessment of fundamental rights

For this policy option the following fundamental rights are of particular relevance:
freedom to conduct business (Article 7), protection of personal data (Article 8}, Title
VI Justice, particularly the right to an effective remedy and fair trial (Art. 47),
presumption of innocence and right of defence (Art 48).

This option would ensure that the same offence would be subject to the same type
and level of administrative sanction across the EU. This option will contribute to
"right to an effective remedy and to a fair trial" (Article 47 of the charter of
fundamental rights) as rules will be uniform across all Member States and the
principle of innocence and right of defence (Article 48) will be preserved. In light of
the above, this policy option is considered in compliance with the charter of
fundamental rights. However, designing uniform administrative measures and
sanctions against the breach of MiFID across all Member States with different sized
markets is disproportionate.

Regarding the introduction of "whistleblowing schemes", this raises issues regarding
the protection of personal data (Art 8 of the EU Charter and Art. 16 of the TFEU)
and the presumption of innocence and right of defence (Art. 48) of the EU Charter.
Therefore, any implementation of whistle blowing schemes should comply and
integrate data protection principles and criteria indicated by EU data protection
authorities”” and ensure safeguards in compliance with the Charter of fundamental
rights.

Reinforce transparency towards regulators
These options will be assessed primarily against their effectiveness in achieving the
specific objective of allowing supervisors to monitor compliance with MiFID and

MAD. These policy options will also be assessed for their efficiency in achieving
these objectives for a given level of resources or at Jeast cost while avoiding unduly
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negative effects on market efficiency. However, options will also be assessed against
other objectives where appropriate.

Option 1 - take no action at EU level.

Under this option, information on trading that does not occur on regulated markets
will continue to be available only in a fragmented way. This means that competent
authorities do not have a complete picture of trading activity in the market, and that
the available data are difficult to analyse. Also, certain forms of abusive trading, such
as manipulating commodity prices through the use of derivatives, manipulating the
price of a financial instrument through an OTC instrument, and benefiting from
inside information through OTC derivatives, will remain largely invisible. The
absence and accessibility of data together make it difficult to detect and investigate
market abuse. Also, the differing reporting requirements will continue to lead to
needless compliance costs for firms.

Nevertheless, the above consequences would not apply for wholesale electricity and
gas markets since REMIT provides for an effective EU level reporting framework for
all wholesale energy products (including derivatives) which are not reportable under
the current reporting provisions of MiFID or EMIR. Such data would be instantly
available for competent financial and energy regulators alike and enable them a
comprehensive view of all relevant physical and derivatives energy transactions.

Scope of transaction reporting

Option 2 - Extend the scope of transaction reporting to regulators to all financial instruments
fi.e. all financial instruments admiited to frading and all financial instruments only
traded OTC). Exempt those only traded OTC which are neither dependent on nor
may influence the value of a financial instrument admitted to trading. This will result
in a full alignment with the scope of the revised Market Abuse Directive. Lastly
regarding derivatives, harmonise the transaction reporting requirements with the
reporting obligations under EMIR

Extending the scope of transaction reporting to such instruments will bring the
reporting requirements in line with the existing provisions of MAD, as well as with
those of the revised MAD. The extension will also be useful for systemic purposes,
as it gives insight into trading patterns and resulting concentrations of risk.

Even if many of these instruments, i.e. derivatives, will already need to be reported
under EMIR, the equity instruments that are admitted on OTFs will not be covered
by this regulation. In addition, the content of transactions reported to trade
repositories will not necessarily be the same than the one required under MiFID. This
would make the data consolidation of these reports very difficult. Therefore, the
extension of MiFID is needed to make sure that all instruments are covered and that
the reports sent to trade repositories meet MiFID requirements.

Commodity derivatives may be used for market abuse purposes, notably to distort the
underlying market. The value of commodity derivatives does not depend on that of a
financial instrument, but on the underlying physical commodity. Commodity
derivatives will therefore need to be brought into scope separately
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The disadvantage of this option is that it leads to higher compliance costs for
financial firms. This is notably due to the inclusion of instruments which are
admitted to trading on OTFs. Also, the extension overlaps with the requirement to
send information about OTC derivatives trading to trade repositories under EMIR.

Last, for cost and efficiency purposes, double reporting of trades under MiFID and
the recently proposed reporting requirements to trade repositories, and under REMIT
should be avoided. This entails fully harmonising the reporting requirements under
MiIFID, EMIR, and REMIT. Almost all of the additional compliance costs associated
with introducing this option will be avoided if reporting under EMIR is fully aligned
with the requirements under MiFID.

Option 3 — Extend the scope of transaction reporting fo all financial instruments that are
admitted to trading and all OTC financial instruments. Extend reporting obligations
also to orders (Alternative to option 2)

This option entails that investment firms would need to report all transactions in
financial instruments which they have carried out, regardless of whether an
instrument is admitted to trading or not. This extension would ensure that the
reporting requirements are aligned with the provision of investment services and
activities under MiFID. In addition, reporting parties will have to transmit to their
competent authorities not only the transactions that they have done but also the
orders that they have received or initiated

It would mean that all trading in derivatives would be reported. Also, all equity and
bond market trading, including all OTC instruments, will be transparent to competent
authorities. This will give them a full picture of the performance of MiFID activities
on a daily basis. Overall such an extension would give a complete picture of all
trading in financial instruments by financial firms. A broad approach would be robust
to financial innovation with regards to trading practices. The disadvantage of this
approach is that it brings into scope instruments that are not susceptible to or used for
market abuse. Also, there may be practical problems to report instruments that are
only traded infrequently, and are thereby difficult to capture in standard formats.

The main advantage of the reporting of orders is that it will allow competent
authorities to monitor order book activity. This is in line with the extended scope of
the Market Abuse Directive, which forbids attempts to manipulate the market and
submitting orders that would give distortive price signals can be a form of market
abuse. In addition, the reporting of order would allow the establishment of a full
audit trail, from the moment where a client or trader decides to place an order until
the execution of the order and transformation into a trade. On the downside, this
option will dramatically increase the volume of the reporting that market participants
will have to do. It will also extend the obligation to firms not currently caught under
the transaction reporting regime. This will require them to make extensive
investment to cope with this new obligation. The cost of this option is therefore
likely to be very high. In addition, the reporting of orders will generate a lot of data
that competent authorities will need to be able to analyse to extract meaningful
information.
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Option 4 — Require market operators to store order data in a harmonised way (Additional to
option 2 or 3)

Requiring market operators to keep these records in a standardised way will allow
competent authorities to conduct automated searches. This will allow them to
monitor for attempted market abuse, as well as for order book manipulation. Also,
the market operators are well placed to maintain the volume of data involved. ESMA
would set the appropriate standards.

The disadvantage of this approach is that it will impose costs on market operators.
Also, order information will not be stored in the same database as transaction
information, making it harder for competent authorities to get a complete picture of
the market.

Reporting channels

Option 5 — Increase the efficiency of reporting channels (i.e. third parties reporting on behalf
of investment firms) by the set up of a system of Approved Reporting Mechanism
(ARM), and allow for trade repositories authorised under EMIR to be approved as
an ARM under MiFID (Additional to option 2 or 3, and 4)

The advantage of this approach is that it ensures consistency of data reporting
through requirements on the reporting firms. By allowing trade repositories to serve
as ARM's, this option would also limit the risk of double reporting by firms. Trade
repositories are likely to have all the data required to be reported under MiFID. If
data requirements are not the same under MiFID and EMIR, firms would have to
send additional data fields to enable trade reposilories to report on their behalf.

ARMs are to be distinguished from APAs. Third party transaction reporting is
already being conducted through ARMs, notably in larger Member States (Germany
or United Kingdom for instance). This option will seck to harmonise the framework
under which they operate and ensure clear oversight.

The main disadvantage of this approach is that it will impose additional costs on
reporting firms, as the ARM's may charge a fee for the transmission of data on their
behalf, notably when additional systems investments are necessary. However, this
fee may be lower than the costs incurred by the firm when it chooses to report its
transactions itself. As reporting via ARMs is not made mandatory, investment firms
can still report directly leaving the issue relating to the consistency of reported trades
unresolved. However, this disadvantage will need be addressed in implementing
measures by further harmonising the content of reporting,

Option 6 — Require trade repositories authorised under EMIR to be approved as an ARM
under MiFID (Alternative to option 5)

The main advantage of this approach is that it will ensure all transaction data are sent
to competent authorities, so that they will not need to access multiple databases to
analyse transaction data. It also means that, although there will legally be two
separate reporting obligations on firms, in practice there will be no double reporting.

The main disadvantage with this option is that, when trade repositories are not able to
report on behalf of firms in a cost efficient manner, this will impose higher than
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normal market costs on firms. Mandating the use of trade repositories might bearer
higher risks and costs than simply allow their use as under option 4.

13.6. Improve transparency and oversight of commodities markets
Option I — Take no action at EU level.

If nothing is done at the EU level, we will have less transparent and efficient
commodity derivatives markets and leave the door open to regulatory arbitrage
between Member states, and between the EU and other third country jurisdictions
like the US. Competent authorities will not be able to assess the linkages between
commodity and commodity derivatives markets, there will be no tools to ensure that
increasing financialisation does not hurt the functioning of commodity markets, and
certain derivative like instruments will remain outside the scope.

Evolutien of commedities markets

Option 2 — Set up a system of position reporting by categories of traders for organised
trading venues trading commodity derivatives contracts

This option would significantly increase the transparency of these markets by making
available to the regulators (in detail) and the public (in aggregate) meaningful
information on the activities of the different markets participants. This increased
transparency would improve the price formation mechanism and enable regulators as
well as market participants to better assess the role of financial speculation and its
impact on the prices and volatility of the underlying physical markets. As the public
information is at aggregate level, this will not impact individual companies' trading
behaviour. Another advantage of this measure would be to align the EU regulatory
framework with the US where a position reporting by categories of traders is already
in place and covers all contracts listed on US commodity regulated exchanges.

The disadvantage of this obligation is the cost for organised commodity derivatives
trading venues. On the other hand some of these trading venues have already taken

initiatives in this field*™.

Option 3 — Control excessive volatility by banning non hedging transactions in commodity
derivatives markels (Additional to option 2)

While one could argue that it would decrease volatility and price spikes in these
markets, a total ban would most probably dry up liquidity and further increase
volatility, as well as be difficult to administer. It would thus not be effective to
address the stated goal. There is some evidence that commodity markets for which
there is no liquid derivatives market are more, or no less, volatile than other
commodity markets.”” Another main key risk with such a measure would be to
move financial speculation from the derivatives or financial markets to the
underlying physical markets.

Exemptions for commodities firms
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Option 4 — Narrow exemptions for commodity firms to exclude dealing on own account with
clients of the main business and delete the exemption for specialist commodity
derivatives trading houses (Additional to option 2 and 3)

The main advantage of this option would be to limit the scope of the exemptions to
the intended business of hedging physical and price risks by commercial companies.
It would also ensure that companies whose main activity is trading on own account
would be authorised and duly supervised as any other entity trading on own account
in other financial instruments, and approximate the approach in the US regarding the
regulation of major swap participants, only from a qualitative not quantitative angle.
Finally investor protection would be reinforced as the possibility to provide
investment services by exempt firms, which are by definition not subject to any
MiFID provisions including conduct of business rules would be narrowed down.

The disadvantage of this option is the costs for companies which were previously
exempted to comply with the MiFID rules. The capital requirements these {irms
would be subject to will be dealt with as part of the forthcoming review of the
existing exemptions for commodity firms under the Capital requirements

Directive®™. This review will take place before the expiry of these exemptions end of
2014.

Option 5 — Delete all exemptions for commodity firms (Alternative o option 4)

The advantage of option 5 compared to option 1 would be to capture under the
MIFID regulatory regime all firms active in trading in commodity derivatives
markets, either for financial investment or hedging purposes, including market
makers.

The main shortcoming of this option would be to potentially capture under MiFID
entities that widely use financial instruments and commodity derivatives for hedging
the risks linked to their underlying physical commercial activity, as well as various
non-investment firm entities providing investment services on an ancillary basis to
the clients of their main business, and subject these to potentially disproportionate
obligations compared to the risks they pose to the financial system. This might as a
result undermine the ability of these companies to properly hedge their commercial
risks, and of some clients in obtaining the special ancillary services performed by
specialist non-investment firm intermediaries.

Secondary spot trading of emission allowances

Option 6 — Extend application of the MiFID fo secondary spot tradingof emission allowances
{Additional ro option 2, 3 and 4 or 5)

This option would bring the carbon market under a comprehensive regulatory
regime, which is consistent with financial markets regulation. This would enhance
market transparency and investor protection, establishing a level playing field and
uniform standards for the services of intermediaries active in the various parts of the
carbon market (primary and secondary, spot and derivatives).

With such extension of MiFID, entities providing such services would be required to

hold a MiFID licence and comply with all MiFID organisational and operational
requirements in the course of that activity. Similarly, trading venues specialising in
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spot trade in emission allowances and thus not currently subject to the MiFID, would
be expected to obtain a MiFID authorisation (as a regulated market, an MTF, or an
organised trading facility).

Under this option, the issue of suitability and proportionality might potentially arise,
especially with regard to those intermediaries that so far limited their activity to
secondary spot trade and/or have a fairly restricted and specific pool of clients (e.g.
industry associations providing intermediation services for their members). Where
appropriate, such situations could be mitigated by application of exemptions or
proportionality clauses envisaged for intermediaries under MiFID or by taking into
account their specificities in the revision of implementing measures (Level 2) within
the powers conferred upon the Commission.

Option 7 — Develop a tailor made regime for secondary spot trading(Alternative to option 6)

This option would probably offer more flexibility in terms of developing a regime
suited to the specificities of the spot carbon trade. At the same time, that flexibility
would be limited by the need to conform to the overall approach to market regulation
set out in the MiFID and applicable to the other segments of the carbon market.

Even if the overall consistency with the MiFID were secured, the introduction of a
dedicated framework for spot trading of allowances and its autonomous evolution
over the years would give rise to the risk of (excessive) segmentation in how the
different parts of the carbon market are regulated, which would be an impediment to
a sound development of that market. Finally, a replication of most of the general
principles of the MiFID in any new instrument for spot carbon market could also be
inefficient.

13.7. Broaden the scope of regulation on products, services and providers under the
directive when needed

Option 1 - Take no action at EU level,

If no action is taken at the EU level, it is very likely that all the issues that the policy
options described below would persist and possibly get more serious. In some cases
Member States would react at national level, in others they wouldn't. The result
would be that, in the area of investments - where the EU framework is already quite
broad and harmonised - a few products and entities could not be subject Lo any or to
very different legislation. An unlevel playing field would continue both for investors
receiving similar services based on different rules in different jurisdictions and for
certain products which would compete unevenly with other more regulated products
(for instance: structured deposits versus structured bonds) or would be treated
differently in different Member States.

Optional exemptions for certain investment providers

Option 2 - Allow Member States to continue exempting certain invesiment service providers
Jrom MiFID but introduce requiremenis to tighten national provisions applicable o
them (particularly conduct of business and conflict of interest rules)

This option is a middle ground option between deleting the optional exemptions
under Article 3 and leaving the situation as it is. As such, it presents the advantages
of setting up a minimum and consistent level of standards for the providers to be
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exempted while preserving some flexibility at national levels for catering for the
specificities and constraints of these providers for which a full implementation of
MIFID could be detrimental, mostly because of their small size. This option would
allow to strengthen investor protection standards and to level them irrespective of the
entities providing the services (whether subject to MiFID or not). This would also
make the rules easier to understand by investors because their increased uniformity.

The downside of this option is that a number of areas (notably orpanisational
requirements) will remain at the discretion of Member States, which presents
residual risks of deficiency and inconsistency at European level.

Option 3 - Delete the optional exemptions under Article 3 and subject these investment firms
to the full MiFID regulatory regime (Alternative to option 2)

This option is an extension of the previous one. By deleting the optional exemptions,
all these firms will be subject to all MIiFID obligations. This would ensure a
consistent and high quality framework across Europe. This would also make the rules
easier to understand by investors because their uniformity.

Nevertheless, this line of action could also be considered disproportionate in the light
of the purely national dimension of the business of these entities (which do not enjo?f
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the possibility of providing services in other Member States) and their limited size
exposing them to additional implementation costs and possibly forcing some of them
out of business.

Conduct of business rules for unregulated investment products

Option 4 - Extend the scope of MiFID conduct of business and conflict of interest rules to
structured deposits and other similar deposit based products (Additional to option 2
or 3)

In line with Commission's approach on packaged retail investment products (PRIPs)
which identified MIFID as clear benchmark for selling practices involving PRIPs,
this option would ensure proper and homogeneous selling rules for these products
which are currently unregulated at EU level but which have very similar
characteristics to other categories of investment for investors and are actively
marketed to them often by the same intermediaries providing investment services in
other financial products.

On the downside, this option could raise the cost of distribution of these products by
banks which could transfer some of these costs to investors making them less

appealing.

Option 5 — Apply MiFID conduct of business and conflict of interest rules to insurance
products (Additional to option 2 or 3, and 4)

This would ensure a fully consistent regulatory environment for all similar
investment products whatever the nature of the distributor is. This could lead to
easier possibilities of choice and safer investment by investors, especially retail ones.

Nevertheless, such a solution presents also drawbacks. The first one lies with the fact
that the insurance industry presents specificities in the organisation of its distribution
of products compared to banks which could make more complex the automatic
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extension of MiFID and would require technical adaptations. The second drawback
is that the insurance distribution is already covered under the Insurance Mediation
Directive, which covers aspects and products other than PRIPs. The objective to
ensure consistency in the PRIPs context by adopting the MIFID standards for
insurance PRIPs will be achieved in the context of the Insurance Mediation Directive
(IMD), the revision of which is due in 2011. ;

13.8.  Strengthen rules of business conduct for investment firms
Option 1 - Take no action at EU level.

The application of certain EU requirements for the provision of investment services
exposed some shortcomings. If no action is taken at the EU level, it is very likely that
all the issues described below would persist and possibly get more serious. In a
highly harmonised context as the one in MiFID, Member States would probably not
react sufficiently at their level (or even could not because of constraints in adopting
additional requirements). On the other hand, if they reacted, this would lead to new
fragmentation, to different treatment of the same service providers and products in
different jurisdictions and, finally, to a scaling back of the results obtained so far in
pursuing a single market for financial services.

Execution only services and investment advice

Option 2 — Reinforce investor protection by reviewing the list of products for which execution
only services are possible and strengthening provisions on investment advice

The revision of the definition of non complex products will allow clarifying the
uncertainty around this concept and better defining certain categories of financial
instruments, especially in view of the increasing sophistication of investment
products. The second measure will substantially reinforce the rules surrounding
advice, one of the key services offered by investment firms.

A disadvantage of the first aspect of this option is that, in the context of ever growing
financial sophistication, non complex products will remain difficult to clearly
identify. A drawback of the second proposal is that entities providing investment
advice would continue to be able to offer advice based on a more limited range of
financial instruments. On the other hand, the option would provide further clarity and
better choice to investors and would preserve the current, broad definition of
investment advice, which allows providing simpler and less costly forms of advice
while imposing in any case high MiFID standards of conduct of business obligations
(strong suitability test and rules concerning inducements in addition to the further
improvements to be introduced in implementing measures).

Option 3 — Abolition of the execution only regime (Alternative to option 2)
The main advantage of this solution is to provide clients with the protection of the
"know-your-customer” rule for any transaction (even if only based on the limited

assessment of appropriateness).

Nevertheless, on the downside, it could be detrimental to certain types of investors
who are interested in receiving execution only services and are not willing to pay for
additional services they do not need. This is the case for instance of customers who
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have a sufficient knowledge of financial markets or are even highly sophisticated and
are able to make their own investment choices.

Customers' classification

Option 4 — Apply general principles to act honestly, fairly and professionally to eligible

counterparties resulting in their application to all categories of clients and exclude
municipalities and local public authorities from the list of eligible counterparties and
professional clients per se (Additional to option 2 or 3)

By clarifying the principles of this regime, limiting the availability of this regime in
terms of products and/or institutions, this option will contribute to limit the risk of
mis-selling and excessive risk taking by institutions that has appeared during the
crisis. This option has to be read in conjunction with option 6, insofar as it refers to
non-retail clients.

The drawback of this option is that it may make it more rigid the provision of
services to certain clients and does not fully solve the issues of the diversity of the
eligible counterparty category which encompasses a wide range of participants.

Option 5 —Reshape customers’ classification (Additional to option 2 or 3, and 4)

This option is the extension of the previous one. It would consist in reviewing the
overall customers' classification of MiFID with a view of sub dividing them into
more refined categories in order to match more closely the diversity of existing
market participants,

There are certain drawbacks to this option. First, except for a few categories
(notably, municipalities and local administrations) there are few clear-cut criteria to
make distinctions in the context of certain categories of clients (for instance, between
entities authorised as credit institutions or investment firms). Second the current
regime is already flexible, in that it does not foresee the category of eligible
counterparties for certain services (e.g. advice) and allows entities to require a
different classification. Third, it would require changing a harmonized classification
system introduced just in 2007/2008 and was costly 10 implement, without clear and
univocal evidence of broad malfunctioning.

Complex products and inducements

Option 6 — Reinforce information obligations when providing investment services in complex

producis and strengthen periodic reporting obligations for different categories of
products, including when eligible counterparties are involved (Additional to option 2
or 3,and 4 or 5)

This would allow investors (o have a better understanding of the products and the
risks attached to them prior to investing in them and to have better monitoring of
their investment in these products over the whole tenor of the product. Some of these
obligations should also benefit eligible counterparties.

These new obligations could increase the costs of the firms when trading these

products. They could pass these costs on to the investors or refrain from marketing
such products which could take away some investment opportunities for investors.

147



Option 7 — Ban inducements in the case of investment advice provided on an independent
basis and in the case of porifolio management (Additional to option 2 or 3,4 or 5 and

6)

This would avoid the risk of conflicts of interest for portfolio managers who are
allowed in discretionary portfolio management to make decision without
involvement of the client and reinforce the objectivity of the selection of products
provided by investment firms in case of independent advice.

The drawback of this option is the possible cost for intermediaries, at least at the
initial stage, to change the structure of their incomes and of the modalities for the
provision of these services. This could lead to increased costs for investors.
Nevertheless, these costs might be absorbed in the longer term and would be
balanced by a better quality of these two services for which the client may expect the
highest degree of independence.

Option 8 — Ban inducements for all invesiment services (Allernative lo option 7)

This would aim at ensuring that investment firms are not influenced at all in their
product selection by the reward that they can extract on the side from these products.
On the other hand, this option would dramatically impact of the current business
model of investment firms and could actually result in a reduction in the range of
services and products offered to clients and significant increase of costs for clients
receiving any investment services.

Best execution

Option 9 — Require trading venues to publish information on execution quality and improve
information provided by firms on best execution (Additional to option 2 or 3, 4 or §,
6, and 7 or 8)

The positive effects of such change would be to allow firms to improve compliance
with best execution obligations as they will have more information to use to adapt
their execution policy. In addition, this should lead to additional information
provided by investment firms and to more precise and concrete execution policies to
be disclosed by investment firms to their clients, including professional clients.

Option 10 — Review the best execution framework by considering price as the only factor to
comply with best execution obligations (Alternative to option 8)

Such a move would allow a simplification of the criteria that could benefit investors
which are especially sensitive to the criteria to be retained. On the negative side, the
relative importance of the various criteria varies according to the type of clients and
type of orders (for instance, speed of execution may be relevant for certain clients). It
is therefore very difficult to come up with one unique criterion that would fit all
types of investors and orders. Furthermore, in a fragmented environment such as the
European one, the impact of costs could largely exceed any positive effect on price.
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13.9.

Strengthen rules of organisational requirements for investment firms

Option 1 — Take no action at EU level

The crisis has shown the relevance of appropriate corporate governance principles,
including the responsibility of boards and role of intemal functions. If no action is
taken at the EU level to improve the framework for organisational requirements
under MiFID, it is very likely that all the issues described below would persist and
possibly get more serious. In a highly harmonised context as the one in MiFID,
Member States would probably not react sufficiently at their level (or even could not
because of constraints in adopting additional requirements). On the other hand, if
they reacted, this would lead to new fragmentation, to different treatment of the same
service providers in different jurisdictions and, finally, to scaling back some of the
results obtained so far in pursuing a single market for financial services.

Corporate governance

Option 2 — Reinforce the corporate governance framework by strengthening the role of

directors especially in the functioning of internal control functions, and when
defining strategies of firms and launching products and services. Require firms to
establish clear procedures to handle clients' complaints in the context of the
compliance function.

This option emphasizes the relevance of choices at the highest level of the firm in
shaping the overall compliance of the financial institution with requirements for the
provision of investment services and activities. It provides internal functions with
further authority and improves, inter alia, the treatment of complaints received from
any type of clients.

On the negative side, in certain cases this option may introduce a level of rigidity in
areas currently covered by a flexible framework (for instance fit and proper criteria).

Option 3 — Introduce a new separate internal function for the handling of clients' complaints.

(Additional 1o option 2)

While this option would further stress the relevance of proper treatment of
complaints, it may lead to unnecessary standardisation of complaints handling which
does not recognize the possible differences in terms of complexity and type of
problems raised in concrete cases. The establishment of a separate function could
lead to fragmentation of internal functions and risks of inefficient communications
between parts of the firm dealing with controls on the proper provision of services by
the firm and some possible additional costs.

Organisational requirements for portfolio management and underwriting

Option 4 — Require specific organisational requirements and procedures for the provision of

portfolio management services and underwriling services (Additional to option 2 and

3)

This option aims at introducing a more detailed — while still general — framework for
the provision of services (notably portfolio management and underwriting) which are
already in the scope of the directive but are insufficiently regulated. In particular this
option will require firms to formalize their investment strategies when managing
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clients' portfolios. Relating to underwriting services, firms would be required to
provide information concerning the allotment of financial instruments, and to have
specific procedures for the management of conflicts of interest situations.

On the negative side, in certain cases this option might introduce a level of rigidity in
these areas (for instance, information requirements covering the allotment of the
financial instruments in the process of underwriting).

Telephone and electronic recording

Option 5 — Introduce a completely harmonized regime for telephone and electronic recording
of client orders (Additional to option 2, 3 and 4)

This option implies the deletion of the current option for Member States to introduce
requirements to record telephone conversations or electronic communications
involving client orders and the introduction of a fully harmonized regime.

The advantage would be the delivery of a common regime across the EU, Since
telephone recording is first of all a tool for supervisors, the drawback is that Member
States would not retain flexibility in modifying the scope of this obligation in terms
of services covered, retention period and technical means to be recorded according to
local market conditions.

Option 6 — Introduce a common regime for telephone and electronic recording of client
orders but still leave a margin of discretion to Member States (Alternative to option

3)

This option aims at introducing a common regime for telephone recording (for
instance, execution and reception and transmission of orders, dealing on own
account) while still leaving a margin of discretion to Member States in applying the
same obligation for services not covered at EU level (for instance portfolio
management). The retention period at EU level could be set at 3 vears, i.e. less than
the ordinary 5 years period required for other records, while leaving the option to
Member States to apply the ordinary period also for these records.

This option would address the drawbacks of the previous one. On the negative side,
it would leave margins for some differentiations at national level, but this would be
consistent with the diversity of supervisory methods and techniques that exist across
the EU.

Fundamental rights assessment of options 5 and 6

This requirement entails an interference with the fundamental right to privacy and
the protection of personal data (Articles 7 and 8 of the EU Charter), in particular,
with regard to the access to recorded communications by third parties, namely
supervisory authorities. However limiting this right is proportionate and necessary as
competent authorities need this information in order to ensure market integrity and
enforcement of compliance with business of conduct rules. However any measure
should respect EU data protection rules laid down in Directive 95/46/EC. The
retention period to be set should take account of existing EU legislation on retention
of data generated or processed in connection with the provision of publicly available
electronic communications for the purposes of fighting serious crime. The retention
period has been set at a maximum of three years, as it has been found proportionate
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and necessary to meet the legitimate objective pursued. Accordingly the proposed
retention period is no longer than three years as this would not comply with the
principles of necessity and proportionality necessary to make it lawful an
interference with a fundamental right.
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14. ANNEX 4: OVERVIEW OF THE PREFERRED OPTIONS

Policy options

Summary of palicy options

1 Regulate appropriately all market structures and trading places taking into account the needs of smaller participants, especially

1.2 Infroduce a new category of
Organised Trading Facilities (OTF),
besides Regulated Markets (RM) and
MTFs to capture current (including
broker crossing systems - BCS) as well
as possible new frading practices while
futher align and reinforce the
organisational and surveillance
requirements of regulated markets and
MTFs

1.4 Mandate trading of standardised
OTC derivatives (i.e. all clearing eligible
and sufficiently liquid derivatives) on
RM, MTFs or OTFs

1.6 Introduce a tailored regime for SME
markets under the existing regulatory
framework of MTF

SMEs

Under this option a new category called organised trading facility would be established
capturing previously not regulated as a specific MiFID trading venue organised facilities such as
broker crossing systemns, "swap execution facility" type platforms, hybrid electronic/voice
broking faciliies and any other type of organised execution system operated by a firm that
brings together third party buying and selling interests. This new category would ensure that all
organised trading is conducted on regulated venues that are transparent and subject to similar
organisational requirements. The different types of trading venues wilt be clearly distinguished
based on their characteristics. Regulated markets and MTFs are characterised by non-
discretionary execulion of transactions and non-discriminatory access to their systems. This
means that a transaction will be executed according 10 a predetermined set of rules. It also
means that they offer access to everyone willing to trade on their systems when they meet an
objective set of criteria. By contrast, the operator of an organised trading facility has discretion
over how a transaction will be executed. He has a best execution obligation towards the clients
trading on his platform. He may therefore choose to route a transaction to another firm or
platform for execution. An organised trading facility may also refuse access to clients he does
not want to trade with. An important constraint on OTFs is that the operator may not trade
against his own proprietary capital. This would mean that firns operating internal systems that
try to match client orders or that enable clients to execute orders with the firm will have to be
authorised and supervised under lhe respective provisions of a MTF or OTF or Systematic
Internaliser. The OTF category would not include ad hoc OTC transactions. It would also not
include systems which do not match trading interests such as: systems or facilities used to route
an order to an extemnal trading venue, systerns used to disserninale and/or advertise buying and
selling trading interests, post-trade confirmation systems, etc.

The organisational requirements applying to regulated markets and MTFs, as well as OTFs
would be further aligned where businesses are of a similar nature especially those requirements
concerning conflicts of inlerest and risk mitigation systems. Operators of the various trading
venues trading identical instruments would be required to cooperate and inform each other of
suspicious trading activity and various other trading events.

This option picks up on the G20 commitment to move trading in standardised derivatives to
exchanges or electronic trading platforms where appropriate. All derivatives which are eligible
for clearing and are sufiiciently liquid (the criterion of sufficient liquidity would be determined via
implementing measures) would be required to be traded on regulated markets, MTFs or OTFs.
These venues would be required to fulfil specifically designed criteria and fulfil similar
transparency requirements towards the regulators and the public.

Under this option a special category of SME market would be established in MIFID, under the
existing regulatory framework MTF, specifically designed to meet the needs of SME issuers.
Such a regime would entail more calibrated elements in relation to the eligibility of SME issuers
facilitating access of SMEs to MTFs while still creating a unified European quality label for
SMEs providing for more visibility and therefore more liquidity in SME stocks.

2 Regulate appropriately new trading technologies and address any related risks of disorderly tradfng

2.2 Narrow the exemptions granted 1o
dealers on own account to ensure that
High Frequency Traders {HFT) that are
a direct member or direct participant of a
RM or MTF are authorised

2.3 Reinforce organisationat
requirernents for firms involved in
automated trading and/or high-frequency
trading and firms providing sponsored or
direct market access

Under this option, all entities that are a direct member or a direct participant of a RM or MTF,
including those engaging in high-frequency trading, would be required to be authorised as an
investrnent firm under MiFID so that they would all be supervised by a competent autharity and
required to comply with systems, risk and compliance requirements applicable to investment
firms.

Under this option specific obligations would be imposed targeted specifically at algorithmic and
HFT trading ensuring that firms have robust risk controls in place to prevent potential trading
syslem errors or rogue algorithms. Information about algorithms would also be required to be
made available to regulators upon request. In addition, firms granting other traders direct or
sponsored access to their systems would need to have stringent risk controls in place as well as
filters which can detect errors or attempts to misuse their facilities.
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2.4 Reinforce organisational This optien would address automated trading from the perspeclive of the market operators.

requirements (e.g. circuit breakers, Operators of organised trading venues would be obliged to put in place adequate risk controls 1o
stress testing of their trading systems) prevent a breakdown of trading systems or against potentially destabilising market
for market operators developments. These operators would be required to stress test and encode so-called circuit

breakers into their systems which can stop trading in an instrument or the market as a whole in
adverse conditions when orderly trading is in danger and investors need to be protected.
Operators would also be obliged to put in place rutes cleary defining circumstances in which
trades can be broken following trading emors and procedures 1o be followed if trades can be
broken,

27 Impose an order to executed Under this option market operators would need to ensure that their market participants maintain

transaction ratio by impesing  an adequate order to transaction executed ratio. It would impose that market gperators impose

incremental penalties on cancelled a system of incremental penalties for cancelled orders. This would limit the number of orders

orders and setling up minimum tick size  that can be placed and then cancelled by high frequency traders. This would reduce stress on
trading systems as it would prevent excessively large numbers of arders from being sent and
then withdrawn and updated. it would also prevent behaviour where paricipants submit a
multitude of orders withdrawing them almost immediately just to gauge the depth of the order
book. In addition, the cbligation for market operators to set up minimum tick size {i.e. a tick size
is the smallest increment (tick) by which the price of exchange-traded instrument can move) on
their trading venues would prevent excessive arbitrage by HFT as well as unsound competition
between trading venues that could lead to disordery trading.

25 Introduce requirements for  This option would require algorithmic traders t¢ both trade on the venues they connect 1o on an

automated traders to provide liquidity on  ongoing basis and to provide meaningfu! liquidity at all times. Requiring this as an integral pan

an ongoeing basis of the trading strategy of an algorithm would contribute to more orderly and liquid markets and
mitigate episodes of high uncertainty and volatility,

3 Increase trade transparency for market participants

32 Adjust the pre and post trade This option would focus on strengthening a number of features of the existing trade
fransparency regime for equities by transparency regime for equities. The current waivers from pre-trade fransparency obligations
ensuring consistent application and would be further hamenised as to their application and their monitoring would be improved
monitoring of the utilisation of the pre- giving ESMA an enhanced role in the process. In the post-trade seclion the maximum deadline
frade transparency walvers, by reducing for real-time reponling would be reduced down to one minute (from three) and the permissible
delays for post trade publication and by  delays for publishing large transactions would be significantly reduced. Furthermore, the scope
extending the {ransparency regime of the transparency regime would be extended to instruments only traded on MTFs and
applicable to shares admiited to trading organised trading facilities.

on RMs fo shares only traded on MTFs

or OTFs

3.4 Introduce a calibrated pre and post This option would entail extending the MiFID trade fransparency rules {both pre- and post-trade)

tfrade transparency regime for cerain from equities to cerlain types of other financial instruments such as bonds, structured products

types of bonds and derivatives and derivatives eligible for central clearing and submitted to trade repositories. As non-equity
products are very different from equity products and very different one from another, the
detailed transparency provisions would need to be defined for each asset class and in some
cases for each type of instrument within that asset class. This calibration will need to take into
account several factors including: (i) the make-up of market parlicipants in different asset
classes, (i} the different uses investors have for the instruments, and (iii) the liquidity and
average tfrade sizes in differen! instruments. The detfailed provisicns will be laid down in
delegated acts,

Under this option, measures would be implemented reducing the costs of data for market
panticipants:

- organised trading venues would be required to unbundle pre- and post-trade data so that
users would not be required to purchase a whole data package if they are only interested in, for
example, post-trade data;

- Standards by ESMA determining criteria for calculating what constitutes a reasonable cost
charged for data would be envisaged;

- Introduce further standards regarding the content and format of post trade data;

- Investment firms would be required to publish all post-trade transparency information via so-
called Approved Publication Arrangements {(APAs). These APAs would need to adhere to strict
quality standards to be approved ; and

- Trade data would be required {o be provided free of cost 15 minutes after the trade.

3.6 Reduce data costs notably by
requiring unbundling of pre and post
frade data and providing guidance on
reasonable costs of data, and improve
the quality of and consistency of post
frade data by the set up of a system of
Approved  Publication  Arrangements
(APAs)

3.8 Improve the consolidation of post This option would be complementary to option 3.6 as the data pre-managed by the APAs wauld
frade data for the equities markets by then be submitted to dedicated consolidators (i.e. one or several commercial providers) that
the set-up of a consolidated tape system would need a separate approval. The function of these consolidators would be to collect all
operated by one or several commercial  information that is published per share at any given time and make it available to market
providers. Introduce a consolidated tape  participanis by means of one consolidated data stream at a reasonable cost. The set-up of a
far non-equities markets after a period of  consolidated tape by one or several commercial providers would be required for non-equities
2 years under the same set-up as for markeis afler a transitional period of 2 years depending on the type of financial instrument. This
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equities markets

differed application would ensure that the consolidation of trade data would take place after the
implementation of the new trade transparency requirements for non-equities markets by market
participants.

4 Reinforce regulators powers and consistency of supervisory practice at European and international level

4.2 Introduce the possibility for national
regulators to ban for an indefinite period
specific aclivities, products or services
under the coordination of ESMA. Give
the possibility to ESMA under specific
circumstances to introduce a temporary
ban in accordance with Article 9(,5) of
the ESMA regulation N°1095/2010%"®

4.4 Reinforce the oversight of positions
in derivatives in parlicular commodity
derivatives, including by granting
regulators the power coordinated via
ESMA to introduce positions limits

4.5 Reinforce the oversight of financial
markeis which are increasingly global by
strengthening the cooperation between
EU and third country securities
regulators.  In  addition  reinforce
monitoring  and  investigation  of
commodity derivatives markets by
promoting  intemational cooperation
among regulators of financial and
physical markets

4.7 Harmonise conditions for the access
to the EU of third country investment
firms, by introducing a third country
regime (based on equivalence and
reciprocity  and memoranda  of
understanding (MolU) between the
Member States regulators and the third
country regulators under the
coordination of ESMA)

This option would consist in giving national regulators the power to ban or restrict for an
indefinite period the trading or distribution of a product or the provision of a service in case of
exceptional adverse developments which gives 1o significant investor protection concerns or
poses a serious threat to the financial stability of whole or part of the financial system or the
orderly functioning and integrity of financial markets. The action taken by any Member State
should be proportionate to the risks involved and should not have a discriminatory effect on
services or activities provided by other Member Sates. ESMA would perform a facilitation and
coordination role in relation to any action taken by Member States to ensure that any national
action is justified and proportionate and where appropriate a consistent approach is taken.
ESMA would have {o adopt and publish an opinion on the proposed national ban or restriction. If
the national Competent Authority disagrees with ESMA's opinion, it should make public why. In
addition o the powers granted to national compelent authorities under the coordination of
ESMA, ESMA would have the power to temporarily ban products and services in line with the
ESMA regulation. The ban could consist in a prohibition or restriction on the marketing or sale of
financial instrument or on the persons engaged in the specific activity. The provisions would set
specific conditions for both of these bans on their aclivation, which can notably happen when
there are concerns on investor protection, threat to the orderly functioning of financial markets
or stability of the financial system. Such a power would be complementary to the national
powers in the sense that a ban by ESMA could only be triggered in the absence of national
measures or in case the national measures taken would be inappropriate to address the threats
identified.

This option has several layers. First trading venues on which commodity derivatives trade would
be required to adopt appropriate arrangements to support liquidity, prevent market abuse, and
ensure orderly pricing and settlement. Position limits are a possible measure to this effect, i.e.
hard position limits are fixed caps on the size of individual positions that apply to all market
parlicipants at all imes. Position management is another, i.e. the possibility for the venue
operator fo intervene ad hoc and ask a participant to reduce its position. Second, national
competent authorities would also be given broad powers to carry out position management with
regard to market participants' positions in any type of derivatives and require a position to be
reduced. They would also be given explicit powers {o impose both temporary (i.e. position
management approach) and permanent limits {i.e. position limits) on the ability of persons to
enter into positions in relation to commodity derivatives. The limits shoufd be transparent and
non-discriminatory. ESMA would perform a facilitation and coordination role in relation to any
measure taken by nalional competent authorities. Finally, ESMA would have temporary powers
to intervene in positions and to limit them in a temporary fashion consistent with the emergency
powers granted in the ESMA regulation. In other words, ESMA would be equipped with position
management powers in case a national competent authority fails to intervene or does so to an
insufficient degree, but no position limit powers.

This option would consist in strengthening cooperation between competent authorities with
other market supervisors around the world, possibly through ESMA. In the specific case of
commodity derivatives markets this option would in addition reinforce the cooperation between
financial and physical regulators both within the EU and at intemational level. This entails
eslablishing new memoranda of understanding and cooperation agreements. In addition, there
will also be ongeing information sharing, assistance in information requests, and cooperation in
cross-border investigations. This option is complementary to a similar option proposed in the
review of the Market Abuse Directive. While MAD is limifed to market abuse, this option seeks
to promote cooperation in supervising fair and arderly working of markets.

This option would c¢reate a harmonised framework for granting access to EU markets for firns
based in third countries. The provision of services to retail clients would always require the
establishment of a branch in the EV temitory; the provision of services without a branch would
be limited to business for eligible counterparties. This option would entail the assessment of
equivalence and reciprocal access of the third country regulatory and supervisory regime in
relation to the EU regime and to EU-based operators. This assessment would be formalised by
a decision of the Commission. Memoranda of understanding (MoU) between the Member States
regulators and the third-country regulators should be concluded. Investment firms established in
third countries for which equivalence has been granted would have access fo the EU market,
with the provision of services to retail clients would atways reguiring the establishment of a
branch in the EU territory and compliance by the firm with key MiFID operating and investor
protection conditions.
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48 Ensure effeclive and delerrent
sanctions by introducing common
minimum  rules for  administrative
measures and sanctions

5.2 Extend the scope of transaclion
reporting to regulators to all financial
instruments {i.e. all financial instruments
admitted to trading and all financial
instruments only traded OTC). Exempt
those only traded OTC which are neither
dependent on nor may influence the
vatue of a financial instrument admitted
to trading. This will result in a full
alignment with the scope of the revised
Market Abuse Directive, Lastly regarding
derivatives, harmonise the transaction
reporting requirements with the reporting
requirements under EMIR

5.4 Require market operators to store
order data in an harmonised way

5.5 Increase the efficiency of reporing
channels by the set up of Approved
Reporting Mechanisms ("ARMs") and
allow for trade repositories under EMIR
to be approved as an ARM under MiFID

This option would require Member States o provide for adminisirative sanclions and measures
which are effeclive, proportionate and dissuasive byintroducing minimum rules on type and level
of administrative measures and administrative sanctions, Administrative sanctions and
measures sel out by Member States would have fo satisfy certain essential requirements in
relation to addressees, criteria to be taken into account when applying a sanction or measure,
publication of sanctions or measures, key sanctioning powers and minimum levels of fines. This
option would also entail establishing whistleblowing mechanisms.

5 Reinforce transparency to ragulators

This option entails that investment firms report the details of transactions in all instruments
which are traded in an organised way, either on a RM, a MTF or an arganised trading facility 1o
regulators. Notably the extension to OTFs would bring a whole set of derivatives products into
scope (e.g. parl of equity derivatives, credit derivatives, currency derivatives, and interest rate
swaps). All transactions in OTC instruments which are not themselves traded in an organised
way will also have to be reported, except when the value of those does not depend to some
extent on or may not influence that of instruments which are admitted to trading. Extending the
scope of transaction reporting to such instruments will bring the reparting requirements in line
with the existing provisions of MAD, as well as with those of the revised MAD, and corresponds
to existing practice in some Member States (e.g. UK, Ireland, Austria, and Spain). Commodity
derivatives may be used for market abuse purposes, notably to distort the underlying market.
Commadity derivatives will need ta be brought into scope separately. This extension overlaps
considerably with the scope of reporting requirements to trade repasitories under EMIR.

This option entails that all market operators keep records of all orders submitted to their
platferms, regardless of whether these orders are executed or not. Such records need to be
comparable across platforms, notably with regard to the time at which they were submitted. The
information stored should include a unigue identification of the trader or algorithm that has
initiated the arder. ESMA will set the appropriate standards.

This option entails that all entities involved in reporting transactions on beghalf of investment
firms are adeguately supervised. Under this option, competent authorities' powers to monitor
ARM's functioning on an ongoing basis will be clarified. Also, the standards that ARM's need to
comply with will be harmonised.

6 Improve transparency and oversight of commodities markets

6.2 Set up a system of pasition reporting
by categories of traders for organised
frading venues trading commodities
derivatives contracts

6.4 Review exemplions for commodity
firms to exclude dealing on own a/c with
clients and delete the exemption for
specialist commodity derivatives

6.6 Extend the application of MIFID to
secondary spot trading of emission
allowances

Under this option organised {rading venues which admit commaodity derivatives to trading would
have to make available to regulaiors (in defail) and the public (in aggregate) harmonised
position information by type of regulated entity. A trader's position is the open interest (the total
of all futures and option contracts) that he holds. The trader would have to report to the trading
venue whether he frades on own account or on whose behalf he is trading including the
regulatory classification of their end-customers in EU financial markets legislation (e.g.
investment firms, credit inslitutions, alternative investment fund managers, UCITS, pension
funds, insurance companies). If the end beneficiary of the position is not a financia! entity, this
position would by deduction be classified as non-financial. The focus of this obligation will be
commaodity derivatives contracts traded on organised trading venues (coniracts traded either on
regulated markets, MTFs or organised trading facilities) which serve a benchmark price setting
function. The objective of this position reporting would be to improve the transparency of the
price formation mechanism and improve understanding by regulators of the rale played by
financial firms in these markets.

Specialist commodity firms whose main business is to trade on own account in commodities
and/or commodity derivatives would not be exempt any more. Commercial entities would not be
allowed any more to trade on own account with clients and the possibility to provide investment
services to the clients of the main business on an ancillary basis would be applied in a very
precise and narrow way. This option would not by itself afiect capital requirements imposed on
firms.

This option would involve coverage under the MIFID of emission allowances and other
compliance units under the EU Emissions Trading Scheme. As a result, all MiFID requirements
would apply to all trading venues and intermediaries operating in the secondary spot market for
emission allowances. Venues would need to become regulated markets, MTFs, or OTFs.
Financial market rules would apply to both spet and derivative markets for emissions trading,
establishing a coherent regime with overarching rules. This would replace the need 10 devise a
tailor made regime for secondary spot emission allowances markets.

7 Broaden the scope of regulation on products, services and service providers whan needad

7.2 Allow Member Stales to continue
exempling certain investment service

This option leaves Member States the possibility to exempt certain entities providing advice
from the Directive but requires that national legislation includes requirements similar to MiFID in
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providers from MIFID but infroduce
requirements to  tighten  national
requirements  applicable to  them
{particularty conduct of business and
conflict of interest rules)

7.4 Extend the scope of MiFID conduct
of business and confiict of interest rules
1o structured deposits and depaosit based
products with similar economic effect

a number of areas (notably proper authorization process including fit and proper criteria and
conduct of business rules). Member States would maintain discretion in adapting organizational
requirements to the exempted entities based on national specificities

This oplion would aim at extending MiFID conflicts of interest and conduct of business rules
(panrticularly information to and from clienis, assessment of suitability and appropriateness,
inducements) to structured deposits, products which currently are not requlated at EU levet

8 Strengthen rules of business conduct for investment firms

8.2 Reinforce investor protection by
narrowing the list of non-complex
products for which execution oniy
services are possible and strengthening
provisions on investment advice

8.4 Apply general principles to act
honestly, faifly and professionally to
eligible counterparties resulting in their
application to all categories of clients
and exclude municipalites and local
public authorities from list of eligible
counterparties and professional clients
per se

86 Reinforce information obligations
when providing investment services in
complex products and strengthen
periodic  reporting  obligations  for
different  categories of  products,
including when eligible counterparties
are involved

8.7 Ban inducements in the case of
investment advice provided on an
independent basis and in the case of
portfolio management

8.9 Require trading venues to publish
information on execution quality and
improve information provided by firms on
best execution

This policy option combines two measures which will have complementary effects. The first
measure consists in the limitation of the definition of non-complex products which allows
investment firms to provide execution only services i.e. without undergoing any assessment of
the appropriateness of a given product. The second measure consists in reinforcing the conduct
of business rules for investment firms when providing investment advice, mainly by specifying
the conditions for the provision of independent advice (for instance, obligation to offer products
from a broad range of product providers). Further requirements concerning the provision of
investment advice (reporling requirements and annual assessment of recommendations
provided) would be mainty introduced via implementing measures to complement these
changes in the framework directive.

This options aims at reinforcing the MiFID regime for non-retail clients by narowing the list of
type of entities that are de facto eligible counterparties or professional clients. Further
requirements would be modified in the implementing measures (deletion of the presumption that
professional clients have the necessary level of experience and knowledge).

This option aims at increasing the information and reporting requirements to clients of
investment firms, including eligible counterparties. In the case of more complex products,
investment firms should provide clients with a risk/gain and valuation profile of the instrument
prior to the transaction, quarterly valuation during the life of the product as well as quarterly
reporting on the evolution of the undenying assets during the lifetime of the product. Firms
holding client financial instruments should report to clients aboul material modifications in the
situation of financial instruments concemed. Most of these detailed obligations would be
introduced in implementing measures and should be calibrated according {o the level of risk of
the relevant product.

The objective of this option is ta strengthen the existing MIFID inducement rules by banning
third party inducements in case of portfolio management and independent advice. These
measures that would affect the Level 1 Directive would be complemented by changes in the
Level 2 implementing acts where inducements are cumently regulated; this will include the
improvement of the quality of information given to clients about inducements.

This option consists in improving the framework for best execution by inserting in the MiFID an
obligation for trading venues to provide data on execution quality. Data would be used by firms
when selecting venues for the purpose of best execution. The implementing directive would
clarify technical details of data to be published and would reinforce the requirements relating to
information provided by investment firms on execution venues selected by them and best
execution.

5.9 Strengthen crganisational requirements for Investmeant firms

9.2 Reinforce the corporate govemance
framework by strengthening the role of
directors especially in the functioning of
internal control functions and when
defining strategies of firms and
launching new products and services.
Require firms {o establish clear
procedures to handle clients' complaints
in the context of the compliance
function.

94 Require specific organisational
requirements and procedures for the
provision of portfolio  management
services and underwriting services

This option strengthens and specifies the overall framework for corporate governance in the
design of firms’ policies, including the decision on products and services to be offered to clients
(clear involvement of executive and non-executive directors), in the framework for internal
control functions (reinforced independence, further definition of role of the compliance function
including handling with clients’ complaints) and in the supervision by competent authorities
(involvement in the assessment of the adequacy of members of the board of directors at any
time and in the remaval of persons responsible for internal control functions). In addition it will
explicilly require that within the compliance function clear procedures have been developed to
deal with clients' complaints.

This option introduces a mare detailed, while still general framework for the provision of the
services of portfolio management (formalization of investment strategies in managing clients'
portiolios) and underwriting (information requirements concerning allotment of financial
instruments, management of conflicts of interest situations).
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96 Introduce a common regime for
telephone and electronic recording but
still leave a margin of discretion for
Member States in requiring a longer
relention period of the records and
applying recording obligations to
services not covered at EU level.

This option aims at introducing a common regime for telephone and electronic recording in
terms of services covered (for instance, execution and reception and transmission of orders,
dealing on own account) and retention period (two years) while still leaving a margin of
discretion to Member States in applying the same obligation for other services (for instance
portfolio management) and in requiring a longer retention period (up to the ordinary § years
period required for other records). This common regime would focus on the services which are
the most sensitive from a supervisory point of view in terms of market abuse or investor
protection and would be fully complaint in terms of retention period with the Charler of EU
Fundamental Rights.
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15, ANNEX 5: OVERVIEW OF COMPLIANCE COSTS

15.1.  Consolidated overview of compliance costs

Detailed hreakdown of compliance costs (€ millions)

TOTAL INCREMENTAL COSTS
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. one-off on-going
. low high low high
Market structures
Alignment and reinforcement of MTF / RM organisational 1,0 10,0 0,0 0,0
and market surveitlance requirements
Broker crossing networks & Organised Trading Facilities 4.2 11,3 0,6 32
Information pack to be provided to the Competent 0,5 0,5 0,0 0,0
Authority
Monitoring of frading 3,7 10,8 0,6 32
Trading of OTC derivatives on organised trading venues 47 9.3 87 17.3
SME markets 0,0 0,0 0,0 0,0
Total market structure costs 9.9 30,6 9,3 20,5
New trading technologies ("automate trading")
All HFT firms to be authorised 0,0 0.0 0.9 0,9
Reinforce organisational requ. of firms involved in 1,0 1,0 0,0 0,0
automated trading
Requirement for sponsoring firms to have robust risk 01 0.1 0,0 0,0
controls
Reinforcement of organizational requirements for market 0.0 0.0 0,0 0,0
operators
Total automated trading costs 1,1 1,1 0,9 0,9
Pre and post-trade transparency and data
consolidation
Equity markets 0,0 0,0 0,0 0,0
Equity transparency regime for MTF/QTF 2,0 2,0 0,4 0.4
Non equities markets 55 9.2 89 127
Pre trade for MTFs/OTFs 04 0,8 02 0,3
Pre trade for market patiicipants OTC 0,6 1,0 4.1 53
Post-trade for MTFs/OTFs 04 08 02 03
Post-trade for market participants 4.1 6,6 4,5 6.8
{ Total transparency’ Rt LS REEREE L EEEy 1 11,2000 93 13,17
APAs, single formats and consolidated tape 30,0 30,0 3,0 4,5
i Total'reporting channels and data consolidation e 300 30,0- TG 457
Total transparency 37,5 41,2 12,3 17,6
Reinforce requlatory powers
Position oversight 0,0 0,0 2,0 4,0
Trading platforms 1,6 31
Market participants 0,4 0¢
Setting and monitoring position limits 8.2 12,8 7.5 16,3
Trading platforms with existing market surveillance in 2,2 2,9 37 7.3
lace
P Trading platforms without existing market surveillance in 6,0 16,0 38 9,0
place
[Total‘regulatory powers costs’s s T g T 2,8 a8 20,37
Transparency to requlators
Total transaction reporting costs 654 84,1 1,6 3,0



Extension to MTFs 07 1.1 01 01
Exfension to OTC derivalives, excl. commodity 482 62,0 06 039
derivalives
Extension to commodity denvatives 16,0 19,9 04 o7
Extension fo depositary receipts 07 1,1 05 1,3
Storage of orders 1,0 1,9
{: Total transparency to regulators'costs:: ;- 2 T T B 4T g T 28 497
Commodity derivatives markets
{: Position reporting by categé”’né"smof fraders: T T TUINRETOAT T TR T TN " 38]
Publishing cosls S for reqgufated markets o 0,0 00 0.3 0, 3
MTFs 01 02 1,8 2.4
Traders 06 08 1.1 1,1
Extension of MiFID to secondary spot trading in EUAs 1.5 1.8 04 0.5
Plaiforms offering spot trading 1.5 1,8 0.4 05
Compiliance buyers
Market intermedianes
Total commodity derivatives costs 2,3 2,8 3,7 4,3
Broaden the scope of requiation
Harmonisation of Article 3 exemption - authorisation 15 30
process
Extension of MIFID to structured deposits 3 44 9 15
Total 46 74 9 15
Strengthening of conduct of business rules
Reduction in the list of non complex products 01 0.2 0 0
Strengthening conduct of business rules for investment 56 12,5 1 279,0
advice 343
Extended suitability report 29 1 59,0
Training 56 12,5
Reporting every 6 months 40.0 67,5
Annual request to update client's information 235 52,5
Advice in changed circumstances 41,7 100,0
Adjustments to the eligible counterparty and professional 2,3 29 16,0 16,0
client classification
{ information on complex-prodiicts: - et B320n0nii148,Guri 16 36,6
Risk-gain profiles 50,6 86 7 10,1 28,9
Marketing matenals 250 45,0
Quarterly reporting 1.5 7,7
Malerial change systems 1.7 2,7
Matenal change review 6,0 11,6
Banning of inducements in rel. to independent investment 41 41 24 28
advice
Banning of inducements in relation to portfolio management 130.,8 130, 8 3,7 3,7
{ Trading veplies = Execufion quality” - .iiiiinees 18,070 60 ... . 6,01
Total COB rules costs 280, 9 351, 2 195,6 369,3
Organizational requirements for investment firms
Strengthening the role of the internal control functions 5,0 50 240 320
Internal control functions - Reporting fo the Board 24,0 32,0
Launch of new products 50 50
Organizational requ. - Portfolio management 2.8 42
Organizational requ. - Underwriting 11,0 26,0 0,3 0,3
Review of existing procedures 90 220
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New system 20 4.0

Ongoing comph‘ance moniton'ng 0,3 03
EHarmomsat’ton :of -the telephone and e!ectl:gglc recordlngxifi e SEP R 2 A 01.;2]
' regime i &652322;:M U Tiisabiante PiecsEzaace ) :3:;;:%:;:;,,,, Lo

Total orgamzatlonal requ. costs 60,5 1 34,4 69.45 133,45
TOTAL MiFID REVIEW COSTS 511,8 7324 3123 586,2
Total operating costs of investment firms 500.000,0 500.000,0 500.000,0 500.000,0
Total MiFID review costs as a % of total operating costs 0,10% 0,15% 0,06% 0,12%
Costs of the introduction of MiFID as a % of total 0,56% 0,68% 0,11% 0,17%
operating costs

[Administrative burden costs are highlighted in grey:iitii R

15.2. Detailed analysis of compliance costs

15.2.1. Introduce a new category of Organised Trading Facilities (OTF), besides Reguiated
Markets (RM) and MTFs to capture current (including broker crossing systems -
BCS) as well as possible new trading practices while further align and reinforce the
organisational and surveillance requirements of regulated markets and MTFs

A number of MTFs consider that they are already complying with organisational requirements
that are functionally equivalent (even if they are not identical per se) to those of reguiated
markets, and regulated markets believe that regulations are similar. This view was not held by
a regulated market in the UK taking the view that to be considered equivalent requirements
should be the same. On this basis, we can conclude that further aligning organisational
requirements between MTFs and RMs would have a negligible one-off and on-going cost
impact on MTFs.

Greater costs would be incurred in complying with a reinforcement of the surveillance
obligations. The onus were on trading venues to establish methods of communication between
themselves, costs would be substantially greater. In such a scenario, trading venues may incur
infrastructure costs as well as on-going costs but the magnitude of such costs would be
heavily dependent on any amendments that would need to be made to data storage/sharing
technologies in light of the fact that trading venues may need to communicate sensitive data to
each other. We estimate the range of potential incremental costs to be between €1 and €10
millions.

They are nine crossing networks currently Jaerating in Europe which would fall under the
new definition of organised trading facility’”. Three of them also operate a dark MTF. The
full size of the other electronic trading platforms that are not MTFs and might fali under the
scope of the OTF definition is not completely clear. However market participants interviewed
by Europe Economics have identified 1012 as a reasonable population estimate.

We expect the compliance with the requirements of the OTF definition would lead to one-off
aggregate costs of €4.2-€11.3 million for the nine crossing system operators and the
estimated 10 to 12 other electronic platforms, with ongoing costs of €0.6-€3.2 million. The
main costs would arise from the development of tools to monitor trading considering the six
crossing networks that do not have or are not yet seeking MTF status®®. The remaining costs
relate to the provision of required information to regulators. This is unlikely to exceed €0.5
million across al! affected entities as this information is usually already available for clients.
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15.2.2. Mandate trading of some OTC derivatives on Regulated Markets (RM), MTFs or
OTFs

Before turning to cost estimates, we describe briefly here what might be required by marker
participants to engage in electronic trading.

Depending on the platform model, it could be relatively straightforward for buy-side
participants to connect to electronic trading platforms. They could access these through the
internet or through trading screens provided by the platform, and be enabled with dealers of
their choice (this would be easier if the buy-side firm already has a relationship with the
dealers). The firm would be able to see prices in real time through a request for quote system
and would be able to trade easily. The costs of this access may be relatively significant, and
could range from €50,000 to €100,000 for access per year, with a one-off cost of developing
the links of between €4,000 and €9,000.

Buy-side firms can also establish more detailed links with the electronic platform (for
example if they undertake a large amount of trading). Many large buy-side firms currently
connect their internal order management and accounting systems to trading platforms as this
increased efficiency and can lead to cost savings Trades are sent from the firm’s order
management system to the platform, where they are executed with an appropriate
counterparty, and then passed on for confirmation by the counterparties. Setting up these links
involves substantial infrastructural requirements, estimated at between €1 million and €2
million in one-off costs and approximately €100,000 in on-going costs.

The costs for dealers could be significantly more involved, as they would have to connect
their whole trading system (including pricing engines and risk systems) to the platform which
involves significant IT infrastructure investment. However, we assume that the majority of
large and medium dealers are already connected to electronic trading platforms, and that these
costs would only be incurred by smaller dealers not currently undertaking electronic trading.
Costs for these are likely to be smaller than for large firms, as are estimated at between
€100,000 and €200,000 in one-off costs per firm, and between €10,000 and €20,000 in on-
going costs.

If we assume that the majority of existing electronic platforms will be able to adapt to the
requirements of an organised trading facility, then it is unlikely that a significant number of
market participants will have to link up to new trading platforms. However, as many
platforms offer trading in only limited range of derivatives, it may be the case that a market
participant currently operating electronically in one market will be required, as a result of the
policy, to link up to a new platform to trade a different type of product. We assume that the
infrastructure linking dealers to new platforms will be similar to that required for existing
platforms (estimated at one third of the original cost), but that for the buy-side there will be
less interoperability and thus costs of linking to new platforms will be three quarters of the
original cost.

There will also be costs to market participants who currently do not engage in any electronic
trading at all. For sell-side participants this is estimated to be a relatively small number (40
smaller dealers across the EU), and for buy-side customers this is estimated at 150,

- TABLE 13: Background assumptions for costs estimates of trading
of OTC Derivatives
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The table below presents our cost estimates for a range of assumptions. Buy-side firms not
already connected to electronic platforms are assumed to be smaller firms that would adopt
the model of accessing electronic platforms remotely (i.e. through trading screens, and not
linking up their whole systems). One-off costs to these firms would range from €0.6 million
to €1.3 million. On-going costs are significantly higher due to annual costs of accessing the
systems, and range from €8.2 million to €16.5 million. One-off costs for sell-side firms not
currently engaging in electronic trading range from €4 million to €8 million, and on-going
costs range from €400,000 to €800,000. One-off costs in this case are higher due to more
significant investment in infrastructure to link all systems to the platforms.

If we assume that firms currently engaged in electronic trading and those new Lo this method
would be required to link to more than one trading platform, costs would increase
significantly. Costs for new firms now include the cost of accessing two platforms, and costs
to ‘old’ firms include the cost of accessing one additional platform. If this assumption is held
the total one-off costs for all market participants range from €47.6 million to €94.9 million,
and on-going range from €37.5 million to €74.9 million.

These costs represent an upper-bound as they assume that all firms currently not engaging in

electronic trading will be required to do so under the new policy. However, it may be the case
that some firms currently trade derivatives that will remain purely OTC.

- TABLE 14: Costs of electronic trading

Only one platform Two platforms
Costs to  different  market

participants (€000s) Low High Low High

Buy-side firms not connected
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One-off costs € 652 € 1,304 € 1,141 €2,283

On-going costs €8250  €16,500 €14,438  €28,875

Sell-side firms not connected
One-off costs €4,000 € 8,000 € 5,200 € 10,400

On-going costs € 400 € 800 €520 € 1,040

Buy-side firms already connected
One-off costs € 38,967 € 77,935

On-going costs €22,313 € 44,625

Sell-side firms already connected

One-off costs € 2,340 € 4,260
On-going costs €234 €426
Total one-off costs € 4,652 €9,304 € 47,649 € 94,877
Total on-going costs € 8,650 € 17,300 € 37,504 € 74,966

In conclusion, we assume that the majority of existing electronic platforms trading derivatives
do already meet or will be able to adapt to the requirements of an organised trading facility.
But this option would entail incremental costs to both dealers (sell-side) and investment firms
{(buy-side) who currently do not engage in any electronic trading at all, or who have to
connect to more than one platform. Under the assumption that firms would have to connect
only to one platform, this would give aggregated one-off costs of €4.7 to €9.3 million and
ongoing costs €8.7 and €17.3 million.

15.2.3. Introduce a tailored regime for SME markets under the existing regulatory
framework of MTF

Regarding the development of a tailor made regime for SME markets, the main objective
would be to facilitate the access of SMEs to capital markets at a proportionate cost by
improving visibility and therefore liquidity in SME stocks. However, to gain more visibility
and increase liquidity would need a high level of investor protection avoiding ~ for instance —
any market abuse such as insider dealing and market manipulation. Therefore, cost burdens
cannot simply be reduced but could feed into a SME market quality label. This should reduce
the ratio of cost against the capital gained in financial markets. All in all the impact would be
that seeking equity in capital markets should become more attractive. The broader economic
impact would be increased access to capital for SMEs leading to a reduction of their cost for
capital.

15.2.4. Regulate appropriately new trading technologies

The overall costs impact of the above preferred policy options will be marginal given that we
will essentially enshrine existing practice into legislation.
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There are at present between 25 and 50 firms involved in HFT in Europe with approximately
a 50/50 split between HFT undertaken by firms that are authorised and non-authorised under
MiFID®'. A far greater number of firms are involved in automated trading since all large
bank brokers and broker dealers have algorithmic trading suites which are widely used by
their customers. This implies that there may be hundreds of firms involved in automated
trading. We have assumed that 250 firms are active automated traders.

We assumed that 25 HFT would require authorisation (so that senior management were
judged fit and proper and capital adequacy tests were J)assed). We estimate the on-going cost
implication would be €0.9 million per annum in total 2

Based on feedback from market participants, firms involve in automated trading already have
in place robust risk management controls to mitigate potential trading errors. The
reinforcement of organisational requirements of investment firms involved in automated
trading would mainly be codifying existing practice and hence would have little cost impact.
However there might be additional documentation costs, notably if firms are required to
notify their competent authority of the computer algorithm they employ, including an
explanation of its design, purpose and functioning. These costs would be marginal and would
amount to a total one-off cost of €1 million.”*

Firms that permit sponsored access require more sophisticated systems of filters and risk
controls than do those that do not. Based on interviews carried out by Europe Economics with
sponsoring firms with robust risk controls we estimate that 4-6 working weeks would be
required in order to develop a suitably robust and sophisticated system. At an estimated
annual cost of €100,000 per IT professional this works out at about €8,888—€13,333 per firm.
An on-going cost below this level, at 1-2 working weeks per firm per annum equates to
€2,222€4,444 per firm. If we assume that ten firms permit sponsored access, the aggregate
cost implication of these proposals would be one-off costs of €88,888—€133,333 and on-going
costs would be approximately €22,222-€44,444,

Trading venues already have systems of risk controls in place, including stress testing and
circuit breakers, and hence the impact of these proposals is likely to be limited. The
Federation of European Stock Exchanges (FESE} has conducted a survey of its members to
gather information on the use of stress testing and circuit breakers. A total of 20 FESE
members responded to the survey, all of whom operate a regulated market and 11 of whom
operate an MTF. One respondent was an Exchange located outside the European Union. The
results of this survey were included in their answer to our public consultation and led FESE to
state that "a large portion of existing RMs and MTFs already have such risk controls in place
(such as circuit breakers and stress testing). You will find below the FESE table summarising
the current risk controls in place in the trading venues having responded to its survey:

- TABLE 15: Trading venues ~ Risk controls in place
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Type. i S . T
ype. of trading Circuit Breakers | Stress Testing™ -

Name of trading venue(s) venues e
/M MTF RM | MTE RV MTF

Athens Stock  Exchange {ATHEX-ASE} | Yes Yes YES No Yes No

operated by Athens Exchange S.A

Bolsas y Mercados Espaiioles Yes Yes Yes Yes Yes Yes

Bdrse Berlin Equiduct Yes Yes Yes Yas Yes Yes

Bulgarian Stock Exchange Yes - No - No

Budapest Stock Exchange Yes - Yes - No -

Cyprus Stock Exchange Yes Yes No No No No

Deustche Boerse: Yes Yes Yes Yes Yes Yes

*  Frankfurter Wertpapierbérse

= Eurex Deutschland

Irish Stock Exchange Yes Yes Yes Yes Yes Yes

Istanbul Stock Exchange Yes - Yes - Yes -

Istanbul SE: Automated Trading System | Yes - No - No -

{OTASS) {in the Bonds and 8ills Market]

Ljubljana Stock Exchange —Trading on Xetra®™ | Ves - Yes - No -

System (Xetra® hackend Vienna}

Luxembourg Stock Exchange Yes Yes Yes Yes Yes Yes

Euro MTF

Malta Stock Exchange Yes - Yes - No -

NASDAQ OMX: Yes Yes Yes Yes Yes Yes

s NASDAQ OMX Nordic

=  First Narth

NYSE Euronext Yes Yes Yes Yes Yes Yes

Oslo Bgrs: Oslo Axess, Oslo ABM, Oslo | Yes Yes Yes No No No

Connect

SiX Swiss Exchange Yes . Yes - No -

Warsaw Stock Exchange Yes - Yes - No -

Wwiener Boerse: | Yes Yes Yeas Yes No No

Xetra Vienna

Of those that responded to the survey, 16 (80 per cent) stated that circuit breakers are used on
the regulated market and 8 stated that circuit breakers are used on its MTF (73 per cent of
MTFs). A lower proportion of respondents stated that stress testing is used on regulated
markets and/or MTFs. In particular, 9 (45 per cent) stated that stress testing is used on
regulated markets and 7 stated that it is used on MTFs (63 per cent of MTFs).

Lastly it is noteworthy that some trading venues also have fee structures in place that
discourage market participants from maintaining very high order-to-execution ratios. The
driving force behind these fee structures appears to be the additional bandwidth requirements
that are associated with high levels of cancelled orders rather than specific concerns about the
potential adverse impact on the market and other market participants of high order-to-
execution ratios. However, to the extent that high order levels could create infrastructure
challenges to the market’s data handling capabilities such levies are a useful tool to ameliorate
this form of systemic risk.

In the following paragraphs, we describe arrangements that are currently in place at the
London Stock Exchange and Euronext LIFFE.

London Stock Exchange

The current London Stock Exchange (LSE) Trading Services Price List specifies an “order
management surcharge” that applies in certain circumstances.”™ The surcharge applies if the
number of order events (defined as order entry, order modification and order deletion) per
executed trade exceeds specified limits. The applicable limits depend on the index in which a
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security is listed and a different limit applies for Exchange Traded Funds (ETFs) and
Exchange Traded Products (ETPs). The following table shows the applicable limits.

- TABLE 16: Order events per trade limits at LSE

Security Number of order events per electronic trade permitted
before order management surcharge payable

FTSE 100 and FTSE 250 Index 500
securities

Exchange Traded Funds and 200
Exchange Traded Products

All other securities No order management surcharge

Source: LSE (2011), "Trading Services (On- Exchange and OTC) Price List with Effect From 1 Apnl 20117, Page 4

The surcharge is 5p, except for qualifying order events in ETFs or ETPs which have a charge
of 1.25p. To qualify for the lower surcharge available for ETFs and ETPs, “order book
trading by the member firm must exceed £500 million by value or 10 per cent of the order
book value traded in the product group over the billing period™. 2

The surcharge is assessed separately for each member firm in each segment (i.e. each division
of the market) on a daily basis, with the exception of ETFs and ETPs which are assessed daily
for each member firm in each product group (i.e. ETFs or ETPs).

NYSE LIFFE

NYSE LIFFE applies an order-to-trade ratio based bandwidth usage charge in relation to
Euribor, Short Sterling and Euroswiss Interest Rate Futures Contracts. The charge applies to
all Individual Trading Mnemonics (“1TMs™) with the exception of Designated Market Making
ITMs.

Charges do not apply to the first 5,000 order entries, modifications or deletions made by an
ITM in each of the contracts. If this limit is exceeded in a single trading day, an order-to-
trade ratio of 2:1 applies and any order events that exceed the 2:1 ratio are charged at 17.5p.

For all other products, NYSE LIFFE allocates bandwidth limits to each Member. If these
daily individual limits are exceeded the per-message charges shown in Table are applied.

- TABLE 17: NYSE LIFFE charges for exceeding bandwidth limits

Up to message allocation No charge
Between 100% and up to 110% of message | £0.070
alflocation

Above 110% and up to 120% of message | £0.140
allocation

Above 120% of message allocation £0.175

Source: NYSE LIFFE ‘European Markets Subscriptions, fees and charges 2011, Page 17

15.2.5. Increase trade transparency for market participants

Concerning the costs and benefits associated with the preferred options in the area of equity
pre-trade transparency, the proposals mainly clarify the status quo and seck to ensure uniform
application of the waivers via a reinforced process involving ESMA. No incremental costs are
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thus expected except for possible unquantifiable costs in terms of reduced information flows
and a potential loss of liquidity from the obligation to make actionable indications of interest
(10Is) pre-trade transparent on a par with other orders, as market participants could choose to
use [Ols with less information, so as to avoid their 101 being classed as actionable. Regarding
post-trade transparency, system costs related to shorter publication delays seem to be
insignificant according to the majority of market participants. However, costs caused by firms
having a shorter time to unwind a risky position might be substantial and would be passed on
to clients.

The costs of extending the equities-transparency regime to shares traded only on MTFs or
organised trading facilities is not expected to generate significant costs as MTFs are already
expected to possess and disclose this information. In addition some of the primary MTFs (e.g.
AIM and First North) already apply the equity transparency regime to their market. However
we have taken a prudent approach and derived the possible cost impact from the overall one-
off implementation costs of the equity transparency regime when MiFID was first introduced.
As per their past work on the FSAP Cost of Compliance study, Europe Economics estimated
the one-off cost of the IT and systems necessary to support transparency requirements cost the
financial services industry about €100 million in respect of equity trading under MiFID. The
population of shares traded only on MTFs is dwarfed by the trading of shares on regulated
markets. Europe Economics estimates that the volume of trading of shares only admitted to
trading on MTFs is substantially below one cent of the existing volume of equity traded™®. As
a result, we consider a further one-off cost of around €2 million to be a reasonable estimate
(2% of the one-off costs of the introduction of the initial equity regime). The incremental on-
going cost is estimated at about €0.4 million (being 20 per cent of the one-off cost).

* Ak

Concerning wholly new pre- and post-trade transparency requirements for non-equities, it is
not possible to make complete cost-benefit assessments at this stage, as these will largely
depend on the detailed requirements in terms of delays and content by type of instrument and
venue to be developed in implementing legislation. However, some presumptive assessments
can be made.

The introduction of a transparency regime for non-equities is expected to generate overall
one-off costs of €5.5 million to €9.2 million with yearly ongoing cots of €8.8 million to
€12.7million.

- TABLE 18, Summary of estimated compliance costs to increase
trade transparency for MTFs and market participants

Costs (€000s) Pre-trade Post-trade Total

MTFs

One-off €400 - €800 €400 - €800 €800 - €1,600
On-going €160 - €320 €160 - €320 €320 - €640

Market participants

One-off €597 -€1,029 €4,124 - €6,574 €4,721 - €7,603

167



€4,056 - €8,574 -

On-going €5,256 €4,518 -€6,838 €12,094

Total

One-off €997 - €1,829 €4,524 -€7374 €5,521 -€9,203
€4,216 - €8,894 -

On-going €5,576 €4,678 -€7.158 €12,734

Overall, the indirect benefits of improving pre-trade data flows in non-equity markets in terms
of more efficient price formation, increased competition among dealers and greater certainty
for investors in contrast to the present context of available data across non-equity products is
difficult to judge. Concerning the requirement to publish pre-trade information on available
and actionable trading interest in a continuous manner, significant compliance costs are not
expected for venues which operate order-driven trading systems which publish or at least
possess the data in the required sense already. Costs for venues which operate request-for-
quote or similar systems are estimated at between €400,000 and €800,000 in terms of total
one-off costs and on-going costs of between €160,000 and €320,000 per year for all of the 46
MTFs active in non-equities today in terms of extending data publication systems to meet the
more stringent requirements. As for requirements for investment firms to make their OTC
quotes public, this implies market participants will be required to connect to a platform
through which such prices can be disseminated. Hence it is likely that the main costs to
market participants will be either in linking their automated pricing engines to the platform, or
establishing manual feeds. One-off costs would range from €597,000 to €] million and
include the cost of developing feeds for dealers with automated pricing systems (estimated at
between one and two weeks 1T time per firm, for 88 firms)®®” and setting up secure
connections for smaller firms with manual pricing (estimates at between three days and |
week per firm, for 176 firms).2® It should be noted that these figures refer only to dealers in
bond and derivative markets (as they are the ones affected by pre-trade transparency),
ignoring the buy-side. We estimate that in there are 54 large and medium dealers in bond
markets and 34 in derivatives (giving 88), and 100 smaller dealers in bonds and 76 smaller
dealers in derivatives markets (including commodities). On-going costs would range from €4
million to €5.2 million and include maintenance and support of data feeds for large firms, and
costs of manually entering pricing information for smaller firms (estimated at between | and
1.5 hours a day per firm, across 176 firms).

— TABLE 19: Costs to MTFs of increasing pre-trade price
transparency

Costs to MTFs (€000s) Low High

Building on RFQ regime
One-off costs €400 €800

On-going costs €160 €320

- TABLE 20: Costs to market participants trading in bonds and
derivatives OTC of a central RFQ pre-trade regime
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Costs of RFQ system for whole OTC market
(€000s) Low High

Dealers with automated pricing systems
One-off costs €191 €383

On-going €1.856 €1,951

Dealers with manual pricing

One-off costs €405.57 €647

On-going €2.200 €3,305
Total one-off €597 €1,029
Total on-going €4,056 €5,256

Increasing post-trade transparency requirements for regulated markets is unlikely to be
significant in cost terms. Post-trade transparency requirements for MTFs would be somewhat
different as these platforms in general do not currently disseminate post-trade information on
a multilateral basis (very often only the parties to the trade are able to access such
information). Costs to market participants vary according to whether they would be large
enough to link their trading systems directly to reporting platforms, of if they will have to
enter trade information manually. Whilst infrastructure needed for different products will be
similar (e.g. bonds, structured finance products and derivatives), it is likely that separate
systems will have to be developed for each. Furthermore, reporting of derivatives is likely to
be more complex, leading to higher costs. The table below summarises the potential costs to
both trading platforms and market participants in the three different product markets.

[n terms of compliance costs arising from post-trade transparency requirements, one-off costs
across all 46 MTFs*® offering trading in non equity instruments are expected to range
between €400,000 and €800,000 and on-going costs of IT maintenance to range between
€160,000 and €320,000 per year.

For market participants required to develop data feeds from their front office systems to data
platforms, one-off cost estimates for the whole industry for all types of non-equity
instruments (bonds, structured products, and derivatives) range from €4.1 million to €6.6
million with on-going costs estimated at €4.5-6.8 million per year.

TABLE 21: Summary of estimated post-trade transparency compliance costs
for MTFs and market participants

Costs (€000s) Bonds Structures Derivatives Total
products

MTFs

One-off €226 - €452 €174 - €348 €400 - €800

On-going €90 -€18! €70 -€139 €160 - €320
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Market participants

One-off €1,208 - €1,208-€1,967 €1,708 - €4,124 -€6,574
€1,967 €2,640

On-going €1,476 - €1,476-€2330 €1,566 - €4,518 -€6,838
€2,330 €2,178

One-off costs across MTFs offering trading in bonds (approximately 26) are expected to range
between €226,000 and €452,000 and on-going costs of IT maintenance to range between
€90,000 and €181,000 per year. One-off cost estimates for MTFs offering trading in
derivatives (approximately 20) would range from between €174,000 and €348,000, with on-
going costs of between €70,000 and €139,000 per year.

In the case of bonds, one-off cost estimates for market participants range from €1.2 million to
€1.9 million®®®, with on-going costs ranging from €1.4 to €2.3 million per year.

- TABLE 22: Costs to market participants of post-trade reporting

Costs to market participants (€000s) Low High

Firms with automated reporting
One-off costs €975 €1,599

On-going €226 €452

Firms with manual reporting

One-off costs €233 €367

On-going™' €1,250 €1,878
Total one-off €1,208 €1,967
Total on-going €1,476 €2,330

We assume that similar additional one-off and ongoing costs to market participants would be
required for structured finance products as for bonds.

In the case of derivatives, we assume that the process for post-trade reporting will be similar
as for other non-equity products {(in terms of time required to develop data feeds or manually
enter trades), but that the time required would be greater due to the additional complexity of
derivative products. Estimates obtained from a post-data publishing service for equities entail
between 1 and 1.5 years of project time across the major firms to develop the data feed, as
well as costs to the wider industry of adapting the feed protocols to their own systems
(between 3 and 6 weeks IT time). On-going costs include 1T maintenance and the costs to
smaller dealers of manually entering trade details (assumed at between 1.5 and 2 hours a day
per firm).?> One-off costs range from €1.7 to €2.6 million, with on-going ranging from €1.3
to €2.1 million per year.

170




- TABLE 23: Costs to market participants trading in derivatives of
post-trade reporting

Costs to market participants (€000s) Low High

Firms with automated reporting systems
One-off costs €1,530 €2,361

On-going €139 €278

Dealers with manual systems

One-off costs €177 €279

On-going €1,427 €1,900
Total one-off €1,708 €2,640
Total on-going €1,566 €2.178

As mentioned above, the introduction of a transparency regime for non-equities is expected to
generate overall one-off costs of €5.5 million to €9.2 million with yearly ongoing cots of €8.8
million to €12.7million. This is significantly lower than the overall one-off implementation
costs of the equity transparency regime when MiIFID was first introduced (as per Europe
Economics past work on the FSAP Cost of Compliance study). The main difference is the
difference in the step change from existing practice implied. Request For Quote systems and
the automated pricing systems to support RFQ are already in place (at least for larger dealers)
making incremental costs low. If continuous pricing was being adopted in pre-trade
transparency for non-equities then this would imply a much higher estimate. Another main
difference is the lower number of participants affected is the non-equities markets compared
to equities markets.

L1

The one-off compliance costs for EU authorised firms and APAs of conforming with and
providing a fully standardised reporting format and content for post-trade data should note
exceed one quarter of the original investment in transparency systems when MiFID was
implemented and are estimated at €30 million. Maintenance may be €3—€4.5 million per year,
or 10-15% of this. Finally, compliance and operational costs for a commercial consolidator
are considered to be entirely manageable (they already provide similar solutions for the
equities markets).

Requiring venues and vendors to sell pre-and post-trade data in unbundled form, provided that
the format and content of trade reports are fully standardised, may be expected to reduce the
cost of a European consolidated post-trade data feed by 80%, i.e. from €500 to €100 a month
per user.

Market data providers have estimated that a total fee for a full data set of pre- and post-trade
data of all EU venues would cost about €500 per user per month. This is confirmed by the
analysis conducted by PricewaterhouseCoopers of the current cost of real time data across
Europe. The table below shows that the sum of monthly fees per user and per device in order
to get a complete view of all European equity markets is €497 at present. In comparison, the
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cost of consolidated post-trade data in the US is US$ 70 (around €50) per user per month
although it should be noted that there are significant differences between the European and
US market data regime (e.g. a competitive model in Europe compared to a monopoly in the
US, a much higher number of trading venues and shares traded in Europe).

TABLE 24: Cost of Real-time data per user per month

P e mﬁéf{k Rk qdd§$$§&€4@122222y5> PR RRAGEEARRIGEEGRE AT B
€ 40.00 € 40 G0 (for Systematic Internal;sers and Investments r me
' reporting ta BOAT, see Question 1)

LSE € 30.00 £ 26.51 = € 29.50

ENX Paris € 66.00 € 59,00 + € 7.00 for MIFID OTC = € 656.00

Xetra € 56.00 € 56.00 for Xefra and all German Regionals .

-Chi-X - €0.00 €0.00 : -

Mercado € 13.00 € 13.51

ltaly €12.00 €12.00 .

ENX Amsterdam €0.00 Covered by Euronext fee above

Stockhoim €22.00 € 22.00 far Nasdaq OMX Nordic Data

BATS €0.00 €0.00

Turguoise €0.00 € 0.00

Stutigart € 0,00 Included in the package for Xetra and German Regionals data
Helsinki € 0.00 tncluded in the package for Nasdag OMX Nordic data
Copenhagen €0.00 tncluded in the package for Nasdag OMX NO!‘dIC data

ENX Brussels €0.00 Covered by Euronext fee above

Nasdaq OMX Eur. €0.00 € 0.00

Frankfurt €000 Included in the’ packaqe for Xetra and German Regionals dala
“Athens €7.00 €7.00 -

Warsaw € 30.00 € 30.00

Vienna £€33.00 €33.00 :

ENX Lisbon € 0.00 Covered bLEuronexi fee above

Plus €47.00 £1500=€ 1668

SIX Swiss € 10.00 CHF 15.00 =€ 10.00

-Liguidnet €0.00 Included in BOAT data

TILX €4.00 €400 .
Irish €12.00 €12.00

Budapest €10.00 € 10.00

Johannesburg €.16.00 $2225=€ 18 00

Prague € 10,00 €10.00 .

POSIT €0.00 Included in BOAT daia

NYSE Arca. €0.00 € 0.00 -

Burgundy €0.00 €0.00 - - )
Duesseidorf €0.00 included in the package for Xetra and German Regionals data
-Oslo € 42.00 NOK 342.00°= € 42.00

Smartpool €0.00 Included in Euronext OTC data

Nomura NX €0.00 Included in BOAT data )

Munich €0.00 Included in the package for Xetra and German Regmnais data
Hamburg €0.00 Included in the package for Xetra and German Regionals data
Xetra inti Mkt €000 Included in the package for Xetra and Gerrnan Reglona1s data
Bucharest € 10.00 € 10.00

Cyprus €000 £€0.00 )

Barlin €000 included in the package for Xetra and German Regionals data
Tallinn €19.00 Nasdag OMX Baltic € 19.00 . .

Equiduci €000 €000

Liubjana €0.00° €0.00

Vilnius - €0.00 Already included-in Nasdag OMX Ba!t:c

Hannover €0.00 Incfuded in the package for Xetra and German Reglonals data
Nordic Growth €0.00 €0.00

Bulgaria € 0.00 € 0.00 -

Luxembourg € 30.00 € 30.00

BlockCross €0.00 € 0.00

Riga - €0.00 €0.00

Bratislava €5.00 €8.00

Total € 497.00

Source: PwC (2010), based on Thomson Reuters data

If consolidated trade data were unbundled, we would expect that the post-trade bundle would
be available at less than half of the cost of the full consolidated tape. The rationale for this
view is a comment reported in the PwC report that from an exchange perspective “the value
of a post-trade piece of the bundle is a smaller percentage than the pre-trade”. The view is
further supported by the fact that NYSE Euronext, one of the few exchanges to offer
unbundled data, charges €90 per month for its full order book bundled data.®** If this
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difference held across trading venues, consolidated post-trade data would be available at
approximately 18 per cent of the cost of the full consolidated tape. This means that requiring
venues and vendors to sell pre-and post-trade data in unbundled form, provided that the
format and content of trade reports are fully standardised, may be expected to reduce the cost
of a European consolidated post-trade data feed by about 80%, i.e. from €500 to €100 a month
per user. However, the number of users and the extent to which each is buying multiple data
feeds are not known. An aggregated figure for this potential saving is not therefore calculable.
However, by way of an illustration only, if each firm authorised to conduct execution
activities on average had one user buying all tapes (or enough users each buying one tape to
achieve the same effect) this would mean 5,700 buyers of the consolidated tape now — on
these heroic (but not wholly unreasonable) assumptions, the potential saving would be €27.9
million per annum.

15.2.6. Reinforce regulators’ powers and consistency of supervisory practice at European
and international levels

The oversight of positions in derivative markets takes place in a number of jurisdictions both
within and without the EU. Although position management is largely limited to commodity
derivatives, some exchanges dealing with other derivatives also have the ability to set
limits.”®* Regulatory oversight of positions is mandated by the competent authority but
usually carried out either wholly or partially by the exchanges or MTFs that offer derivative
contracts.

The table below summarises Europe Economics research into the use of position oversight
among exchanges within and without the EUJ, indicating whether firm position limits or more
flexible management is used, and whether the main rationale behind the oversight is the
orderly functioning of the market (e.g. preventing settlement squeeze and market abuse) or
controlling excessive speculation.

- TABLE 25:
Jurisdictions

Position oversight in EU and Third Country

Country Main exchange and derivative Position oversight Rationale
products
Belgium NYSE Euronext. Liffe: | Firm position limits and | Market
g agriculture, ETF and stocks flexible management. functioning
NYSE Euronext. Liffe: stocks | Firm position limits and | Market
France . . .
and stock indexes flexible management. functioning
Eurex:  agriculture, Precious | piim position limits for
metals, energy and financial .
physically settled contracts. | Market
Germany | products; European Energy Positi o
- osition management for | functioning
Exchange: natural gas, coal,
cash-settled.
power.
Borsa Italiana: stock and stock | No  firm  limits; flexible | Market
Italy . . -
index futures and options management. functioning
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Mercado Espafiol de Futuros

Spain Financieros: government | .. position limits Markfet ‘
bonds, stocks and stock functioning
indexes
NYSE ~ Buronext.  Liffe: | o g fimits; flexible
agricultural; LME: metals; ICE management. EDX has

UK Futures: mainly energy; EDX: provision f(;r the use of Mark.et _
equity and deposit receipt limits but does not apply functioning
options and futures; European them
Climate Exchange: CO2 ’

Firm position limits for all

Argentina ROFEX: agriculture, foreign | contract types (e.g. | Market

exchange and interest rate financial as well as | functioning
agricultural derivatives)
Australian Securities Market

Australia | Exchange: equity, interest rate, | Firm limits for options only functionin
energy and agriculture 8
Brazilian  Mercantile  and

Brazil Fut}Jres . Exchange: Firm limits None given
agricultural, precious metal
and financial products

Canada ICE Futures Canada: | Firm limits. Exemptions None given
agriculture based of CFTC regulations.

Market

China Shanghai Futures Exchange: | Firm limits on speculative | functioning and
metals, rubber and oil positions excessive

speculation
Tokyo Commodity Exchange: Excessive

Japan precious  metals,  rubber, | Firm limits lati
aluminium and oil. spectiation
ICE US, Chicago Mercantile Position lil_nits impqsed by Mark‘et .

Us Exchang:e NYSE  Liffe CFTC  in  agriculture functhnmg and
CBOT ’ " | markets. To be extended to | excessive

: energy and metals speculation

Source: Desk-based research of regulator and exchange websites and interviews with EU

exchanges

The use of market surveillance for preventing market abuse and ensuring orderly markets
among other trading platforms is less widespread. Research conducted by PwC and Europe
Economics suggests that multilateral trading facilities (MTFs) are required to undertake some
trade monitoring to combat market abuse, but that position limits are not used, not is any
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regular position reporting on the part of traders required. Other electronic trading platforms
that are not authorised MTFs (and which represent OTC trades) do not appear to apply any

market monitoring.

The table below presents a summary of the main MTFs and electronic trading platforms
offering trading in derivatives. According to PwC research, there are 29 derivative MTFs (13
offering trading in commaodity derivatives and 16 in financial derivatives). The same research
estimates approximately ten electronic platforms that are not regulated as MTFs (although this
figure could be larger if all larger banks’ electronic trading facilities are considered as
electronic platforms).

TABLE 26: Market surveillance by MTFs and electronic platforms

MTF/Electronic Count Instruments Position Trading
platform ry reporting oversight
Euronext  Liffe UK Equity Yes Same as Liffe
Bclear Equities derivatives exchange
Euronext Liffe Commaodity Same as Liffe
Bclear UK derivative; Yes exchange
Commodities
ICE Creditex Monitoring  of
(MTF) UK CDS None unusual trades
Position
- Energy _ oversight
ICE Encrgy UK derivatives Yes similar to ICE
exchange
Powernext P Energy N N
(MTF) rance derivatives one apparent one apparent
?I\l;_?;;m OTC France CO2 None apparent None apparent
Trade logs | Monitoring  of
Equity.  interest available to the | unusual trades
quity, nterestleca but  no
Tradeweb (MTF) | UK rate and credit official
derivatives .
reporting
obligation.
Bloomberg Interest rate
SwapTrader Us derivatives None apparent
ICAP None apparent
ETC/Brokertec UK CDS None apparent
platform (MTF)

Source: PricewaterhouseCoopers (2010) and Europe Economics research
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Given the current level of position oversight within the EU taking place through exchanges as
per noted above, the additional impact of competent authorities being empowered to perform
additional oversight is unlikely to be significant. All Member States that authorise the main
derivative exchanges, both those offering contracts in commodity derivatives® and financial
derivatives™, mandate a degree of position oversight, either through setting and monitoring
position limits, or operating more flexible position management that requires traders and end
clients to provide continuous information about position levels.

Stronger position oversight by competent authorities of trading undertaken away from
regulated markets, such as on MTFs and over the counter, is likely to have a greater impact,
as it appears that the reporting of information is not currently mandated through these trading
venues or practices. For these MTF platforms that do not, we estimate on-going costs to be
between €1.6 million and €3.1 million per year across the EU?.

If all members of MTFs and electronic platforms are required to submit additional
information about the contracts they enter into then the on-going costs of doing so could
range between €444,000 and €889,000 per year.””® Note that we only consider traders in non-
commodity derivative markets, as those in commodity markets will already be subject to
position reporting under the section relation to commodity derivatives markets.*® *®

The costs of implementing a system of ex ante hard position limits will depend on the nature
of what is currently undertaken by exchanges and other trading platforms. We assume that the
incremental costs to exchanges of a requirement to set position limits will be negligible. This
is because many exchanges already apply limits, and those that do not already have
sophisticated position management systems which could adapt to the introduction of limits.
However, costs for other trading platforms, such as MTFs and electronic platforms, will be
higher. The costs to trading platforms of setting and monitoring position limits would depend
on whether existing market surveillance systems are in place. We know that MTFs already
undertake some monitoring of trades to combat market abuse. Additional costs of monitoring
position limits would therefore include one-off costs of setting up automated warning systems
to monitor and warn against position levels, and on-going costs of IT support and staft
oversight. In the case of MTFs we estimate one-off cost to range from €2 million to €3
million, and on-going costs to be between €3.7 million to €7 million a year’™. In the case of
electronic platforms where no surveillance systems are currently in place costs will be
significantly higher, with one-off costs ranging from €6 million to €10 million, and on-going
costs from €3.8 million and €9 million a year across the EU.** This gives us for both MTFs
and other electronic platforms consolidated one-off costs ranging from €8.2 million to €12.9
million, and on-going costs to be between €7.5 million to €16.3 million a year.

The table below summarises the costs of stronger position oversight (including the setting of
position limits) for trading platforms other than exchanges and market participants:

- TABLE 27: Costs of stronger oversight of positions

Costs to MTFs, EP*s and market participants (€000s) Low High

Requesting information on positions
On-going costs for platforms €1,560 €3,120

On-going costs for market participants (reporting traders only) €353 €588
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On-going costs for market participants €444 €889

Setting and monitoring positions limits (MTF)
One-off costs €2,175 €2,900

On-going costs €3,698 €7,250

Setting and monitoring position limits (Eps)

One-off costs €6,000 €10,000
On-going costs €3,800 €9,000

Total one-off costs €8.175 €12,500
Total on-going costs €9,502 €20,259

* Electronic platforms

In conclusion, the costs of stronger oversight of positions, including the setting up of position
limits, for both trading platforms and market participants are estimated to be between €8.2
million and €12.9 million for one-off costs, and on-going costs to be between €9.5 million to
€20.2 million a year.

15.2.7. Reinforce transparency towards regulators

The scope of transaction reporting currently varies across the EU*®. Only four countries
collect OTC derivatives data (UK™, Ireland, Austria and Spain)®®. In terms of instruments
traded only on MTFs various Member States apply transaction reporting already: Belgium,
Denmark, Germany, Greece, Finland, Ireland, Romania and the UK.

Based upon the above, and combined with estimates of the number of transactions currently
within the transaction reporting regime, Europe Economics estimates the current annual
recurring cost to firms of transaction reporting to be in the order of €55-€90 million.3%
Breaking this down, they estimate that about 20 per cent of this relates to on-going IT
expenditure and about 55 per cent being the labour input (put another way, they believe that
about 300-390 FTEs work on transaction reporting activity across the EU at present). The
remaining costs relate to data cleaning, payments to ARMs and so on. Again, based on their
past work on the FSAP Cost of Compliance study, they believe that the cost of originally
implementing the MiIFID transaction reporting regime may have been at least €100 million
across the EU.

The extension of transaction reporting to instruments only traded on an MTF or an organised
trading facility would not significantly increase the volumes of transactions processed,
because the population of instruments traded only on an MTF is dwarfed by the trading of
instruments traded on a regulated market anyway and in some Member States, in particular
the UK, have already mandated that instruments only traded on an MTF are transaction
reported. On this basis, Europe Economics estimates the incremental change in volume of
transactions to be less than 0.2 per cent of that currently processed3°7. As a result they
calculate that the incremental recurring costs would be relatively trivial, perhaps as low as
€0.1 million across the EU. The one-off cost should be reasonably low assuming that firms
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would be able to achieve the necessary implementation changes using internal IT department
resources and would involve building upon existing systems rather than developing new ones.
They expect that the one-off cost for set-up would be €0.7-1.1 million across the EU*

The costs for including OTC instruments and commodity derivatives would be more
substantial. Notwithstanding that these are captured for transaction reporting purposes by
some Member States already (notably the UK and Spain which are estimated to account for
76% of OTC trades within the EU*™). This change could give rise to an estimated one-off
cost of €43.8—€53.9 million, based on total number of derivatives dealers of 250 and an
investment of between €60,000 and €1.75 million depending on the size of the dealer.’'"After
taking into account those transactions already reported, the volume change of transactions to
be processed would again not be very significant®'. However but we understand that OTC
derivatives may have additional complexities and (to the extent that transaction reporting is
not everywhere yet) may have higher error rates (e.g. due to the front-office) relative to
equities. Hence we estimate the on-going cost to be €0.5-€0.7 miliion. If foreign exchange
derivatives and credit derivatives that are related to an index (rather than a single issuer) are
also brought within the scope of transaction reporting, we estimate the incremental set-up cost
of this to be 10—15 per cent of the one-off costs described above, i.e. €4.4-€8.1 million. This
is a little below the proportion of trades of this type relative to those captured above — we
assume some positive learning effect from the implementation of single issuer credit
derivatives. In this case, the on-going cost would increase by a further €0.1-€0.2 million per

annumm.

Tuming to commodity derivatives, we apply comparable assumptions to those for OTC
derivatives. We estimate that there are about 3.1 million commodity derivative transactions in
the EU per annum.’*® This gives us on-going costs of €0.4—€0.7 million.*" We have assumed
that the one-off investment required would be: that 400 (this is higher than the assumed
participants on financial derivatives to reflect the specialist firms active in only some
commodity markets) smaller market participants would invest €20—-€25,000, 36 would invest
€75,000-€100,000 and the largest around €0.4—€0.5 million. The product of these would be
incremental one-off costs of €16.0—€19.9 million. This is about 40 per cent of the equivalent
figure for other (non-commodity) derivatives.

However, it should be borne in mind that these costs result from a straightforward extension
of existing MiFID provisions. However, these costs will virtually disappear when reporting
requirements under EMIR meet the requirements of transaction reporting under MiFID. As a
result, trade repositories can be approved as Approved Reporting Mechanism. In that case, the
waiving of a MiFID reporting obligation where an OTC trade has already been reported to a
trade repository would allow the saving of the majority of the costs that would be associated
with a straightforward extension of the transaction reporting regime to OTC derivative trades
described above (and indeed savings related to OTC derivative reporting that is already
conducted in the UK and elsewhere).

Data on the number of transactions in depositary receipts are not readily available. However,
the number of depositary receipts traded (i.e. which is clearly a higher figure than the number
of transactions in depositary receipts, since each transaction will include at least one
depositary receipt) per annum in the EU and the value of that trading is better established,’'®
being about 1 to 1.5 per cent of the equivalent figures for equity trading. With this as our
guide we estimate the recurring cost of extending the regime to depositary receipts to be
€0.5—€1.3 million (i.e. about 1-1.5 per cent of the current cost of transaction reporting).
Again, we assume that one-off cost for set-up would be relatively low, and we estimate the
costs as being equivalent to those required to bring MTF-only financial instruments into
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scope: we believe €0.7-€1.1 million across affected firms to be a realistic estimate (again, we
assume that this would involve building on existing systems rather than developing new
ones).

Overall the extension in scope of transaction reporting is estimated to generate incremental

one off costs ranging from €65.4 to €84.million and yearly ongoing costs from €1.6 to €3.0
million:

- TABLE 28: Costs for extending the scope of transaction reporting

Transaction reporting (€ millions) TOTAL INCREMENTAL COSTS
one-off on-going
low high low high

Extension to MTFs 0.7 1.1 01 01
Extension to OTC derivatives, excl. commeodity derivatives 48,2 62,0 0.6 09
Extension to commodity derivatives 16.0 15,9 0.4 0.7
Extension to depositary receipts 0.7 1.1 0.5 13
Total transaction reporting costs 65,4 34,1 1,6 3,0

The bulk of these costs relates to the extension to OTC instruments and commodity
derivatives. However these costs will virtually disappear when reporting requirements under
MIFID and EMIR are harmonised and trade repositories will be approved as Approved
Reporting Mechanism.

The costs associated with introducing a transaction reporting obligation on regulated markets,
MTFs and any organised trading facilities that offer access to firms not authorised as
investment firms or credit institutions (see Annex 9.4.(a)) have been subsumed within the
above figures. We do not have data on the sub-set of trades that this group of firms are
responsible for.

The cost of a requirement to store order data for five years cannot be easily estimated.
However, it appears to be standard practice for such data to be stored for some period. Indeed,
interviews carried out by Europe Economics with some trading platforms indicate that they
have already in place order data storage capability in place. However we cannot assume this is
universal practice and the retention period might differ as well. Hence, some marginal data
storage cost could be implied. If we assume that a transaction has a storage size of 15-20kb
(say equal to a small Microsoft excel spreadsheet, which appears a conservative estimate)
then the cost of storing for five years all the transactions (note: transactions are used as a
proxy for orders) that would be within the new scope of transaction reporting would be €1.2—
2.3 million per annum.’'® However, as we have noted, some storage is standard practice
already so the incremental would be below this level. We adopt additional four years storage
as a guiding assumption, giving €1-€1.9 million as the implied on-going incremental cost.

Third party transaction reporting is already being conducted through ARMSs, notably in one
large Member State i.e. the UK. This option will seek to harmonise the framework under
which they operate and ensure oversight. The costs are therefore likely to be limited.

15.2.8. Increase transparency and oversight of commodity derivatives markets

Set up a system of position reporting by categories of traders for organised frading venues
trading commodities derivatives contracts
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The introduction of position reporting by categories of traders would entail costs for both the
trading venues and the market participants which overall are estimated at between €0.8 and
€1.0 million for one-off costs and between €3.3 and €3.8 million as yearly ongoing costs.
Europe Economics estimates there to be in total 15 commodity derivative exchanges in the
EU, with those not listed below being smaller exchanges in countries such as Romania, the
Czech Republic, Hungary and Slovakia)."'’ The main commodity derivatives regulated
markets in the EU have already some form of position reporting and/or oversight in place (see
table 29). The degree of trading and position oversight, including position reporting, among
MTFs (see table 30), is less clear. However, it is likely that the majority do undertake some
level of general trading oversight to combat market abuse.

- TABLE 29: Main commodity derivative exchanges and position
reporting requirements
Members Respond to
regularly requests for
Exchange Country | Position Monitoring submit information,
position including
reports positions
Bluenext - CO2 France | Position management Not explicit | Yes
Firm position limits for
Eurex - agriculture, physically settled
precious metals, energy | Germany | contracts. Position | Yes Yes
and financial products. management for cash-
settled.
Firm position limits for
physically settled
European Energy Germany | contracts. Position | Yes Yes
Exchange
management for cash-
settled.
No firm limits except for
ICE Futures Europe- contracts linked to US;
energy, CO2* UK otherwise flexible Yes Yes
management.
LME - metals UK No firm limits; flexible Yes Yes
management.
Mercado Espafiol de
Futuros Financieros -
energy, government | Spain Firm position limits Yes Not explicit
bonds, stocks and stock
indexes
NYSE Euronext Liffe No firm limits; flexible
. UK , Yes Yes
London - agricultural management.
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NYSE Euronext Liffe

Paris - Agricultural; Firm position limits and

France .. Yes Yes
stocks  and stock flexible management.
indexes

* Note: CO2 derivatives formally traded through the European Climate Exchange, now
owned by ICE

Source: Research into websites and rulebooks of regulators and exchanges, and interviews
with LME, ICE, Liffe and Eurex

The degree of trading and position oversight, including position reporting, among other
trading platforms such as MTFs is far less clear. Interviews with MTFs and research into
websites and rule books presents (conducted both by Europe Economics and PwC’'®) suggests
that these trading platforms do not require any position reporting by members and traders.
However, it is likely that the majority do undertake some level of more general trading
oversight to combat market abuse. PwC research presents a list of the 29 main MTFs trading
derivatives in Europe. Of these, 25 are based in the UK where general monitoring of trades
for market abuse is rf:quinad.319 The table below presents a summary of the main derivative
MTFs and electronic platforms and their level of position and trading oversight. Note that this
table includes all main derivative MTFs and electronic platforms, not just those trading
commodity derivatives. In addition, we do not list all MTFs trading commodity derivatives
(only the main ones for which information about position reporting and market oversight is
readily available). According to the PwC report there are a total of 13 MTFs offering trading
in commodity derivatives.**°

TABLE 30: Position oversight on MTFs and electronic platforms

MTF/Electronic Position Trading
Country Instruments . .
platform reporting oversight
Position
Euronext  Liffe UK Equity Yes oversight
Bclear Equities derivatives similar to main
exchange
Euronext  Liffe . P051t19 f
Commodity oversight
Bclear UK A Yes o .
.\ derivatives similar to main
Commodities
exchange
ICE Creditex Monitoring  of
(MTF) UK CDS None unusual trades
Position
ICEE UK Energy Ye oversight
nergy derivatives 5 similar to ICE
exchange
Powernext France Energy None apparent | None apparent
(MTF) derivatives PP PP
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Bluenext OTC

(MTF) France coz2 None apparent | None apparent
Equity, interest Monitoring  of

Tradeweb (MTF) [ UK rate and credit | None unusual trades
derivatives

Bloomberg Interest rate

SwapTrader Us derivatives None apparent

ICAP None apparent

ETC/Brokertec UK CDS None apparent

platform (MTF})

Source: PwC (2010) and Europe Economics research

If position reporting already takes place (as in the majority of commodity derivatives
exchanges) then the additional costs of including client categorisation will be negligible. The
only cost that would be incurred would be on the part of the exchanges in compiling a COT
report, estimated at about a quarter of a full-time equivalent employee per year. Applying this
to the 15 commodity regulated markets across the EU**' gives an on-going cost of €340,000
per year'>2. For the members of the regulated markets (reporting traders), including detail
about the client categorisation in the existence of a position-reporting regime will be trivial, as
this will only entail an extra field or two in the submission.

For MTFs it is assumed that systems of position management or monitoring already exist, but
that position reporting is not included. Additional one-off costs of setting up reporting
mechanisms for MTFs and electronic platforms are estimated at between €130,000 and
€195,000 across the EU**. On-going costs will be greater, given the staff costs required to
collate and analyse position information as well as on-going 1T maintenance costs, estimated
at between €1.8 million and €2.4 million per year across the EU*%,

Costs to market participants (such as the reporting traders) will include the time taken to
prepare position reports, which will depend on how automated their systems are. We estimate
that there are approximately 52 traders*>> across the various commodity derivative MTFs in
the EU who would be required to report positions on behalf on their clients. One-off costs for
these traders are estimated at between €624,000 and €780,000, based on a cost of developing
reporting feeds of between €12,000 and €15,000 per trader. On-going costs of T maintenance
and a small staff cost are estimated at approximately €1.1 million per year.**®

- TABLE 31: Costs of position reporting and client categorisation

One-off and on-going costs (€'000) Low High
MTF costs

One-off costs €130 €195
On-going costs € 1,833 € 2.360
Traders

182




One-off costs €624 €780

On-going costs € 1,102 €1,118

Publishing costs (exchanges that already require position reporting)

On-going costs € 340 €340
Total one-off € 754 €975
Total on-going €3,275 €3,818

Review exemptions for commodity firms 1o exclude dealing on own a/c with clients of the
main business and delete the exemption for specialist commodity derivatives

Regarding the review of the exemptions, the number of firms benefiting from the MIiFID
exemptions under Articles 2(1)(i) and 2(1)(k) is usually not known to regulators because they
are not usually required to be authorised.

However, in the UK the boundaries of regulation are wider than those under MiFID.
Therefore some of the MIFID exempt firms in the UK - essentially trading arms of
commercial firms who are acting as agent for the group - are authorised by the FSA and
subject to a national regulatory regime. But there are UK firms dealing on own account in
commodity derivatives that are inside the MIFID exemptions and exclusions from UK
regulation and therefore not authorised by the FSA.

According to the UK FSA, the number of authorised firms in the UK which undertake
commodity derivatives business is about 90. Out of these 90 entities approximately 50 are
regulated as financial firms as they undertake other investment services or are active in other
financial instruments and 40 are specialist commodity derivatives firms, i.e. their main
activity is in relation to commodity derivatives. The 40 specialist commodity derivatives
firms consist of 20 MiFID regulated firms and 20 MiFID exempt firms subject to the UK
"super equivalent” regime. The MiFID exempt firms are entities owned by oil and energy
companies. In most cases they have authorisations covering investment advice, receiving and
transmitting and execution of client orders. These services are provided to companies within
their group who are hedging their underlying commercial risk. The companies who are
hedging their risk do not have to be authorised in the UK for dealing on own account because
their trading is done through the regulated entity in the group. This superequivalent UK
regime for MIiFID exempt commodity firms consists of prudential requirements (although
softer than the Capital Requirements Directive — some firms are only subject to a requirement
to hold adequate financial resources), similar MiFID organizational requirements and light
conduct of business rules (reflecting the fact that they do not deal with retail clients) .

The deletion of the exemption under Article 2(1)(k) for trading on own account and the
narrowing down of the notion of trading on own account under Article 2(1)(i) should not
impact most of the MiFID exempt commodity firms the FSA regulates. These are mainly
exempt by virtue of Article 2(1)(b) because they provide services within their group.
Commercial firms dealing on own account through MiFID exempt firms authorised in the UK
would need to rely on either the exemption under Article 2(1)(i) and/or Article 2(1)(d) if they
were to remain exempt from MIiFID. The same is true for the small number of cases where the
currently MiFID exempt firm is part of a larger commercial entity rather than being a separate
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entity within the group. The impact in practice would depend upon how narrow the exemption
for dealing on own account as an ancillary activity in Article 2(1)(i) became.

The number of commercial entities providing investments services to the clients of their main
business on an ancillary activity is not know to the UK FSA as these MiFID exempt entities
benefit from a domestic exemption as well and do not fall under the scope of the UK super
equivalent regime. Hence the number of firms possibly impacted by a strict application of the
notion of ancillary activity cannot be assessed.

Discussions with industry associations led by Europe Economics were inconclusive in this
matter. Due to the uncertainties regarding the number of firms which might be affected, we
have only estimated the costs on a per firm basis. Firms benefitting from exemption under
Article 2(1)(k) would be most affected by the proposals, as they would not have the
possibility of reorganising to reduce or avoid the burden of authorisation under MiF1D, such
as may be the case with firms benefitting from exemptions under Article 2(1)(i). These
commodity specialist firms would have to ensure they are authorised under MiFID and fulfil
transaction reporting, record keeping and best execution requirements. Firms which also
provide ancillary investment services would also have to comply with Conduct of Business
rules. Cost estimates for firms complying with MiFID for the first time from the FSA
(2006)327 reached median one-off costs of MiFID of around €12,000 for a small firm (defined
as having up to 100 employees); around €295,000 for a medium-sized firm (100-5,000
employees); and just over €8 million for a large firn (over 5,000 employees). The cost to
commodity or commodity derivatives trading houses will be lower than this if they do not
provide any investment advice but will be a non-trivial nonetheless.

Extend the application of MiFID to secondary spot trading of emission allowances

Three categories of market players might be impacted by this measure: trading platforms
offering spot trading in emission allowances, compliance buyers (i.e. energy and industrial
companies which have a regulatory obligation to surrender emission allowances per emitted
CO2 ton) and market intermediaries offering intermediation services in emission allowances.

The first category impacted would be trading venues. At present, three major carbon
exchanges offering spot trading in emission allowances have a status of a regulated market
and conform to the corresponding requirements set out in the MiFID. A few other platforms
are also making preparations to apply for authorisation as a regulated market in accordance
with the MiFID — these efforts are made in the context of the Auctioning Regulation’”® and
the conditions for eligibility that Regulation establishes for candidate exchanges seeking
appointment as an auction platform. As a result, in the next few years most leading carbon
exchanges active in the spot segment would anyhow take steps to become a regulated market
— irrespective of any changes foreseen to the scope of MIFID. Thus, the application of the
MIFID to spot trading in emission allowances would predominantly affect smaller trading
venues like national or regional energy or commodity exchanges which consider emissions
trading as complementary to their main lines of business. The application of the revised
MiFID in their case would mean that in order to continue spot trading activity they would
need to make necessary adaptations to their organisation and operations in order to be in
position to seek a MIFID authorisation. For the one-off adaptation costs and ongoing
compliance costs to be proportionate to the scale of their activity in the carbon markets, the
applicant trading venues could consider between different types of MIFID authorisation
available: a regulated market (most comprehensive but involving substantial costs), an MTF
and an organized trading facility (most basic and least expensive). At present, the costs of
obtaining a MTF authorisation by a trading venue are estimated at €300,000-€400,000 as a
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one-off cost and €90-€100,000 on an on-going basis (including market surveillance costs)’>.

The costs of operating as an OTF for such entities are estimated at €200,000 one-off with €40-
60,000 for on-going compliance per year . It is worth noting that a number of venues are
part of wider groups and should be able to leverage experience from these. Some are also
already conducting market surveillance (one of the major cost drivers) and thus may be able
to incur lower adaptation costs. If we assume that there would be six smaller trading venues
that would have to get a MiFID authorisation (3 MTF licences and 3 OTF licences), this
would give rise to aggregated one-off costs of € 1.5-€1.8 million (€900,000-€1.2 million for
the 3 MTFs and €600,000 for the 3 OTFs). The aggregate ongoing costs would amount to
€390,000-€480,000 (€270,000-€300,000 for the 3 MTFs and €120,000-€180,000 for the 3
OTFs).

The second group impacted would be compliance buyers. Should trading in emission be
covered by MIFID, ETS compliance buyers participants may observe an increase in their
transaction costs (including any post-trade unit costs). Any such increase, resulting from
adaptation and new compliance costs incurred by the trading platforms and — if applicable —
intermediaries would be passed on to the ultimate buyers and sellers in the spot carbon
market. At the same time, competition from carbon exchanges already authorised under the
MIFID and offering spot trading would exert downward pressure on any such fee increases. In
addition, a limited number of ETS compliance buyers™ ' that currently have direct access to or
membership in a spot carbon exchange may need to consider on a case by case basis
substantial and occasionally costly changes to their organisation and business model in order
to continue with any such status following the authorisation of the exchange concerned under
the MiFID. In some cases, such compliance buyers may no longer be eligible to benefit from
membership or direct access to the exchange, as a result of revision of the rules on access and
membership undertaken by that exchange to conform to the MiFID.

The last category to be impacted would be market intermediaries. Only limited cost impacts
for ETS market intermediaries which are financial market participants should be expected as a
result of applying MiFID to spot trading in emission allowances. Such entities have typically
been covered by MiFID compliance duties before and have already established arrangements
and processes involving markets regulated under the MiFID. The additional costs involved
would be associated with increased direct access, membership and transaction fees charged by
the carbon exchanges as a result of their adaptation and compliance expense triggered by the
MIFID authorisation duty. On the other hand, full alignment of compliance duties across the
different carbon market segments would allow financial participants to keep largely
unchanged own compliance costs associated with their activity on the spot carbon market.
Finally, a substantial number of intermediaries currently not holding a MiFID authorisation
for investment firms>*> would be required to ensure compliance with applicable organizational
and operational requirements of the MiFID and to obtain such authorisation in order to pursue
activity in secondary spot market for emission allowances. The average costs of obtaining a
MiFID authorisation by an investment firm are estimated at around €0.5 — 1.5m one-off cost
and €150,000 on-going cost per year.™®® For smaller firms (revenue lower than €3m) those
average costs are expected to be si%niﬁcantly lower at around €100,000 for one-off cost and
€30,000 for on-going cost per year. ***

15.2.9. Broaden the scope of regulation on products, services and service providers when
needed

Leave the optional exemptions regime under article 3 for certain investment services
providers but introduce additional principles for national regimes aimed at tightening and
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Sfurther levelling investor protection standards across jurisdictions irrespective of the entities
providing the services.

We set out below the available information on the number of type of firms to whom Member
States have applied the Article 3 exemption.

TABLE 32: Summary of Application of Article 3(1) Exemption

Member State

Scope (services)

Scope (instruments)

Exempt service
provider numbers

Austria Both Transferable securities and UCITS 101
Belgium Transmission of orders only 6
Czech Republic Both Transferable securities and UCITS 9,059 investment
agents (8,826
individuals, 233
companies)
France Both na 3,316
Germmany Both UCITS only 80,000
Greece Both Transferable securities and UCITS 116 {only 14
providing investment
advice)
Ireland Both Transferable securities and UCITS 1,386
Italy Investment advice only na na
Lithuania Both Transferable securities and UCITS 3
Netherands Both UCITS only 7.250
Poland Both UCITS onty 66
Portugal Inestment advice only Transferable securities and UCITS 7
Romania Investment advice only na 26 (22 individuals
and 4 companies)
Slovakia Transmission of orders only UCITS only 2,032 (1913
individuals, 110
companies)
Sweden Both Transferable securities and UCITS 575 (only 456 active
providing investment
advice)
United Kingdom Both Transferable securities and UCITS 5,161

Source: National competent authorities and/or Governments, EE analysis.

The financial information available on the size of these firms is limited. It is understood that
the majority are small firms or even individuals. The latest available data indicates that in
Austria, the average annual revenue from the relevant services is €105,000; in the UK the
median firm generated €175,000 (with the average firm having revenue of €820,000 with
some firms clearly well in excess of that). Furthermore, in a number of cases investment
services represent a minority of income (so that, say, in Germany the majority of revenue is
related to insurance and pension products)

At table below we describe in summary form the current applicable national regimes in the
relevant Member States.
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— TABLE 33 Summary of Applicable National Regulatory Regimes

Information to Acting in best
Member State Authorisation Clients Sultablllty Inducements Reporting to clients intarest of cllent
Avrsiria Similar to that Sirilar o that Similar ta that Similar o that Similar to that Similar {o Lhat
applicable under applicable under applicable under applicable under applicable under applicable under
MiFiD MiFID MIFID MIFIO MiFiD MiFID
Beigium Similar to that na na na na na
applicable undar
MIFID
Czech Republic Similar to that Similar o that Similar to that Similar 1o that Similar 1o that Similar to that
applicable under applicable under applicable under applicable under applicable undar applicable under
MiFID MiFID MiFID, untess only MiFID MIFID MiFID
providing 1A
France Similanties to that Similar la thal Similar ta that Similer to that Similar to lhat Similar to that
applicable under applicable undar applicable under applicable under appliceble under applicable under
MiFID (fit and proper MIFID MiFID MIFID MiFiD MiFID
requirements)
Germany Similar to MiFID, end German courl German courl Geman coust Gemman court German court

proposed amendment decisions and banks decisions and banks decisions may make decisions and banks decisions end banks
lo Trade Regulations for whom acling as  for whom acting as  similar 10 effect of for whom acting as  for whom acting as
Act will make more  agenls may make agenis may make MiFID but explicit agents may make agents may make

S0 similar 1o effect of similar to eflact of regutation is lacking  similar to effect of similar to effect of
MIFID bul explicit MiFID but explicit MiFID but expficit MIFID but explicil
regulation is tacking regulation is lacking regulation is lacking regulation is lacking
Greece Similarities to that  na na na na na

appliceble under
MIFID {fit and proper
requirernents}

reland Similar to that Simitar 1o MIiFID Similar te MiFID Similar ta MiFID Similar to that All clients assumed
applicable under except that all clients except that all clients except thal all clients applicable under retail without
MIFID assumed relsil assumed retail assumed retail MIFID categorsation but
otherwise application
is similar
ltaly Similar to that na na na na na
applicable under
MIFID
Lithuania Similar 1o that Fully the same as Fully the same as Fully the same as [Fully the same as  {Fully tha same as
applicable under MiFID MiFID MiFID M:FID] MiFID)
MiFID
Netheriands Similar 1o that Similar to MiFID Slmilar to MIFID All clients assumed  Similar fo that All clients assumed
appliceble under excepl that all clienis excepl that all clienis retail without applicable under retail without
MIFID assumed retail assumed retail categorisalion MiFID categorisation but
atherwise apphcation
Is similar
Peland Similar to MIFID Almest tha seme as  Atmaost the same as  Almost the same as  Almosl the same as  [Almost the same as
MiFiD MIFIC MIFIQ MiFI MiFID]
Portugal Similar 1o MiFID na na na na na
Ramania Similarities to thal na na na na na

applicable under
MiIFID (fit and proper
raquirements}

Slovakia Similar to that Same as MiFID Same as MiFID Same as MiFIC Same as MiFID Same as MIFID
applicable under
MIFID

Sweden Simitar to that Same as MiFID Same as MiFID Same as MiFIR Same as MiFiD Same as MiFID
applicable under
MiFID

United Kingdom Same basic Slmilar 1o MIiFID Same &8s MIFID, Wheve investmnet [Same as MIFID] {Same as MiFI0]
provisions apply. but  except that ail clients unless transmisison  advice is provided,
mey be as guidance musi be assumed and receipl of orders  will be aligned post-
ratner than rules retail only RCR

Source: National competent authorities and/or Governments, FIDIN, Bundesverband
Deutscher Vermdgenberater €.V, EE analysis.

As per the tables above, most of the 16 Member States that make use of the exemption
already apply an authorisation process that is 1o a certain degree similar to the MiFID process.
We expect that tightening the rules for receiving an authorisation due to the additional time
needed for completing the authorisation process would imply a one-off cost across all of the
affected service providers in these countries of €15-30 million.**
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As can be seen from the above, where information is available, the applicable regulatory
frameworks are relatively closely aligned (or even explicitly modelled) upon the provisions
within MiFID, at least as far as the organisational and conduct of business rules selected for
the minimum level of EU regulation are concerned. The most notable exception to this is
Germany where in some cases explicit regulation is lacking (as opposed to the de facto effect
of decisions by'the German court system). In addition by far the majority of exempt firms (ca
80,000) are based in Germany so that we assume that 95 per cent of the costs resulting from a
tightening of conduct of business rules would occur there. We assume that tightening the
conduct of business requirements applicable to those firms in national legislation could lead
to one-off costs equal to 0.45- 0.9 per cent of annual revenues (i.e. estimated annual revenue
of €3.2 billion). It has to be borne in mind though that work is currently ongoing in German

on a new statute already imposing stricter conduct of business rules on those exempt firms.**®
Therefore, most of the adaptation costs may already be triggered by that new national statute.

Extend the scope of MiFID conduct of business and conflict of interest rules to structured
deposits and other similar deposit based products

There are a number of forms that structured products can take (these forms are called
wrappers) such as funds, notes, bonds, certificates and deposits. Whilst the focus here is on
deposit-based structured products (as these currently do not fall within the scope of MiFID),
much of the market information relates 10 the structured retail product industry as a whole.
The total outstanding amount invested across the EU at the end of 2008 was €678 billion,
with total sales for 2008 reaching €179 billion.”®” In terms of outstanding amounts invested at
the end of 2008 ltaly has the lead (at €167.7 billion) followed by Germany, Spain, Belgium
and France. Germany is the largest market in the EU in terms of annual sales (at €50.2
billion), followed by Italy, Spain and France.”® Deposit-based products accounted for
approximately 12 per cent (€22 billion) of total sales of structured products in 2008 across the
European countries covered in the market information. The penetration rate was higher than
this in Ireland, Poland, Slovakia, Spain and the UK. In terms of distribution, 92 per cent is
sold by credit institutions, i.e. €20.2 billion in 2008. Independent financial intermediaries play
a notable role only in the UK and Ireland.

The regulation of structured deposit-based products is relatively light. It has been found that
seventeen Member States which do not apply any regulation similar to the MiFID sellin%
rules. On the other hand, Italy and Slovakia’s existing regimes are comparable to MiFID.*
An extension of MiFID rules to the sale of such deposits would therefore trigger adaptation
costs for the credit institutions involved in this business. Taking into consideration that some
credit institutions already apply the MiFID conduct of business rules to the sale of these
products on a voluntary basis we estimate a one-off impact of €31-€44m with ongoing costs
of €9-€15m on a yearly basis.**® To put this into further context, the one-off costs would be
equivalent to 0.11-0.16 per cent of the estimated 2010 sales of these products by credit
institutions™'. The recurring costs would be 0.03-0.05 per cent of 2010 sales.

15.2.10. Strengthen rules of business conduct for investment firms

Reinforce investor protection by narrowing the list of products for which execution only
services is possible and strengthening conduct of business rules for the provision of
investment advice by further detailing information requirements and requiring the annual
assessment of the advice initially provided

Execution only services are typically provided in two ways: first, from standalone brokers or
credit institutions offering execution only as (typically) a standalone online service and
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second, from off-line brokers. Europe Economics research indicates that online provision is

the dominant form>*.

Concrete data on the size of the execution only market across Europe (i.e. in terms sales
volume and sales value) are not available. Interviews Europe Economics have had with
banking associations based in Germany, Italy and Luxembourg and two large universal banks
based in Denmark (as well as desk-top research in the UK) indicate that business models
governing the provision of execution only services appear to differ relatively markedly across
providers of these services both between and within countries in the Europe Union. The
differences largely reside with the extent to which execution only services, i.e. dealing only in
non-complex products and with no appropriate tests carrted out, overlap with other forms of
online brokerage and in terms of market penetration. In general, the prevalence of execution
only services tends to be larger in Northern than in Southern European States. However, some

specific examples of differences across Germany, Denmark, Luxembourg and Italy were
highlighted:

* In Germany, an ‘“execution only” service is taken as a broader concept than set out in
MIFID. In general, “execution only services” is used to describe both execution only trades
in non-complex products (i.e. execution only in the strict sense where no tests of
appropriateness are carried out) as well as online brokerage more generally in either
complex or non-complex products where an appropriateness test is conducted. In
Germany, the standard market practice is to apply a test of appropriateness irrespective of
whether the product is non-complex — so that the distinction between execution only and
online brokerage more generally is far from sharp. Indeed, approximately 90-95 per cent of
execution only services provided by banks, where the products involved are non-complex,
will include the application of a test of appropriateness. Ensuring maximum product choice
for investors appears to be one of the key factors underlying this general preference of
German banks not to differentiate between complex and non-complex products. It follows
that the impact of this policy option would be significantly restricted in Germany.

s In Denmark, all execution only trading occurs through online platforms. While the exact
proportion of execution only within non-complex trades is not known, it was thought to be
substantially above the 20 per cent mark (indeed, for UCITS it is estimated at about 35 per
cent). The practices of execution only providers in Denmark are significantly less uniform
compared with Germany. Some banks will carry out all of its execution only services
online and, like Germany, appropriateness tests are applied to trades involving non-
complex products. However, unlike Germany, this is not standard market practice in
Denmark and other providers do not apply an appropriateness test within the context of
execution only.

o Execution only in Italy is much more limited in scope than in Denmark or Germany. A
majority of execution only services in Italy also tend to be combined with a test of
appropriateness. However, in Italy, this practice seems to have been driven more by the
regulatory requirements of the Italian banking/financial services supervisor.

¢ Banks in Luxembourg apply a similar approach to those in Denmark. The view is that
many clients (who know what they want to do) do not want excessive warnings.

¢ In a recent report published by the UK FSA it was estimated that two thirds of all retail

investment product sales between April 2008 and March 2009 were sold on an advised
basis.’*® This implies that up to a third of all retail investment products sales in the UK
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were carried out on a non-advised basis (which includes execution only and direct offer)
over this period.

Neither data on the products that embed a derivative are available (nor is the share of
execution only business within them). However, the retail bank operators of execution
services that Europe Economics interviewed spoke of UCITS as being the o