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Repeals and revocations relating to Northern Ireland

Short title and chapter

Extent of repeal or revocation

Companies (Northern Ireland)
Order 1986 (S.I. 1986/1032
(N.L. 6))

Companies Consolidation
(Consequential ~ Provisions)
(Northern Ireland) Order
1986 (S.1. 1986/1035 (N.I. 9))

Business Names (Northern
Ireland) Order 1986 (S.I.
1986,/1033 (N.I. 7))

Industrial Relations (Northern
Ireland) Order 1987 (S.I
1987/936 N.I. 9))

Finance Act 1988 (c. 39)

Companies (Northern Ireland)
Order 1989 (S.I. 1989/2404
(N.I. 18))

Insolvency (Northern Ireland)
Order 1989 (S.I. 1989/2405
(N.I. 19))

European Economic Interest
Groupings Regulations
(Northern Ireland) 1989 (S.R.
1989/216)

Companies (Northern Ireland)
Order 1990 (S.I. 1990/593
(N.I. 5))

Companies (No. 2) (Northern
Ireland) Order 1990 (S.I
1990/1504 (N.I. 10))

Criminal Justice Act 1993 (c. 36)

Financial Provisions (Northern
Ireland) Order 1993 (S.I
1993/1252 (N.I. 5))

Deregulation and Contracting
Out Act 1994 (c. 40)

Pensions (Northern Ireland)
Order 1995 (S.I. 1995/3213
(N.L 22))

Deregulation and Contracting
Out (Northern Ireland) Order
1996 (S.I. 1996/1632 (N.I. 11))

The whole Order.

The whole Order.

The whole Order.

Article 3.

In section 117(3), the words from “and for” to

the end.
The whole Order.

In Schedule 7, in the entry relating to Article

166(4), the word “office”.
In Schedule 9, Part 1.

The whole Regulations.

The whole Order.

Parts Il to IV.
Part VI.
Schedules 1 to 6.

In Schedule 5, Part 2.
Schedule 6.

Article 15.

Section 13(2).
Schedule 6.

In Schedule 3, paragraph 7.

Article 11.
Schedule 2.
In Schedule 5, paragraph 4.
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Companies Act 2006 (c. 46)
Schedule 16 — Repeals

Short title and chapter

Extent of repeal or revocation

Youth Justice and Criminal
Evidence Act 1999 (c. 23)

Limited Liability Partnerships
Act (Northern Ireland) 2002
(c. 12 (N.L))

Open-Ended Investment
Companies Act (Northern
Ireland) 2002 (c. 13)

Company Directors
Disqualification =~ (Northern
Ireland) Order 2002 (S.I
2002/3150 (N.I. 4))

Companies (Audit,
Investigations and

Community Enterprise) Act
2004 (c. 27)

Law Reform (Miscellaneous
Provisions) (Northern
Ireland) Order 2005 (S.I
2005/1452 (N.I. 7))

Companies (Audit,
Investigations and
Community Enterprise)
(Northern Ireland) Order

2005 (S.1. 2005/1967 (N.I. 17))

In Schedule 4, paragraph 18.

The whole Act.

The whole Act.

In Schedule 3, paragraphs 3 to 5.

Section 11(2).

In Schedule 2, paragraphs 11 to 15.

Article 4(2).

The whole Order.

Short title and chapter

Other repeals

Extent of repeal or revocation

Limited Partnerships Act 1907
(c.24)

Business Names Act 1985 (c. 7)
Companies Act 1989 (c. 40)

Criminal Procedure
(Consequential ~ Provisions)
(Scotland) Act 1995 (c. 40)

In section 16(1) —

(@) the words “, and there shall be paid for
such inspection such fees as may be
appointed by the Board of Trade, not
exceeding 5p for each inspection”, and

(b) the words from “and there shall be paid
for such certificate” to the end.

In section 17 —

(@) the words “(but as to fees with the
concurrence of the Treasury)”, and
(b) paragraph (a).
The whole Act.

Sections 24 to 54.
Schedules 11 to 13.

In Schedule 4, paragraph 74(2).
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Short title and chapter Extent of repeal or revocation

Companies (Audit, | Sections 1 to 6.
Investigations and | In Schedule 2, Part 1.
Community Enterprise) Act
2004 (c. 27)

Civil Partnership Act 2004 | In Schedule 27, paragraph 128.
(c.33)
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STATUTORY INSTRUMENTS

2006 No. 3386
FINANCTAL SERVICES AND MARKETS

The Financial Services and Markets Act 2000 (Recognition
Requirements for Investment Exchanges and Clearing Houses)
(Amendment) Regulations 2006

Made - - - - 18th December 2006
Laid before Parliament 18th December 2006
Coming into force - - Ist November 2007

The Treasury make these Regulations in exercise of the powers conferred on them by sections
286(1), (4A), (4B), (4C) and (4D}, 292(3)(a) and 428(3) of the Financial Services and Markets Act
2000(a):

Citation and commencement

1. These Regulations may be cited as the Financial Services and Markets Act 2000 (Recognition
Requirements for Investment Exchanges and Clearing Houses) (Amendment) Regulations 2006
and come into force on 1st November 2007,

Amendment of the Recognition Requirements for Investment Exchanges and Clearing
Houses Regulations

2. The Financial Services and Markets Act 2000 (Recognition Requirements for Investment
Exchanges and Clearing Houses) Regulations 2001(b) are amended as follows,

3, In regulation 3(1), at the appropriate place, insert—

“““branch” in relation to an investment firm has the meaning given in Article 4.1.26 of
the markets in financial instruments directive{c) and in relation to a credit institution
has the meaning given in Article 4.3 of the banking consolidation directive{d);

“central counterparty”, “clearing” and “settlement” have the same meaning as in the
markets in financial instruments directive;

“the Commission Regulation” means Commission Regulation 1287/2006 of 10 August
2006(e);
“competent authority”, in relation to an investment firm or credit institution, means the

competent authority in relation to that firm or institution for the purposes of the markets
in financial instruments directive;

{a) 2000 ¢.8; section 286{4A) - (4D) was inserted, and section 292(3){a) was amended, by S.1. 2006/2975.
(by S.1. 2001/995,

{c) ©OJNo L 145,30.4.2004, p.1.

(d} OJNo L 177, 30.6.2006, p.1.

(e} OJNoL 241, 2.9.2006, p.1.
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“credit institution™ means—
(a) a credit institution authorised under the banking consolidation directive, or

(b) an institution which would satisfy the requirements for authorisation as a credit
institution under that directive if it had its registered office (or if it does not have a
registered office, its head office) in an EEA State;

“disorderly trading conditions” has the same meaning as in the markets in financial
instruments directive;

“financial instrument” has the meaning given in Article 4.1.17 of the markets in
financial instruments directive:

“multilateral trading facility” has the meaning given in Article 4.1.15 of the markets in
financial instruments directive;

“regulated market” has the meaning given in Article 4.1.14 of the markets in financial
instruments directive;

“transferable securities” has the meaning given in Article 4.1.18 of the markets in
financial instruments directive;

“UK firm” means an investment firm or credit institution which has a Part IV
permission to carry on one or more regulated activities.”,
4. In paragraph 1(2) of the Schedule for *“may’ substitute “must”.

5. In paragraph 2 of the Schedule, after sub-péragraph {2), insert—

*{3) The persons who effectively direct the business and operations of the exchange must
be of sufficiently good repute and sufficiently experienced to ensure the sound and prudent
management and operation of the financial markets operated by it.

{4) The persons who are in a position to exercise significant influence over the
management of the exchange, whether directly or indirectly, must be suitable.”.
6. In paragraph 3(2) of the Schedule—
{a) in paragraph (b) after “assessment” insert , mitigation™;
(b) after paragraph (c) insert—
*{ca) the technical operation of the exchange, including contingency arrangements for
disruption to its facilities;”.
7. In paragraph 4(2) of the Schedule—
(a) in paragraph (a), after “investors™ insert “and is in accordance with paragraph 7B”;
(b) after paragraph (a) insert—
“(aa) it has transparent and non-discretionary rules and procedures—
(i) to provide for fair and orderly trading, and
(ii} to establish objective criteria for the efficient execution of orders;”;
() paragraph (b) is revoked; ‘
(d) in paragraph (d) after “arrangements™ insert **, which comply with paragraph 7D,”;
(e) afier paragraph (e) insert—
“(ea) appropriale arrangements are made to—

(i) identify conflicts between the interests of the exchange, its owners and
operators and the interests of the persons who make use of its facilities or the
interests of the financial markets operated by it, and ‘

(ii) manage such conflicts so as to avoid adverse consequences for the operation
of the financial markets operated by the exchange and for the persons who
make use of its facilities;”;
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(f) in paragraph (f) after “measures” insert “(including the monitoring of transactions
effected on the exchange)™.
8. After paragraph 4 of the Schedule insert—

“Provision of pre-trade information about share trading

4A,—(1) The exchange must make arrangements for—
(a) current bid and offer prices for shares, and

(b) the depth of trading interest in shares at the prices which are advertised through its
systems,

to be made available to the public on reasonable commercial terms and on a continucus
basis during normal trading hours, subject to the requirements contained in Chapter IV of
the Commission Regulation,

{2) If an exchange decides to give investment firms and credit institutions required to
publish their quotes in shares-—

(2) inaccordance with Article 27 of the markets in financial instruments directive, or
(b) by the Authority,

access to the arrangements referred to in sub-paragraph (1), it must do so on reasonable
commercial terms and on a non-discriminatory basis,

(3) The Authority may waive the requirements of sub-paragraph (1) in the circumstances
specified—

{a) in the case of shares to be traded on a multilateral trading facility operated by the
exchange, in Article 29.2 of the markets in financial instruments directive and
Chapter IV of the Commission Regulation; or

- (b} in the case of shares to be traded on a regulated market operated by the exchange,
in Article 44.2 of that directive and Chapter IV of the Commission Regulation.

{4) In this paragraph, “shares” means shares admitted to trading on a regulated market,
Provision of post-trade information about share trading
4B.—(1) The exchange must make arrangements for the price, volume and time of
transactions executed in shares to be made available to the public as soon as possible after

the time of the transaction on reasonable commercial terms, subject to the requirements
contained in Chapter [V of the Commission Regulation.

{2) If an exchange decides to give investment firms and credit institutions required to
make public details of their transactions in shares—

(a) in accordance with Article 28 of the markets in financial instruments directive, or
(b) by the Authority,

access to the arrangements referred to in sub-paragraph (1), it must do so on reasonable
commercial terms and on a non-discriminatory basis.

(3) The Authority may permit exchanges to defer the publication required by sub-
paragraph (1) in the circumstances specified, and subject to the requirements contained—

(a) in the case of shares traded on a multilateral trading facility operated by an
exchange, in Article 30,2 of the markets in financial instruments directive and
Chapter 1V of the Commission Regulation; or

(b) in the case of shares traded on a regulated market operated by an exchange, in
Article 45.2 of that directive and Chapter IV of the Commission Regulation.

(4) If the Authority permits exchanges to defer the publication required by sub-paragraph
(1), those exchanges must ensure that the existence of and the terms of the permission are
disclosed to users and members of their facilities and to investors,

(5) In this paragraph, “shares” means shares admitted to trading on a regulated market.”.
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9, After paragraph 7 of the Schedule insert-—

“Admission of financial instruments to trading

7TA.—(1) The exchange must make clear and transparent rules concerning the admission
of financial instruments to trading on any financial market operated by it.

(2) The rules must ensure that all financial instruments admitted to trading on a regulated
market operated by the exchange are capable of being traded in a fair, orderly and efficient
manner (in accordance with Chapter V of the Commission Regulation, where applicable).

(3) The rules must ensure that—

{(a) all transferable securities admitted to trading on a regulated market operated by the
exchange are freely negotiable (in accordance with Chapter V of the Commission
Regulation, where applicable); and

(b) all contracts for derivatives admitted to trading on a regulated market operated by
the exchange are designed so as to allow for their orderly pricing as well as for the
existence of effective settlement conditions.

{4) The exchange must maintain arrangements to provide sufficient publicly available
information {or satisfy itself that sufficient information is publicly available) to enable the
users of a multilateral trading facility operated by it to form investment judgments, taking
into account both the nature of the users and the types of instrument traded.

(5) The exchange must maintain effective arrangements to verify that issuers of
transferable securities admitted to trading on a regulated market operated by it comply with
the disclosure obligations,

{6) The exchange must maintain arrangements to assist users of a regulated market
operated by it to obtain access to information made public under the disclosure obligations.

(7) The exchange must maintain arrangements regularly to review whether the financial
instruments admitted to trading on a regulated market operated by it comply with the
admission requirements for those instruments.

(8) The rules must provide that where an exchange, without obtaining the consent of the
issuer, admits to trading on a regulated market operated by it a transferable security which
has been admitted to trading on another regulated market, the exchange—

(2) must inform the issuer of that security as soon as is reasonably practicable, and

(b) may not require the issuer of that security to demonstrate compliance with the
disclosure obligations.

(9) The rules must provide that where an exchange, without obtaining the consent of the
issuer, admits to trading on a multilateral trading facility operated by it a transferable
security which has been admitted to trading on a regulated market, it may not require the
issuer of that security to demonstrate compliance with the disclosure obligations.

(10) In this paragraph—
“derivatives” has the same meaning as in the markets in financial instruments directive;

“the disclosure obligations” are the initial, ongoing and ad hoc disclosure requirements
contained in the relevant articles and given effect—

{a) in the UK by Part 6 of the Act and Part 6 rules (within the meaning of section 73A
of the Act(a)); or

(b) in another EEA State by legislation transposing the relevant articles in that State.
“issuer” has the same meaning as in the markets in financial instruments directive;

“the relevant articles” means—

(a) Section 73A was inserted by S.L 2006/381, and is prospectively amended by Schedule 15 to the Companies Act 2006 (c.
46).
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(a) Article 6.1 to 6.4 of Directive 2003/6/EC of the European Parliament and of the
Council of 28 January 2003 on insider dealing and market manipulation{a),

(b) Articles 3, 5, 7, 8, 10, 14 and 16 of Directive 2003/71/EC of the European
Parliament and of the Council of 4 November 2003 on the prospectuses to be
published when securities are offered to the public or admitted to trading{b),

(c) Articles 4 to 6, 14, 16 to 19 and 30 of Directive 2004/109/EC of the European
Parliament and of the Council of 15 December 2004 relating to the harmonisation
of transparency requirements in relation to information about issuers whose
securities are admitted to trading on a regulated market(c), and

{d) Community legislation made under the provisions mentioned in paragraphs (a) to
(c).
(11) This paragraph is without prejudice to the generality of paragraph 4.

Access to the exchange'’s facilities
7B.—(1) The exchange must make transparent and non-discriminatory rules, based on
objective criteria, governing access to, or membership of, its facilities.

(2) In particular those rules must specify the obligations for users or members of its
facilities arising from—

{a) the constitution and administration of the exchange;
(b) rules relating to transactions on the market;

(c) its professional standards for staff of any investment firm or credit institution
having access to or membership of a financial market operated by the exchange;

(d) conditions established under sub-paragraph (3){(c) for access to or membership of a
financial market operated by the exchange by persons other than investment firms
or credit institutions; and

{e) the rules and procedures for clearing and settlement of transactions concluded on a
financial market operated by the exchange.

{3) Rules of the exchange about access to, or membership of, a financial market operated
by it must permit the exchange to give access to or admit to membership (as the case may
be) only—

(a) aninvestment firm,
(b) acredit institution, or
{c) aperson who—
(i) is fit and proper,
(ii) has a sufficient level of trading ability and competence,
(iii) where applicable, has adequate organisational arrangements, and

{(iv) has sufficient resources for the role he is to perform, taking account of the
exchange’s arrangements under paragraph 4(2)(d).

{4) Rules under this paragraph must enable—

{a) an investment firm authorised under Article 5 of the markets in financial
instruments directive, or

{b) a credit institution authorised under the banking consolidation directive,

by the competent authority of another EEA State (including a branch established in the
United Kingdom of such a firm or institution) to have direct or remote access to, or

(a) OJ No L 96, 12.4.2003, p.16.
(k) OINo L 345, 31.12.2003, p. 64,
(¢} OJ No L 390, 31.12.2004, p.38.
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membership of, any financial market operated by the exchange on the same terms as a UK
firm.

(5) The exchange must make arrangements regularly to provide the Authority with a list
of the users or members of its facilities.

(6) This paragraph is without prejudice to the generality of paragraph 4,

Aceess to central counterparty, clearing and settlement facilities
7C.—(1) This paragraph applies to an exchange which provides central counterparty,
clearing or settlement facilities.

(2) The exchange must make transparent and non-discriminatory rules, based on objective
criteria, governing access to those facilities.

(3) The rules under sub-paragraph (2) must enable an investment firm or a credit
institution authorised by the competent authority of another EEA State (including a branch
established in the United Kingdom of such a firm or institution) to have access to those
facilities on the same terms as a UK firm for the purposes of finalising or arranging the
finalisation of transactions in financial instruments,

{4) The exchange may refuse access to those facilities on legitimate commercial grounds.

Choice of settlement facilities
7D.—{(1) The rules of the exchange must permit a user or member of a regulated market
operated by it to use whatever settlement facility he chooses for a transaction.
(2) Sub-paragraph (1) only applies where—

(a) such links and arrangements exist between the chosen settlernent facility and any
other settlement facility as are necessary to ensure the efficient and economic
settlement of the transaction; and

{b) the exchange is satisfied that the smooth and orderly functioning of the financial
markets will be maintained.

Suspension and removal of financial instruments from trading

7E. The rules of the exchange must provide that the exchange must not exercise its power
to suspend or remove from trading on a regulated market operated by it any financial
instrument which no longer complies with its rules, where such step would be likely to
cause significant damage to the interests of investors or the orderly functioning of the
financial markets.”.

10. In paragraph 8 of the Schedule for sub-paragraph (1) substitute—

*(1} The exchange must have—

(a) effective arrangements (which include the monitoring of transactions effected on
the exchange) for monitoring and enforcing compliance with its rules, including
rules in relation to the provision of clearing services in respect of transactions other
than transactions effected on the exchange;

(b) effective arrangements for monitoring and enforcing compliance with the
arrangemients made by it as mentioned in paragraph 4(2)(d); and

(c) effective arr:ingements for monitoring transactions effected on the exchange in
order to identify disorderly trading conditions.”.

11. Afier paragraph 9 of the Schedule insert—
“Operation of a multilateral trading facility

9A.—(1) An exchange operating a multilateral trading facility must also operate a
regulated market.
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(2) An exchange operating a multilateral trading facility must comply with those
requirements of——

(a) Chapter I of Title II of the markets in financial instruments directive, and
{b) Commission Directive 2006/73/EC of 10 August 2006(a),

which are applicable to a market operator (within the meaning of the directive) operating
such a facility.

(3) The requirements of this paragraph do not apply for the purposes of section 292(3)(a)
of the Act (requirements for overseas investment exchanges and overseas clearing houses).”

12. In paragraph 10(3) of the Schedule omit “by a recognised clearing house”.

13. After paragraph 21 of the Schedule insert—
“Access to central counterparty, clearing and settlement facilities

21A.—(1) The clearing house must make transparent and non-discriminatory rules, based
on objective criteria, governing access to central counterparty, clearing or settlement
facilities provided by it.

{2) The rules under sub-paragraph (1) must enable an investment firm or a credit
institution authorised by the competent authority of another EEA State (including a branch
established in the United Kingdom of such a firm or institution) to have access to those
facilities on the same terms as a UK firm for the purposes of finalising or arranging the
finalisation of transactions in financial instruments.

(3) The clearing house may refuse access to those facilities on legitimate commercial

grounds.”.
Kevin Brennan
Dave Watts
18th December 2006 Two of the Lords Commissioners of Her Majesty’s Treasury

{a) OJ No L 241,2.9.2006, p.26.
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EXPLANATORY NOTE
(This note is not part of the Regulations)

These Regulations implement in part Directive 2004/39/EC of the European Parliament and of the
Council of 21 April 2004 on markets in financial instruments (OJ No L 145, 30.4.2004, p.1) (“the
Directive”). The Directive is also implemented by other statutory instruments including the
Financial Services and Markets Act 2000 (Markets in Financial Instruments) Regulations (8.1,
2006/....), the Financial Services and Markets Act 2000 (Exemption) (Amendment) Order 2006
(S.1. 2006/....), the Financial Services and Markets Act 2000 {(Regulated Activities) {(Amendment
No. 3) Order 2006 (S.I. 2006/3384) and the Financial Services and Markets Act 2000 (EEA
Passport Rights) (Amendment) Regulations 2006 (8.1 2006/3385), and by the Financial Services
Authority (“FSA™) using powers under the Financial Services and Markets Act 2000 (c. 8).

The Regulations amend the Financial Services and Markets Act 2000 (Recognition Requirements
for Investment Exchanges and Clearing Houses) Regulations 2001 (8.1. 2001/995) (“the principal
Regulations”), The main amendments are as follows.

s New requirements concerning the suitability of the persons who effectively direct the
business and operations of an exchange and persons who are in a position to exercise
significant influence over the management of an exchange are added into paragraph 2 of
the Schedule to the principal Regulations (transposing obligations in Articles 37(1) and
38(1) of the Directive).

s New paragraphs 4A and 4B of the Schedule to the principal Regulations contain
requirements for exchanges to make information available to the public about transactions
in shares in accordance with the Directive and Commission Regulation 1287/2006 of 10
August 2006 (0OF No L 241, 2.8.2006, p.1). They also ¢nable the FSA to waive or defer
the publication requirements as permitted in the Directive and Commission Regulation
(transposing Articles 29, 30, 44 and 45 of the Directive).

o  New paragraph 7A of the Schedule to the principal Regulations contains requirements for
exchanges’ rules governing admission of financial instruments to trading and
requirements for exchanges relating to information disclosure obligations (transposing
obligations in Articles 14 and 40 of the Directive).

¢  New paragraph 7B of the Schedule to the principal Regulations contains requirements for
exchanges’ rules about access to, or membership of, their facilities (transposing Article
42 of the Directive).

¢ New paragraphs 7C and 21A of the Schedule to the principal Regulations contain
requirements for exchanges and clearing houses providing central counterparty, clearing
or settlement services. Exchanges and clearing houses must secure that investment firms
and credit institutions established in other EEA States have access to the facilities on
equal terms to UK firms and institutions (transposing Article 34(1) of the Directive).

e New paragraph 7D of the Schedule to the principal Regulations requires exchanges’ rules
to permit users and members to have a choice of seftlement facilities, as required by
Article 34(2) of the Directive, and subject to the limitations in that Article.

e  New paragraph 7E of the Schedu]e to the principal Regulations restricts the power of
exchanges to suspend or remove financial instruments from trading (transposing Article
41(1) of the Directive).

e New paragraph 9A of the Schedule to the principal Regulations requires exchanges
operating a multilateral trading facility also to operate a regulated market. Exchanges
operating a multilateral trading facility are also required to comply with the applicable
requirements of Chapter 1 of Title II of the Directive and Community legislation made
under that Chapter {transposing Article 5(2) of the Directive).

The Regulations also contain other amendments transposing the Directive, making consequential
amendments and inserting definitions for the purposes of the amendments.
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A transposition note has been prepared which sets out how the main elements of the Directive will
be transposed into UK law. A Regulatory Impact Assessment of the effect of this instrument and
the other instruments transposing the Directive on the costs of business has been prepared. Both
may be obtained from the Financial Services Strategy Team, HM Treasury, 1 Horse Guards Road,
London SWIA 2HQ. They are also available on HM Treasury’s website (www.hm-
treasury.gov.uk). Copies of both documents have been placed in the libraries of both Houses of
Parliament.
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FSA 2007/42

MARKETS (MiFID) (CONSEQUENTIAL AMENDMENTS) INSTRUMENT 2007

Powers exercised

A The Financial Services Authority makes this instrument in the exercise of the
following powers and related provisions in the Financial Services and Markets Act
2000 (“the Act”):
Q) section 138 (General rule-making power);
(2 section 156 (General supplementary powers);
3 section 157(1) (Guidance); and
4) paragraph 17 of Schedule 1 (Fees).

B. The rule-making powers listed above are specified for the purpose of section 153(2)
(Rule-making instruments) of the Act.

Commencement
C. This instrument comes into force on 1 November 2007.

Amendments to the Handbook

D. The modules of the FSA's Handbook of rules and guidance listed in column (1) below
are amended in accordance with the Annexes to this instrument listed in column (2).
1) )
Glossary of definitions Annex A
Fees manual (FEES) Annex B
Prudential sourcebook for Banks, Building Societies and Investment Annex C
Firms (BIPRU)
Conduct of Business sourcebook (COBS) Annex D
Market Conduct sourcebook (MAR) Annex E
Supervision manual (SUP) Annex F
Credit Unions sourcebook (CRED) Annex G
Electronic Money sourcebook (ELM) Annex H
Recognised Investment Exchanges and Recognised Clearing Houses A
nnex |
sourcebook (REC)
Citation

E. This instrument may be cited as the Markets (MiFID) (Consequential Amendments)
Instrument 2007.

By order of the Board
26 July 2007

LME-002690



Annex A
Amendments to the Glossary of definitions

In this Annex, striking through indicates deleted text.

aliernativetrading system  a Syste'“.“'altb.”“gs telg_etllel multlpEIelbuy 'l“g all'ldﬁ sellll_ng_ |
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Annex B
Amendments to the Fees manual (FEES)

In this Annex, underlining indicates new text and striking through indicates deleted text.

Late Payments

2.2.1 R If a person does not pay the total amount of a periodic fee (including fees

relating to transactions-reperted-transaction reports to the FSA using the

FSA's Transaction Reporting System (see SUP 17)), FOS levy or case fee,
or share of the FSCS levy, on the date on which it is due, under the relevant
provision in FEES 4, 5 or 6, that person must pay an additional amount as

follows: ...
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Annex C

Amendments to Prudential sourcebook for Banks, Building Societies
and Investment Firms (BIPRU)

In this Annex, underlining indicates new text and striking through indicates deleted text.

2.2.68 G Counterparty risk rules only partially capture the risk of settlement
failure as the quantification of risk is only based on mark-to-market
values and does not take account of the volatility of the securities over
the settlement period. A securities firm's assessment of its exposure to
counterparty risk should take into account:

(1)

(2) the types of execution venues which it uses; for example, the
London Stock Exchange or a retail service provider (RSP) have

more depth than alternative-trading-systems{ATS) multilateral
trading facilities; and

LME-002693



Annex D
Amendments to the Conduct of Business sourcebook (COBS)
In this Annex, underlining indicates new text.
11.4.4 G MAR 5.8.2EU sets out the conditions required for an arrangement to make client

limit the-orders public under this section. MAR 5.8.3G and MAR 5.8.4G provide
guidance on these conditions.
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Annex E

Amendments to the Market Conduct sourcebook (MAR)

In this Annex, underlining indicates new text and striking through indicates deleted text.

5.7.1

Disapplication of the pre-trade transparency requirements

R (1)

E

Unless-disapphication-of thisrule-under-MAR 5. 7.6-G-isrelevant;

Unless (2),(3) or (4) applies, in respect of shares admitted to trading on a
regulated market, a firm operating an MTF must make public, on reasonable
commercial terms and on a continuous basis during normal trading hours:

(a) the current bid and offer prices which are advertised through its
systems; and

(b) the depth of trading interests at those prices.

[Note: Article 29(1) of MiFID]

Paragraph (1) does not apply to systems operated by an MTF to the extent
that those systems satisfy one of the criteria in (a) or (b), subject to (c):

(@) they must be based on a trading methodology by which the price is
determined in accordance with a reference price generated by another
system, where that reference price is widely published and is regarded
generally by market participants as a reliable reference price;

(b) they formalise negotiated transactions, each of which meets the
criteria in (i) and (ii), subject to the provisions in (iii) and (iv):

(i)  itis made at or within the current volume weighted spread
reflected on the order book or the quotes of the market makers
of the MTF operating that system or, where the share is not
traded continuously, within a percentage of a suitable reference
price, being a percentage and a reference price set in advance by
the system operator;

(ii) itis subject to conditions other than the current market price of
the share.

(iii) For the purposes of (b), the other conditions specified in the
rules of the MTF for a transaction of this kind must also have
been fulfilled.

(iv) Negotiated transaction has the meaning given in Article 19 of
the MiFID Regulation.

[Note: Article 19 of the MiFID Requlation is reproduced in MAR 5.7.9
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EU]

() Inthe case of systems having functionality other than as described in
(a) or (b), the disapplication does not apply to that other functionality.

(3) Paragraph (1) does not apply in relation to orders held in an order
management facility maintained by the MTF pending their being disclosed to
the market.

(4) (@ Paragraph (1) does not apply in relation to orders that are large in scale
compared to normal market size for the share or type of share in

question.

(b)  An order will be considered to be large in scale if it meets the criteria
set out in Article 20 of the MiFID Regulation.

[Note: Article 20 of the MiFID Requlation is reproduced in MAR
5.7.10EU.

5.7.6 G The obligation in MAR 5.7.1R(1) to make public certain pre-trade information
withnotbe is disapplied_in MAR 5.7.1R(2) based on the market model or the type
and size of orders in the cases identified in the MiFID Regulation, and as
reproduced for reference in MAR 5.7.8EU .... In particular, the obligation wiH
netbe is disapplied in respect of transactions that are large in scale compared
with the normal market size for the share or type of share in question.

5.8 Provisions common to pre- and post-trade transparency requirements for shares
5.8.2 EU ...
5.8.3 G The FSA considers that for the purposes of ensuring that published information is

reliable, monitored continuously for errors, and corrected as soon as errors are
detected (see MAR 5.8.2EU(a)), a verification process should be established
which does not need to be external from the organisation of the publishing entity,
but which should be an independent cross-check of the accuracy of the
information generated by the trading process. This process should have the
capability to at least identify price and volume anomalies, be systematic and
conducted in real-time. The chosen process should be reasonable and
proportionate in relation to the business.

o1
o
N

G (1) Inrespect of arrangements facilitating the consolidation of data as required
in MAR 5.8.2EU(b), the FSA considers information as being made public in
accordance with MAR 5.8.2EU(b), if it:

[6)) is accessible by automated electronic means in a machine-readable
way;
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5.9.1

(b) utilises technology that facilitates consolidation of the data and
permits commercially viable usage; and

©) is accompanied by instructions outlining how users can access the
information.

(2) The FSA considers that an arrangement fulfils the 'machine-readable’ criteria

where the data:

@ is in a physical form that is designed to be read by a computer;

(b) is in a location on a computer storage device where that location is
known in advance by the party wishing to access the data; and

©) is in a format that is known in advance by the party wishing to
access the data.

The FSA considers that publication on a non-machine-readable website
would not meet the MiFID requirements.

The FSA considers that information that is made public in accordance with
MAR 5.8.2EU should conform to a consistent and structured format based
on industry standards. Firms operating an MTF can choose the structure

that they use.

In respect of shares admltted to tradmg ona regulated market, and—subjeet

unless MAR 5 9.1 R(Z) applles and MAR 5 9.7R is satlsfled a flrm

operating an MTF must make public, on reasonable commercial terms and
as close to real-time as possible, the price, volume and time of the
transactions which are advertised through its systems. This requirement
does not apply to the details of a transaction executed on an MTF that is
made public under the systems of a regulated market.

[Note: article 30(1) of MiFID]

A firm may defer publication of trade information required in (1) for no
longer than the period specified in Table 4 in Annex Il of the MiFID
Requlation for the class of share and transaction concerned, provided that
the following criteria in (a) and (b) are satisfied and subject to the provision

account and a client of that firm;

the size of the transaction is equal to or exceeds the relevant
minimum qualifying size, as specified in Table 4 in Annex I1.

in (c):

[6)) the transaction is between an investment firm dealing on own
(b)

(9]

In order to determine the relevant minimum qualifying size for the
purposes of point (b), all shares admitted to trading on a requlated
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7.2.1

market must be classified in accordance with their average daily
turnover to be calculated in accordance with Article 33 of the
MiFID Requlation.

Note: Table 4 of Annex Il of the MiFID requlation is reproduced in MAR 7
Annex 1.

G  The deferred publication of information, referred to in MAR 5.9.6EU, is
authorised by the FSA, to the extent set out in that provision, and, in particular,
is given effect in MAR 5.9.1 R(2).

EU

G For the purposes of ensuring that published information is reliable, monitored

continuously for errors, and corrected as soon as errors are detected (see MAR
6.9.5EU(a)), and in respect of arrangements facilitating the consolidation of data as
required in MAR 6.9.5EU(b), the guidance in MAR 5.8.3G and 5.8.4G applies
equally to firms falling within this chapter, and should be read as if references to
provisions and types of firm in MAR 5 were references to the corresponding
provisions and types of firm in this chapter.

Deferred publication of large transactions

R (1) Unless (2) applies, tFhe information required by MAR 7.1.2R shall be
made public as close to real time as possible, on a reasonable commercial
basis, and in a manner which is easily accessible to other market
participants.

[Note: article 28(1) of MiFID]

(2) A firm may defer publication of trade information required in (1), for no
longer than the period specified in Table 4 in Annex Il of the MiFID
Requlation for the class of share and transaction concerned, provided that
the criteria in (a) and (b) are satisfied, subject to the provision in (c):

(@) the transaction is between an investment firm dealing on own
account and a client of that firm;

(b) the size of the transaction is equal to or exceeds the relevant
minimum qualifying size, as specified in Table 4 in Annex 1.

(¢) Inorder to determine the relevant minimum qualifying size for the
purposes of (b), all shares admitted to trading on a reqgulated market
must be classified in accordance with their average daily turnover to
be calculated in accordance with Article 33 of the MiFID
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7.2.6A

I®

Regulation.
[Note: Table 4 of Annex |l of the MiFID Requlation is reproduced in

MAR 7 Annex 1.]

The deferred publication of information, referred to in MAR 7.2.6EU, is

authorised by the FSA, to the extent set out in that provision, and, in particular,

is given effect in MAR 7.2.1R(2).

Arrangements for making information public

EU

G

1)

The FSA considers that for the purposes of ensuring that published

information is reliable, monitored continuously for errors, and corrected as

soon as errors are detected (see MAR 7.2.12EU(a)), and in respect of

arrangements facilitating the consolidation of data as required in MAR

7.2.12EU(b), the guidance in MAR 5.8.3G and MAR 5.8.4G (subject to

additional guidance in (2)) applies equally to firms falling within this

chapter, and should be read as if references to provisions and types of firm
in MAR 5 were references to the corresponding provisions and types of
firm in this chapter.

In addition to MAR 5.8.4G, as applied to firms in this chapter under (1),
for the purposes of facilitating the consolidation of transparency data with
similar data from other sources, the FSA considers information as being
made public in accordance with MAR 7.2.12EU(b), if, in addition to MAR
5.8.4G(1)(a) to (c), each trade is published through only one primary
publication channel.

10
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Annex F

Amendments to the Supervision manual (SUP)

In this Annex, underlining indicates new text and striking through indicates deleted text.

SUP 13A Annex 1G Application of the Handbook to Incoming EEA Firms

(1) () ©)
Module of Potential application to an Potential application to an
Handbook incoming EEA firm with | incoming EEA firm with respect
respect to activities carried to activities carried on other
on from an establishment of | than from an establishment of
the firm (or its appointed the firm (or its appointed
representative) in the representative) in the United
United Kingdom Kingdom
MAR
MAR 5 (Alternative Frading | MAR 5 (Alternative Trading
Systems Multilateral Systems Multilateral Trading
Trading Facilities) Facilities)
Does not apply (MAR Does not apply (MAR 5.1.1G).
5.1.1G).
SUPTP1.2
(1) ) (©) (4) () (6)
Material to Transitional Provisions Transitional Handbook
which the provisions: provision:
transitional dates in force coming into
provisions force
applies
15 | SUR-17 R | Fransaction-Reporting From Commencement
commencement
- ; -
&) | which-was-authorised
tor the. Fi o)
.
) .
immediately belelle .
han i I bershi
of the SFA;
musteomphwith-SUP- a5+
) | an-investment
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firm-otherwise: [deleted]

SUP Sch 2 Noatification requirements

Handbook Matter to be notified Contents of Trigger event Time allowed

reference notification

SUP 17 Transaction reporting A transaction Entering into a As-s00n-as
This applies to (a) report as reportable practicable-and
securities-and-futures specified in transaction (as In any event
firm:-or(b)-apersonal SUP 176 defined-in SUP before the-end
nvestment firm; or {c} 17.1.4R, SUP 17.5), whether on | of the next
an-investmentfirm 17.4.1EU and its-own-account business day
(including a credit SUP 17.4.2R. oron-behalfof after the day
hich | _—— hersubi hich i
excluding a firm to Executing a transaction,
whom-the-1SD-doesnot transaction subjeectto-SUR
apply under Article 2(2) subject to the 17.7.10(Fature
of the-1SD- exceptions in of reporting
This does not apply to SUP 17.2.1R and | system) As
firminrelation to-its possible and
passported-activities:-or by not later

_ ’ than the close
{b)-an-oil-market of the working
participantin-relation-to day following
Hs-eibmarket-activity.
a MiFID investment m—ﬁyﬁ:?_n
firm; (b) a third country transaction
investment firm; (c) a took place.
person who is the
operator of an approved
reporting mechanism or
of a requlated market or
MTF that is used by a
firm to report
transactions to the FSA;
or (d) a firm acting in its
capacity as a manager or
12
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operator of a collective
investment undertaking,
pension scheme,
occupational pension
scheme, a personal
pension scheme or a
stakeholder pension
scheme .

wstiution-which-is-an BankingAG:
within (a) or {b) (2)CGOo-
apply under Article 2(2) (3) CRESTCo
{a)an-tncoming-EEA operated-by
pEla;sspel _tled aeltmtles o (_mput airectly
- I -
Direct Reporting
System;
(6} SEQUAL
2000 system of
Fhomsen
Financial
(A-Fradepoint
i o
NetworksPle:
&) |'|aele.
Registration
System-of The
London
taternational
Financial-Futures
and-Optiens
Exchange
(EHFE);
(9) TRAX
13
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Annex G

Amendments to the Credit Unions sourcebook (CRED)

In this Annex, underlining indicates new text and striking through indicates deleted text.

CRED App 1.1.1

Sourcebook or
manual

Reference Code

Business standards

Market conduct, including:
Code of Market, Conduct
Price stabilising rules,
Inter-professional conduct,

Alternative Trading Systems

Multilateral Trading Facilities

MAR

16
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Annex H

Amendments to the Electronic Money sourcebook (ELM)

In this Annex, underlining indicates new text and striking through indicates deleted text.

Application of other parts of the Handbook to ELMIs

ELM 152 G

Block

Module

Application

Business
Standards

Market Conduct

(MAR)

MAR 1 (The Code of Market Conduct)
applies if an ELMI is seeking guidance
as to whether or not behaviour
amounts to market abuse. MAR 2
(Price Stabilising Rules), MAR 3
(Inter-Professional Conduct) and MAR
4 (Endorsement of the Takeover Code)
do not apply to an ELMI when issuing
e-money. MAR 5 (Alternative Trading
Systems Multilateral Trading
Facilities) will not apply to an ELMI,
as there are restrictions on the type of
business activities that an ELMI may
carry on.

17
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Annex |

Amendments to the Recognised Investment Exchanges and Recognised Clearing Houses
sourcebook (REC)

In this Annex, underlining indicates new text.

Arrangements for making information public

2.6.33 G The FSA considers that for the purposes of ensuring that published
information is reliable, monitored continuously for errors, and corrected as
soon as errors are detected (see REC 2.6.24EU(a)), a verification process
should be established which does not need to be external from the
organisation of the publishing entity, but which should be an independent
cross-check of the accuracy of the information generated by the trading
process. This process should have the capability to at least identify price and
volume anomalies, be systematic and conducted in real-time. The chosen
process should be reasonable and proportionate in relation to the business.

2.6.34

(@)

1) In respect of arrangements facilitating the consolidation of data as
required in REC 2.6.24EU(b), the FSA considers information as being
made public in accordance with REC 2.6.24EU(b), if it:

(a) is accessible by automated electronic means in a machine-
readable way;

(b) utilises technology that facilitates consolidation of the data and
permits commercially viable usage; and

(©) is accompanied by instructions outlining how users can access
the information.

(2)  The FSA considers that an arrangement fulfils the 'machine-readable’
criteria where the data:

(a) is in a physical form that is designed to be read by a computer;

(b) is in a location on a computer storage device where that location
is known in advance by the party wishing to access the data; and

(c) is in a format that is known in advance by the party wishing to
access the data.

3) The FSA considers that publication on a non-machine-readable website
would not meet the MiFID requirements.

(4)  The FSA considers that information that is made public in accordance
with REC 2.6.24EU should conform to a consistent and structured
format based on industry standards. Regulated markets or market
operators operating an MTF can choose the structure that they use.

18
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COMMISSION DIRECTIVE 2006/73/EC

of 10 August 2006

implementing Directive 2004/39/EC of the European Parliament and of the Council as regards
organisational requirements and operating conditions for investment firms and defined terms for the
purposes of that Directive

(Text with EEA relevance)

THE COMMISSION OF THE EUROPEAN COMMUNITIES,

Having regard to the Treaty establishing the European Commu-
nity,

Having regard to Directive 2004/39/EC of the European
Parliament and of the Council of 21 April 2004 on markets in
financial instruments amending Council Directives 85/611/EEC
and 93/6/EEC and Directive 2000/12/EC of the European
Parliament and of the Council and repealing Council Directive
93/22[EEC (}), and in particular Article 4(2), Article 13(10),
Article 18(3), Article 19(10), Article 21(6), Article 22(3) and
Article 24(5) thereof,

Whereas:

1

Directive 2004/39/EC establishes the framework for a
regulatory regime for financial markets in the Community,
governing, among other matters, operating conditions
relating to the performance by investment firms of
investment services and, where appropriate, ancillary
services and investment activities; organisational require-
ments for investment firms performing such services and
activities, and for regulated markets; reporting requirements
in respect of transactions in financial instruments; and
transparency requirements in respect of transactions in
shares admitted to trading on a regulated market.

The rules for the implementation of the regime governing
organisational requirements for investment firms perform-
ing investment services and, where appropriate, ancillary
services and investment activities on a professional basis,
and for regulated markets, should be consistent with the
aim of Directive 2004/39/EC. They should be designed to
ensure a high level of integrity, competence and soundness
among investment firms and entities that operate regulated
markets or MTFs, and to be applied in a uniform manner.

It is necessary to specify concrete organisational require-
ments and procedures for investment firms performing
such services or activities. In particular, rigorous procedures
should be provided for with regard to matters such as
compliance, risk management, complaints handling, perso-
nal transactions, outsourcing and the identification,
management and disclosure of conflicts of interest.

The organisational requirements and conditions for
authorisation for investment firms should be set out in
the form of a set of rules that ensures the uniform

(") OJ L 145, 30.4.2004, p. 1. Directive as amended by Directive 2006/

31/EC (O] L 114, 27.4.2006, p. 60).

application of the relevant provisions of Directive 2004/39/
EC. This is necessary in order to ensure that investment
firms have equal access on equivalent terms to all markets
in the Community and to eliminate obstacles, linked to
authorisation procedures, to cross-border activities in the
field of investment services.

The rules for the implementation of the regime governing
operating conditions for the performance of investment
and ancillary services and investment activities should
reflect the aim underlying that regime. That is to say, they
should be designed to ensure a high level of investor
protection to be applied in a uniform manner through the
introduction of clear standards and requirements governing
the relationship between an investment firm and its client.
On the other hand, as regards investor protection, and in
particular the provision of investors with information or
the seeking of information from investors, the retail or
professional nature of the client or potential client
concerned should be taken into account.

The form of a Directive is necessary in order to enable the
implementing provisions to be adjusted to the specificities
of the particular market and legal system in each Member
State.

In order to ensure the uniform application of the various
provisions of Directive 2004/39/EC, it is necessary to
establish a harmonised set of organisational requirements
and operating conditions for investment firms. Conse-
quently, Member States and competent authorities should
not add supplementary binding rules when transposing and
applying the rules specified in this Directive, save where this
Directive makes express provision to this effect.

However, in exceptional circumstances, it should be
possible for Member States to impose requirements on
investment firms additional to those laid down in the
implementing rules. However, such intervention should be
restricted to those cases where specific risks to investor
protection or to market integrity including those related to
the stability of the financial system have not been
adequately addressed by the Community legislation, and
it should be strictly proportionate.

Any additional requirements retained or imposed by
Member States in conformity with this Directive must not
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(10)

(11)

(13)

(14)

restrict or otherwise affect the rights of investment firms
under Articles 31 and 32 of Directive 2004/39/EC.

The specific risks addressed by any additional requirements
retained by Member States at the date of application of this
Directive should be of particular importance to the market
structure of the State in question, including the behaviour
of firms and consumers in that market. The assessment of
those specific risks should be made in the context of the
regulatory regime put in place by Directive 2004/39/EC
and its detailed implementing rules. Any decision to retain
additional requirements should be made with proper regard
to the objectives of that Directive to remove barriers to the
cross-border provision of investment service by harmonis-
ing the initial authorisation and operating requirements for
investment firms.

Investment firms vary widely in their size, their structure
and the nature of their business. A regulatory regime
should be adapted to that diversity while imposing certain
fundamental regulatory requirements which are appropriate
for all firms. Regulated entities should comply with their
high level obligations and design and adopt measures that
are best suited to their particular nature and circumstances.

However, a regulatory regime which entails too much
uncertainty for investment firms may reduce efficiency.
Competent authorities are expected to issue interpretative
guidance on provisions on this Directive, with a view in
particular to clarifying the practical application of the
requirements of this Directive to particular kinds of firms
and circumstances. Non-binding guidance of this kind
might, among other things, clarify how the provisions of
this Directive and Directive 2004/39/EC apply in the light
of market developments. To ensure a uniform application
of this Directive and Directive 2004/39/EC, the Commis-
sion may issue guidance by way of interpretative commu-
nications or other means. Furthermore, the Committee of
European Securities Regulators may issue guidance in order
to secure convergent application of this Directive and
Directive 2004/39/EC by competent authorities.

The organisational requirements established under Directive
2004/39/EC are without prejudice to systems established
by national law for the registration of individuals working
within investment firms.

For the purposes of the provisions of this Directive
requiring an investment firm to establish, implement and
maintain an adequate risk management policy, the risks
relating to the firm's activities, processes and systems
should include the risks associated with the outsourcing of
critical or important functions or of investment services or
activities. Such risks should include those associated with
the firm’s relationship with the service provider, and the
potential risks posed where the outsourced activities of

(17)

(18)

(19)

()

multiple investment firms or other regulated entities are
concentrated within a limited number of service providers.

The fact that risk management and compliance functions
are performed by the same person does not necessarily
jeopardise the independent functioning of each function.
The conditions that persons involved in the compliance
function should not also be involved in the performance of
the functions that they monitor, and that the method of
determining the remuneration of such persons should not
be likely to compromise their objectivity, may not be
proportionate in the case of small investment firms.
However, they would only be disproportionate for larger
firms in exceptional circumstances.

A number of the provisions of Directive 2004/39/EC
require investment firms to collect and maintain informa-
tion relating to clients and services provided to clients.
Where those requirements involve the collection and
processing of personal data, firms should ensure that they
comply with national measures implementing Directive 95/
46/EC of the European Parliament and of the Council of
24 October 1995 (}) on the protection of individuals with
regard to the processing of personal data and on the free
movement of such data.

Where successive personal transactions are carried out on
behalf of a person in accordance with prior instructions
given by that person, the obligations under the provisions
of this Directive relating to personal transactions should
not apply separately to each such successive transaction if
those instructions remain in force and unchanged.
Similarly, those obligations should not apply to the
termination or withdrawal of such instructions, provided
that any financial instruments which had previously been
acquired pursuant to the instructions are not disposed of at
the same time as the instructions terminate or are
withdrawn. However, those obligations should apply in
relation to a personal transaction, or the commencement of
successive personal transactions, carried out on behalf of
the same person if those instructions are changed or if new
instructions are issued.

Competent authorities should not make the authorisation
to provide investment services or activities subject to a
general prohibition on the outsourcing of one or more
critical or important functions or investment services or
activities. Investment firms should be allowed to outsource
such activities if the outsourcing arrangements established
by the firm comply with certain conditions.

For the purposes of the provisions of this Directive setting
out conditions for outsourcing critical or important
operational functions or investment services or activities,
an outsourcing that would involve the delegation of
functions to the extent that the firm becomes a letter box
entity should be considered to undermine the conditions

OJ L 281, 23.11.1995, p. 31. Directive as amended by Regulation

(EC) No 1882/2003 (O] L 284, 31.10.2003, p. 1).
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(20)

(22)

with which the investment firm must comply in order to be
and remain authorised in accordance with Article 5 of
Directive 2004/39/EC.

The outsourcing of investment services or activities or
critical and important functions is capable of constituting a
material change of the conditions for the authorisation of
the investment firm, as referred to in Article 16(2) of
Directive 2004/39/EC. If such outsourcing arrangements
are to be put in place after the investment firm has obtained
an authorisation according to the provisions included in
Chapter I of Title II of Directive 2004/39/EC, those
arrangements should be notified to the competent
authority where required by Article 16(2) of Directive
2004/39/EC.

Investment firms are required by this Directive to give the
responsible competent authority prior notification of any
arrangement for the outsourcing of the management of
retail client portfolios that it proposes to enter into with a
service provider located in a third country, where certain
specified conditions are not met. However, competent
authorities are not expected to authorise or otherwise
approve any such arrangement or its terms. The purpose of
the notification, rather, is to ensure that the competent
authority has the opportunity to intervene in appropriate
cases. It is the responsibility of the investment firm to
negotiate the terms of any outsourcing arrangement, and to
ensure that those terms are consistent with the obligations
of the firm under this Directive and Directive 2004/39/EC,
without the formal intervention of the competent authority.

For the purposes of regulatory transparency, and in order to
ensure an appropriate level of certainty for investment
firms, this Directive requires each competent authority to
publish a statement of its policy in relation to the
outsourcing of retail portfolio management to service
providers located in third countries. That statement must
set out examples of cases where the competent authority is
unlikely to object to such outsourcing, and must include an
explanation of why outsourcing in such cases is unlikely to
impair the ability of the firm to comply with the general
conditions for outsourcing under this Directive. In
providing that explanation, a competent authority should
always indicate the reasons why outsourcing in the cases in
question would not impede the effectiveness of its access to
all the information relating to the outsourced service that is
necessary for the authority to carry out its regulatory
functions in respect of the investment firm.

Where an investment firm deposits funds it holds on behalf
of a client with a qualifying money market fund, the units
in that money market fund should be held in accordance
with the requirements for holding financial instruments
belonging to clients.

(24) The circumstances which should be treated as giving rise to

(26)

(28)

—

)

a conflict of interest should cover cases where there is a
conflict between the interests of the firm or certain persons
connected to the firm or the firm’s group and the duty the
firm owes to a client; or between the differing interests of
two or more of its clients, to whom the firm owes in each
case a duty. It is not enough that the firm may gain a benefit
if there is not also a possible disadvantage to a client, or
that one client to whom the firm owes a duty may make a
gain or avoid a loss without there being a concomitant
possible loss to another such client.

Conflicts of interest should be regulated only where an
investment service or ancillary service is provided by an
investment firm. The status of the client to whom the
service is provided — as either retail, professional or eligible
counterparty — is irrelevant for this purpose.

In complying with its obligation to draw up a conflict of
interest policy under Directive 2004/39/EC which identifies
circumstances which constitute or may give rise to a
conflict of interest, the investment firm should pay special
attention to the activities of investment research and advice,
proprietary trading, portfolio management and corporate
finance business, including underwriting or selling in an
offering of securities and advising on mergers and
acquisitions. In particular, such special attention is appro-
priate where the firm or a person directly or indirectly
linked by control to the firm performs a combination of
two or more of those activities.

Investment firms should aim to identify and manage the
conflicts of interest arising in relation to their various
business lines and their group’s activities under a
comprehensive conflicts of interest policy. In particular,
the disclosure of conflicts of interest by an investment firm
should not exempt it from the obligation to maintain and
operate the effective organisational and administrative
arrangements required under Article 13(3) of Directive
2004/39/EC. While disclosure of specific conflicts of
interest is required by Article 18(2) of Directive 2004/39/
EC, an over-reliance on disclosure without adequate
consideration as to how conflicts may appropriately be
managed is not permitted.

Investment research should be a sub-category of the type of
information defined as a recommendation in Commission
Directive 2003/125/EC of 22 December 2003 implement-
ing Directive 2003/6/EC of the European Parliament and of
the Council as regards the fair presentation of investment
recommendations and the disclosure of conflicts of
interest (1), but it applies to financial instruments as defined
in Directive 2004/39/EC. Recommendations, of the type so
defined, which do not constitute investment research as
defined in this Directive are nevertheless subject to the

OJ L 339, 24.12.2003, p. 73.
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(29)

(30)

(32)

provisions of Directive 2003/125/EC as to the fair
presentation of investment recommendations and the
disclosure of conflicts of interest.

The measures and arrangements adopted by an investment
firm to manage the conflicts of interests that might arise
from the production and dissemination of material that is
presented as investment research should be appropriate to
protect the objectivity and independence of financial
analysts and of the investment research they produce.
Those measures and arrangements should ensure that
financial analysts enjoy an adequate degree of independence
from the interests of persons whose responsibilities or
business interests may reasonably be considered to conflict
with the interests of the persons to whom the investment
research is disseminated.

Persons whose responsibilities or business interests may
reasonably be considered to conflict with the interests of
the persons to whom investment research is disseminated
should include corporate finance personnel and persons
involved in sales and trading on behalf of clients or the
firm.

Exceptional circumstances in which financial analysts and
other persons connected with the investment firm who are
involved in the production of investment research may,
with prior written approval, undertake personal transac-
tions in instruments to which the research relates should
include those circumstances where, for personal reasons
relating to financial hardship, the financial analyst or other
person is required to liquidate a position.

Small gifts or minor hospitality below a level specified in
the firm’s conflicts of interest policy and mentioned in the
summary description of that policy that is made available
to clients should not be considered as inducements for the
purposes of the provisions relating to investment research.

The concept of dissemination of investment research to
clients or the public should not include dissemination
exclusively to persons within the group of the investment
firm.

Current recommendations should be considered to be those
recommendations contained in investment research which
have not been withdrawn and which have not lapsed.

The same requirements should apply to the substantial
alteration of investment research produced by a third party
as apply to the production of research.

Financial analysts should not become involved in activities
other than the preparation of investment research where
such involvement is inconsistent with the maintenance of
that person’s objectivity. The following involvements
should ordinarily be considered as inconsistent with the
maintenance of that person’s objectivity: participating in
investment banking activities such as corporate finance

(38)

(41)

(42)

business and underwriting, participating in ‘pitches’ for new
business or ‘road shows for new issues of financial
instruments; or being otherwise involved in the preparation
of issuer marketing.

Without prejudice to the provisions of this Directive
relating to the production or dissemination of investment
research, it is recommended that producers of investment
research that are not investment firms should consider
adopting internal policies and procedures designed to
ensure that they also comply with the principles set out in
this Directive as to the protection of the independence and
objectivity of that research.

Requirements imposed by this Directive, including those
relating to personal transactions, to dealing with knowledge
of investment research and to the production or dissemina-
tion of investment research, apply without prejudice to
other requirements of Directive 2004/39/EC and Directive
2003/6/EC of the European parliament and of the Council
of 28 January 2003 on insider dealing and market
manipulation (market abuse) (!) and their respective
implementing measures.

For the purposes of the provisions of this Directive
concerning inducements, the receipt by an investment firm
of a commission in connection with investment advice or
general recommendations, in circumstances where the
advice or recommendations are not biased as a result of
the receipt of commission, should be considered as
designed to enhance the quality of the investment advice
to the client.

This Directive permits investment firms to give or receive
certain inducements only subject to specific conditions, and
provided they are disclosed to the client, or are given to or
by the client or a person on behalf of the client.

This Directive requires investment firms that provide
investment services other than investment advice to new
retail clients to enter into a written basic agreement with
the client, setting out the essential rights and obligations of
the firm and the client. However, it imposes no other
obligations as to the form, content and performance of
contracts for the provisions of investment or ancillary
services.

This Directive sets out requirements for marketing com-
munications only with respect to the obligation in
Article 19(2) of Directive 2004/39/EC that information
addressed to clients, including marketing communications,
should be fair, clear and not misleading.

Nothing in this Directive requires competent authorities to
approve the content and form of marketing communica-
tions. However, neither does it prevent them from doing so,
insofar as any such pre-approval is based only on
compliance with the obligation in Directive 2004/39/EC

() OJ L 96, 12.4.2003, p. 16.
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(44)

(45)

(46)

(47)

(48)

that information to clients, including marketing commu-
nications, should be fair, clear and not misleading.

Appropriate and proportionate information requirements
should be established which take account of the status of a
client as either retail or professional. An objective of
Directive 2004/39/EC is to ensure a proportionate balance
between investor protection and the disclosure obligations
which apply to investment firms. To this end, it is
appropriate that less stringent specific information require-
ments be included in this Directive with respect to
professional clients than apply to retail clients. Professional
clients should, subject to limited exceptions, be able to
identify for themselves the information that is necessary for
them to make an informed decision, and to ask the
investment firm to provide that information. Where such
information requests are reasonable and proportionate
investment firms should provide additional information.

Investment firms should provide clients or potential clients
with adequate information on the nature of financial
instruments and the risks associated with investing in them
so that their clients can take each investment decision on a
properly informed basis. The level of detail of this
information may vary according to the client’s categorisa-
tion as either a retail client or a professional client and the
nature and risk profile of the financial instruments that are
being offered, but should never be so general as to omit any
essential elements. It is possible that for some financial
instruments only the information referring to the type of an
instrument will be sufficient whereas for some others the
information will need to be product-specific.

The conditions with which information addressed by
investment firms to clients and potential clients must
comply in order to be fair, clear and not misleading should
apply to communications intended for retail clients in a
way that is appropriate and proportionate, taking into
account, for example, the means of communication, and
the information that the communication is intended to
convey to the clients or potential clients. In particular, it
would not be appropriate to apply such conditions to
marketing communications which consist only of one or
more of the following: the name of the firm, a logo or other
image associated with the firm, a contact point, a reference
to the types of investment services provided by the firm, or
to its fees or commissions.

For the purposes of Directive 2004/39/EC and of this
Directive, information should be considered to be mislead-
ing if it has a tendency to mislead the person or persons to
whom it is addressed or by whom it is likely to be received,
whether or not the person who provides the information
considers or intends it to be misleading.

In determining what constitutes the provision of informa-
tion in good time before a time specified in this Directive,

(49)

(61)

an investment firm should take into account, having regard
to the urgency of the situation and the time necessary for
the client to absorb and react to the specific information
provided, the client’s need for sufficient time to read and
understand it before taking an investment decision. A client
is likely to require less time to review information about a
simple or standardised product or service, or a product or
service of a kind he has purchased previously, than he
would require for a more complex or unfamiliar product or
service.

Nothing in this Directive obliges investment firms to
provide all required information about the investment firm,
financial instruments, costs and associated charges, or
concerning the safeguarding of client financial instruments
or client funds immediately and at the same time, provided
that they comply with the general obligation to provide the
relevant information in good time before the time specified
in this Directive. Provided that the information is
communicated to the client in good time before the
provision of the service, nothing in this Directive obliges
firms to provide it either separately, as part of a marketing
communication, or by incorporating the information in a
client agreement.

In cases where an investment firm is required to provide
information to a client before the provision of a service,
each transaction in respect of the same type of financial
instrument should not be considered as the provision of a
new or different service.

In cases where an investment firm providing portfolio
management services is required to provide to retail clients
or potential retail clients information on the types of
financial instruments that may be included in the client
portfolio and the types of transactions that may be carried
out in such instruments, such information should state
separately whether the investment firm will be mandated to
invest in financial instruments not admitted to trading on a
regulated market, in derivatives, or in illiquid or highly
volatile instruments; or to undertake short sales, purchases
with borrowed funds, securities financing transactions, or
any transactions involving margin payments, deposit of
collateral or foreign exchange risk.

The provision by an investment firm to a client of a copy of
a prospectus that has been drawn up and published in
accordance with Directive 2003/71/EC of the European
Parliament and of the Council of 4 November 2003 on the
prospectus to be published when securities are offered to
the public or admitted to trading (') should not be treated
as the provision by the firm of information to a client for
the purposes of the operating conditions under Directive
2004/39/EC which relate to the quality and contents of
such information, if the firm is not responsible under that
directive for the information given in the prospectus.

() OJ L 345, 31.12.2003, p. 64.
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(53) The information which an investment firm is required to execution-only basis under Article 19(6) of that Directive
give to a retail client concerning costs and associated (which applies to non-complex products).
charges includes information about the arrangements for
payment or performance of the agreement for the provision
of investment services and any other agreement relating to
a financial instrument that is being offered. For this (59) For the purposes of the provisions of this Directive
purpose, arrangements for payment will generally be requiring investment firms to assess the appropriateness
relevant where a financial instrument contract is terminated of investment services or products offered or demanded, a
by cash settlement. Arrangements for performance will client who has engaged in a course of dealings involving a
generally be relevant where, upon termination, a financial specific type of product or service beginning before the date
instrument requires the delivery of shares, bonds, a warrant, of application of Directive 2004/39/EC should be pre-
bullion or another instrument or commodity. sumed to have the necessary experience and knowledge in
order to understand the risks involved in relation to that
product or investment service. Where a client engages in a
(54) As regards collective investment undertakings covered by course of dealings of that kind through the services of an
Council Directive 85/611/EEC of 20 December 1985 on the investment firm, beginning after the date of application of
coordination of laws, regulations and administrative that Directive, the firm is not required to make a new
provisions relating to undertakings for collective invest- assessment on the occasion of each separate transaction. It
ment in transferable securities (UCITS) (!), it is not the complies with its duty under Article 19(5) of that Directive
purpose of this Directive to regulate the content of the provided that it makes the necessary assessment of
simplified prospectus as defined by Article 28 of Directive appropriateness before beginning that service.
85/611/EEC. No information should be added to the
simplified prospectus as a result of the implementation of
this Directive.
(60) A recommendation or request made, or advice given, by a
portfolio manager to a client to the effect that the client
(55 The simplified prospectus provides, notably, sufficient should give or alter a mandate to the portfolio manager
information in relation to the costs and associated charges that defines the limits of the portfolio manager’s discretion
in respect to the UCITS itself. However, investment firms should be considered a recommendation within the
distributing units in UCITS should additionally inform their meaning of Article 19(4) of Directive 2004/39/EC.
clients about all the other costs and associated charges
related to their provision of investment services in relation
to units in UCITS.
(61) For the purposes of determining whether a unit in a
collective investment undertaking which does not comply
(56) It is necessary to make different provision for the with the requirements of Directive 85/611/EC, that has
application of the suitability test in Article 19(4) of been authorised for marketing to the public, should be
Directive 2004/39/EC and the appropriateness test in considered as non-complex, the circumstances in which
Article 19(5) of that Directive. These tests have different valuation systems will be independent of the issuer should
scope with regards to the investment services to which they include where they are overseen by a depositary that is
relate, and have different functions and characteristics. regulated as a provider of depositary services in a Member
State.
(57) For the purposes of Article 19(4) of Directive 2004/39/EC,
a transaction may be unsuitable for the client or potential
client because of the risks of the financial instruments (62) Nothing in this Directive requires competent authorities to
involved, the type of transaction, the characteristics of the approve the content of the basic agreement between an
order or the frequency of the trading. A series of investment firm and its retail clients. However, neither does
transactions that are each suitable when viewed in isolation it prevent them from doing so, insofar as any such approval
may be unsuitable if the recommendation or the decisions is based only on the firm’s compliance with its obligations
to trade are made with a frequency that is not in the best under Directive 2004/39/EC to act honestly, fairly and
interests of the client. In the case of portfolio management, professionally in accordance with the best interests of its
a transaction might also be unsuitable if it would result in clients, and to establish a record that sets out the rights and
an unsuitable portfolio. obligations of investment firms and their clients, and the
other terms on which firms will provide services to their
clients.
(58) In accordance with Article 19(4) of Directive 2004/39/EC, a
firm is required to assess the suitability of investment
services and financial instruments to a client only when it is
providing investment advice or portfolio management to (63) The records an investment firm is required to keep should

()

that client. In the case of other investment services, the firm
is required by Article 19(5) of that Directive to assess the
appropriateness of an investment service or product for a
client, and then only if the product is not offered on an

OJ L 375, 31.12.1985, p. 3. Directive as last amended by Directive

2005/1/EC of the European Parliament and of the Council (O] L 79,
24.3.2005, p. 9).

be adapted to the type of business and the range of
investment services and activities performed, provided that
the record-keeping obligations set out in Directive 2004/
39/EC and this Directive are fulfilled. For the purposes of
the reporting obligations in respect of portfolio manage-
ment, a contingent liability transaction is one that involves
any actual or potential liability for the client that exceeds
the cost of acquiring the instrument.
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(64)

(66)

(68)

For the purposes of the provisions on reporting to clients, a
reference to the type of the order should be understood as
referring to its status as a limit order, market order, or other
specific type of order.

For the purposes of the provisions on reporting to clients, a
reference to the nature of the order should be understood
as referring to orders to subscribe for securities, or to
exercise an option, or similar client order.

When establishing its execution policy in accordance with
Article 21(2) of Directive 2004/39/EC, an investment firm
should determine the relative importance of the factors
mentioned in Article 21(1) of that Directive, or at least
establish the process by which it determines the relative
importance of these factors, so that it can deliver the best
possible result to its clients. In order to give effect to that
policy, an investment firm should select the execution
venues that enable it to obtain on a consistent basis the best
possible result for the execution of client orders. An
investment firm should apply its execution policy to each
client order that it executes with a view to obtaining the
best possible result for the client in accordance with that
policy. The obligation under Directive 2004/39/EC to take
all reasonable steps to obtain the best possible result for the
client should not be treated as requiring an investment firm
to include in its execution policy all available execution
venues.

For the purposes of ensuring that an investment firm
obtains the best possible result for the client when
executing a retail client order in the absence of specific
client instructions, the firm should take into consideration
all factors that will allow it to deliver the best possible result
in terms of the total consideration, representing the price of
the financial instrument and the costs related to execution.
Speed, likelihood of execution and settlement, the size and
nature of the order, market impact and any other implicit
transaction costs may be given precedence over the
immediate price and cost consideration only insofar as
they are instrumental in delivering the best possible result
in terms of the total consideration to the retail client.

When an investment firm executes an order following
specific instructions from the client, it should be treated as
having satisfied its best execution obligations only in
respect of the part or aspect of the order to which the client
instructions relate. The fact that the client has given specific
instructions which cover one part or aspect of the order
should not be treated as releasing the investment firm from
its best execution obligations in respect of any other parts
or aspects of the client order that are not covered by such
instructions. An investment firm should not induce a client
to instruct it to execute an order in a particular way, by
expressly indicating or implicitly suggesting the content of
the instruction to the client, when the firm ought

(69)

(70)

reasonably to know that an instruction to that effect is
likely to prevent it from obtaining the best possible result
for that client. However, this should not prevent a firm
inviting a client to choose between two or more
specified trading venues, provided that those venues are
consistent with the execution policy of the firm.

Dealing on own account with clients by an investment firm
should be considered as the execution of client orders, and
therefore subject to the requirements under Directive 2004/
39/EC and this Directive and, in particular, those obliga-
tions in relation to best execution. However, if an
investment firm provides a quote to a client and that quote
would meet the investment firm’s obligations under
Article 21(1) of Directive 2004/39/EC if the firm executed
that quote at the time the quote was provided, then the firm
will meet those same obligations if it executes its quote after
the client accepts it, provided that, taking into account the
changing market conditions and the time elapsed between
the offer and acceptance of the quote, the quote is not
manifestly out of date.

The obligation to deliver the best possible result when
executing client orders applies in relation to all types of
financial instruments. However, given the differences in
market structures or the structure of financial instruments,
it may be difficult to identify and apply a uniform standard
of and procedure for best execution that would be valid and
effective for all classes of instrument. Best execution
obligations should therefore be applied in a manner that
takes into account the different circumstances associated
with the execution of orders related to particular types of
financial instruments. For example, transactions involving a
customised OTC financial instrument that involve a unique
contractual relationship tailored to the circumstances of the
client and the investment firm may not be comparable for
best execution purposes with transactions involving shares
traded on centralised execution venues.

For the purposes of determining best execution when
executing retail client orders, the costs related to execution
should include an investment firm’s own commissions or
fees charged to the client for limited purposes, in cases
where more than one venue listed in the firm’s execution
policy is capable of executing a particular order. In such
cases, the firm's own commissions and costs for executing
the order on each of the eligible execution venues should be
taken into account in order to assess and compare the
results for the client that would be achieved by executing
the order on each such venue. However, it is not intended to
require a firm to compare the results that would be
achieved for its client on the basis of its own execution
policy and its own commissions and fees, with results that
might be achieved for the same client by any other
investment firm on the basis of a different execution policy
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(73)

(74)

(75)

(76)

(77)

or a different structure of commissions or fees. Nor is it
intended to require a firm to compare the differences in its
own commissions which are attributable to differences in
the nature of the services that the firm provides to clients.

The provisions of this Directive that provide that costs of
execution should include an investment firm's own
commissions or fees charged to the client for the provision
of an investment service should not apply for the purpose
of determining what execution venues must be included in
the firm’s execution policy for the purposes of Article 21(3)
of Directive 2004/39/EC.

It should be considered that an investment firm structures
or charges its commissions in a way which discriminates
unfairly between execution venues if it charges a different
commission or spread to clients for execution on different
execution venues and that difference does not reflect actual
differences in the cost to the firm of executing on those
venues.

The provisions of this Directive as to execution policy are
without prejudice to the general obligation of an invest-
ment firm under Article 21(4) of Directive 2004/39/EC to
monitor the effectiveness of its order execution arrange-
ments and policy and assess the venues in its execution
policy on a regular basis.

This Directive is not intended to require a duplication of
effort as to best execution between an investment firm
which provides the service of reception and transmission of
order or portfolio management and any investment firm to
which that investment firm transmits its orders for
execution.

The best execution obligation under Directive 2004/39/EC
requires investment firms to take all reasonable steps to
obtain the best possible result for their clients. The quality
of execution, which includes aspects such as the speed and
likelihood of execution (fill rate) and the availability and
incidence of price improvement, is an important factor in
the delivery of best execution. Availability, comparability
and consolidation of data related to execution quality
provided by the various execution venues is crucial in
enabling investment firms and investors to identify those
execution venues that deliver the highest quality of
execution for their clients. This Directive does not mandate
the publication by execution venues of their execution
quality data, as execution venues and data providers should
be permitted to develop solutions concerning the provision
of execution quality data. The Commission should submit a
report by 1 November 2008 on the market-led develop-
ments in this area with a view to assessing availability,
comparability and consolidation at a European level of
information concerning execution quality.

For the purposes of the provisions of this Directive
concerning client order handling, the reallocation of
transactions should be considered as detrimental to a client

(81)

if, as an effect of that reallocation, unfair precedence is
given to the investment firm or to any particular client.

Without prejudice to Directive 2003/6/EC, for the purposes
of the provisions of this Directive concerning client order
handling, client orders should not be treated as otherwise
comparable if they are received by different media and it
would not be practicable for them to be treated
sequentially. For the further purposes of those provisions,
any use by an investment firm of information relating to a
pending client order in order to deal on own account in the
financial instruments to which the client order relates, or in
related financial instruments, should be considered a
misuse of that information. However, the mere fact that
market makers or bodies authorised to act as counterparties
confine themselves to pursuing their legitimate business of
buying and selling financial instruments, or that persons
authorised to execute orders on behalf of third parties
confine themselves to carrying out an order dutifully,
should not in itself be deemed to constitute a misuse of
information.

Advice about financial instruments given in a newspaper,
journal, magazine or any other publication addressed to the
general public (including by means of the internet), or in
any television or radio broadcast, should not be considered
as a personal recommendation for the purposes of the
definition of ‘investment advice’ in Directive 2004/39/EC.

This Directive respects the fundamental rights and observes
the principles recognised in particular by the Charter of
Fundamental Rights of the European Union and in
particular by Article 11 thereof and Article 10 of the
European Convention on Human Rights. In this regard, this
Directive does not in any way prevent Member States from
applying their constitutional rules relating to freedom of
the press and freedom of expression in the media.

Generic advice about a type of financial instrument is not
investment advice for the purposes of Directive 2004/39/
EC, because this Directive specifies that, for the purposes of
Directive 2004/39/EC, investment advice is restricted to
advice on particular financial instruments. However, if an
investment firm provides generic advice to a client about a
type of financial instrument which it presents as suitable
for, or based on a consideration of the circumstances of,
that client, and that advice is not in fact suitable for the
client, or is not based on a consideration of his
circumstances, depending on the circumstances of the
particular case, the firm is likely to be acting in contra-
vention of Article 19(1) or (2) of Directive 2004/39/EC. In
particular, a firm which gives a client such advice would be
likely to contravene the requirement of Article 19(1) to act
honestly, fairly and professionally in accordance with the
best interests of its clients. Similarly or alternatively, such
advice would be likely to contravene the requirement of
Article 19(2) that information addressed by a firm to a
client should be fair, clear and not misleading.
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(82) Acts carried out by an investment firm that are preparatory
to the provision of an investment service or carrying out an
investment activity should be considered as an integral part
of that service or activity. This would include, for example,
the provision of generic advice by an investment firm to
clients or potential clients prior to or in the course of the
provision of investment advice or any other investment
service or activity.

(83) The provision of a general recommendation (that is, one
which is intended for distribution channels or the public)
about a transaction in a financial instrument or a type of
financial instrument constitutes the provision of an
ancillary service within Section B(5) of Annex I of Directive
2004/39/EC, and consequently Directive 2004/39/EC and
its protections apply to the provision of that recommenda-
tion.

(84) The Committee of European Securities Regulators, estab-
lished by Commission Decision 2001/527EC (}) has been
consulted for technical advice.

(85) The measures provided for in this Directive are in
accordance with the opinion of the European Securities
Committee,

HAS ADOPTED THIS DIRECTIVE:
CHAPTER 1
SCOPE AND DEFINITIONS
Article 1
Subject-matter and scope

1. This Directive lays down the detailed rules for the
implementation of Article 4(1)(4) and 4(2), Article 13(2) to (8),
Article 18, Article 19(1) to (6), Article 19(8), and Articles 21, 22
and 24 of Directive 2004/39/EC.

2. Chapter Il and Sections 1 to 4, Article 45 and Sections 6 and
8 of Chapter III and, to the extent they relate to those provisions,
Chapter I and Section 9 of Chapter IIl and Chapter IV of this
Directive shall apply to management companies in accordance
with Article 5(4) of Directive 85/611/EEC.

Article 2
Definitions

For the purposes of this Directive, the following definitions shall
apply:

(1) ‘distribution channels’ means distribution channels within
the meaning of Article 1(7) of Commission Directive 2003/
125[EC;

(2) ‘durable medium’ means any instrument which enables a
client to store information addressed personally to that

() OJ L 191, 13.7.2001, p. 43.

client in a way accessible for future reference for a period of
time adequate for the purposes of the information and
which allows the unchanged reproduction of the informa-
tion stored;

(3) ‘relevant person’ in relation to an investment firm, means
any of the following:

(@) a director, partner or equivalent, manager or tied
agent of the firm;

(b) a director, partner or equivalent, or manager of any
tied agent of the firm;

() an employee of the firm or of a tied agent of the firm,
as well as any other natural person whose services are
placed at the disposal and under the control of the
firm or a tied agent of the firm and who is involved in
the provision by the firm of investment services and
activities;

(d) a natural person who is directly involved in the
provision of services to the investment firm or to its
tied agent under an outsourcing arrangement for the
purpose of the provision by the firm of investment
services and activities;

(4) ‘financial analyst’ means a relevant person who produces
the substance of investment research;

(5) ‘group’, in relation to an investment firm, means the group
of which that firm forms a part, consisting of a parent
undertaking, its subsidiaries and the entities in which the
parent undertaking or its subsidiaries hold a participation,
as well as undertakings linked to each other by a
relationship within the meaning of Article 12(1) of Council
Directive 83/349/EEC on consolidated accounts (?);

(6) ‘outsourcing’ means an arrangement of any form between
an investment firm and a service provider by which that
service provider performs a process, a service or an activity
which would otherwise be undertaken by the investment
firm itself;

(7) ‘person with whom a relevant person has a family
relationship’ means any of the following:

(@) the spouse of the relevant person or any partner of
that person considered by national law as equivalent
to a spouse;

(b) a dependent child or stepchild of the relevant person;

(c) any other relative of the relevant person who has
shared the same household as that person for at least
one year on the date of the personal transaction
concerned;

() OJ No L 193, 18.7.1983, p. 1.

LME-002716



2.9.2006

Official Journal of the European Union

L 241/35

(8) ‘securities financing transaction’ has the meaning given in
Commission Regulation (EC) No 1287/2006 ();

(9) ‘senior management’ means the person or persons who
effectively direct the business of the investment firm as
referred to in Article 9(1) of Directive 2004/39/EC.

Article 3
Conditions applying to the provision of information

1. Where, for the purposes of this Directive, information is
required to be provided in a durable medium, Member States
shall permit investment firms to provide that information in a
durable medium other than on paper only if:

(@ the provision of that information in that medium is
appropriate to the context in which the business between
the firm and the client is, or is to be, carried on; and

(b) the person to whom the information is to be provided,
when offered the choice between information on paper or
in that other durable medium, specifically chooses the
provision of the information in that other medium.

2. Where, pursuant to Article 29, 30, 31, 32, 33 or 46(2) of
this Directive, an investment firm provides information to a
client by means of a website and that information is not
addressed personally to the client, Member States shall ensure
that the following conditions are satisfied:

(@ the provision of that information in that medium is
appropriate to the context in which the business between
the firm and the client is, or is to be, carried on;

(b) the client must specifically consent to the provision of that
information in that form;

(c) the client must be notified electronically of the address of
the website, and the place on the website where the
information may be accessed;

(d) the information must be up to date;

(¢) the information must be accessible continuously by means
of that website for such period of time as the client may
reasonably need to inspect it.

3. For the purposes of this Article, the provision of
information by means of electronic communications shall be
treated as appropriate to the context in which the business
between the firm and the client is, or is to be, carried on if there

(") See page 1 of this Official Journal.

is evidence that the client has regular access to the internet. The
provision by the client of an e-mail address for the purposes of
the carrying on of that business shall be treated as such evidence.

Article 4

Additional requirements on investment firms in certain
cases

1. Member States may retain or impose requirements addi-
tional to those in this Directive only in those exceptional cases
where such requirements are objectively justified and propor-
tionate so as to address specific risks to investor protection or to
market integrity that are not adequately addressed by this
Directive, and provided that one of the following conditions is
met:

(@) the specific risks addressed by the requirements are of
particular importance in the circumstances of the market
structure of that Member State;

(b) the requirement addresses risks or issues that emerge or
become evident after the date of application of this
Directive and that are not otherwise regulated by or under
Community measures.

2. Any requirements imposed under paragraph 1 shall not
restrict or otherwise affect the rights of investment firms under
Articles 31 and 32 of Directive 2004/39/EC.

3. Member States shall notify to the Commission:

(@) any requirement which it intends to retain in accordance
with paragraph 1 before the date of transposition of this
Directive; and

(b) any requirement which it intends to impose in accordance
with paragraph 1 at least one month before the date
appointed for that requirement to come into force.

In each case, the notification shall include a justification for that
requirement.

The Commission shall communicate to Member States and make
public on its website the notifications it receives in accordance

with this paragraph.

4. By 31 December 2009 the Commission shall report to the
European Parliament and the Council on the application of this
Article.
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CHAPTER II
ORGANISATIONAL REQUIREMENTS
SECTION 1
Organisation
Article 5
(Article 13(2) to (8) of Directive 2004/39/EC)
General organisational requirements

1. Member States shall require investment firms to comply
with the following requirements:

(@) to establish, implement and maintain decision-making
procedures and an organisational structure which clearly
and in documented manner specifies reporting lines and
allocates functions and responsibilities;

(b) to ensure that their relevant persons are aware of the
procedures which must be followed for the proper
discharge of their responsibilities;

(c) to establish, implement and maintain adequate internal
control mechanisms designed to secure compliance with
decisions and procedures at all levels of the investment
firm;

(d to employ personnel with the skills, knowledge and
expertise necessary for the discharge of the responsibilities
allocated to them;

(e) to establish, implement and maintain effective internal
reporting and communication of information at all relevant
levels of the investment firm;

(f) to maintain adequate and orderly records of their business
and internal organisation;

(@) to ensure that the performance of multiple functions by
their relevant persons does not and is not likely to prevent
those persons from discharging any particular function
soundly, honestly, and professionally.

Member States shall ensure that, for those purposes, investment
firms take into account the nature, scale and complexity of the
business of the firm, and the nature and range of investment
services and activities undertaken in the course of that business.

2. Member States shall require investment firms to establish,
implement and maintain systems and procedures that are
adequate to safeguard the security, integrity and confidentiality
of information, taking into account the nature of the informa-
tion in question.

3. Member States shall require investment firms to establish,
implement and maintain an adequate business continuity policy
aimed at ensuring, in the case of an interruption to their systems
and procedures, the preservation of essential data and functions,
and the maintenance of investment services and activities, or,
where that is not possible, the timely recovery of such data and
functions and the timely resumption of their investment services
and activities.

4. Member States shall require investment firms to establish,
implement and maintain accounting policies and procedures that
enable them, at the request of the competent authority, to deliver
in a timely manner to the competent authority financial reports
which reflect a true and fair view of their financial position and
which comply with all applicable accounting standards and rules.

5. Member States shall require investment firms to monitor
and, on a regular basis, to evaluate the adequacy and effectiveness
of their systems, internal control mechanisms and arrangements
established in accordance with paragraphs 1 to 4, and to take
appropriate measures to address any deficiencies.

Article 6

(Article 13(2) of Directive 2004/39/EC)

Compliance

1. Member States shall ensure that investment firms establish,
implement and maintain adequate policies and procedures
designed to detect any risk of failure by the firm to comply
with its obligations under Directive 2004/39/EC, as well as the
associated risks, and put in place adequate measures and
procedures designed to minimise such risk and to enable the
competent authorities to exercise their powers effectively under
that Directive.

Member States shall ensure that, for those purposes, investment
firms take into account the nature, scale and complexity of the
business of the firm, and the nature and range of investment
services and activities undertaken in the course of that business.

2. Member States shall require investment firms to establish
and maintain a permanent and effective compliance function
which operates independently and which has the following
responsibilities:

(@) to monitor and, on a regular basis, to assess the adequacy
and effectiveness of the measures and procedures put in
place in accordance with the first subparagraph of para-
graph 1, and the actions taken to address any deficiencies in
the firm’s compliance with its obligations;

(b) to advise and assist the relevant persons responsible for
carrying out investment services and activities to comply
with the firm’s obligations under Directive 2004/39/EC.
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3. In order to enable the compliance function to discharge its
responsibilities properly and independently, Member States shall
require investment firms to ensure that the following conditions
are satisfied:

(@) the compliance function must have the necessary authority,
resources, expertise and access to all relevant information;

(b) a compliance officer must be appointed and must be
responsible for the compliance function and for any
reporting as to compliance required by Article 9(2);

(c) the relevant persons involved in the compliance function
must not be involved in the performance of services or
activities they monitor;

(d) the method of determining the remuneration of the
relevant persons involved in the compliance function must
not compromise their objectivity and must not be likely to
do so.

However, an investment firm shall not be required to comply
with point (c) or point (d) if it is able to demonstrate that in view
of the nature, scale and complexity of its business, and the nature
and range of investment services and activities, the requirement
under that point is not proportionate and that its compliance
function continues to be effective.

Article 7
(second subparagraph of Article 13(5) of Directive 2004/39/EC)
Risk management

1. Member States shall require investment firms to take the
following actions:

(@ to establish, implement and maintain adequate risk
management policies and procedures which identify the
risks relating to the firm'’s activities, processes and systems,
and where appropriate, set the level of risk tolerated by the
firm;

(b) to adopt effective arrangements, processes and mechanisms
to manage the risks relating to the firm’s activities,
processes and systems, in light of that level of risk
tolerance;

(c) to monitor the following:

(i) the adequacy and effectiveness of the investment
firm’s risk management policies and procedures;

(ii) the level of compliance by the investment firm and its
relevant persons with the arrangements, processes and
mechanisms adopted in accordance with point (b);

(i) the adequacy and effectiveness of measures taken to
address any deficiencies in those policies, procedures,
arrangements, processes and mechanisms, including
failures by the relevant persons to comply with such
arrangements, processes and mechanisms or follow
such policies and procedures.

2. Member States shall require investment firms, where
appropriate and proportionate in view of the nature, scale and
complexity of their business and the nature and range of the
investment services and activities undertaken in the course of
that business, to establish and maintain a risk management
function that operates independently and carries out the
following tasks:

(a) implementation of the policy and procedures referred to in
paragraph 1;

(b) provision of reports and advice to senior management in
accordance with Article 9(2).

Where an investment firm is not required under the first sub-
paragraph to establish and maintain a risk management function
that functions independently, it must nevertheless be able to
demonstrate that the policies and procedures which it is has
adopted in accordance with paragraph 1 satisfy the requirements
of that paragraph and are consistently effective.

Article 8
(second subparagraph of Article 13(5) of Directive 2004/39/EC)
Internal audit

Member States shall require investment firms, where appropriate
and proportionate in view of the nature, scale and complexity of
their business and the nature and range of investment services
and activities undertaken in the course of that business, to
establish and maintain an internal audit function which is
separate and independent from the other functions and activities
of the investment firm and which has the following responsi-
bilities:

(@) to establish, implement and maintain an audit plan to
examine and evaluate the adequacy and effectiveness of the
investment firm’s systems, internal control mechanisms
and arrangements;

(b) to issue recommendations based on the result of work
carried out in accordance with point (a);

(c) to verify compliance with those recommendations;

(d) to report in relation to internal audit matters in accordance
with Article 9(2).

Article 9
(Article 13(2) of Directive 2004/39/EC)
Responsibility of senior management

1. Member States shall require investment firms, when
allocating functions internally, to ensure that senior manage-
ment, and, where appropriate, the supervisory function, are
responsible for ensuring that the firm complies with its
obligations under Directive 2004/39/EC.
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In particular, senior management and, where appropriate, the
supervisory function shall be required to assess and periodically
to review the effectiveness of the policies, arrangements and
procedures put in place to comply with the obligations under
Directive 2004/39/EC and to take appropriate measures to
address any deficiencies.

2. Member States shall require investment firms to ensure that
their senior management receive on a frequent basis, and at least
annually, written reports on the matters covered by Articles 6, 7
and 8 indicating in particular whether the appropriate remedial
measures have been taken in the event of any deficiencies.

3. Member States shall require investment firms to ensure that
the supervisory function, if any, receives on a regular basis
written reports on the same matters.

4. For the purposes of this Article, ‘supervisory function’
means the function within an investment firm responsible for
the supervision of its senior management.

Article 10
(Article 13(2) of Directive 2004/39/EC)
Complaints handling

Member States shall require investment firms to establish,
implement and maintain effective and transparent procedures for
the reasonable and prompt handling of complaints received from

retail clients or potential retail clients, and to keep a record of

each complaint and the measures taken for its resolution.
Article 11
(Article 13(2) of Directive 2004/39/EC)
Meaning of personal transaction

For the purposes of Article 12 and Article 25, personal
transaction means a trade in a financial instrument effected by
or on behalf of a relevant person, where at least one of the
following criteria are met:

(@) that relevant person is acting outside the scope of the
activities he carries out in that capacity;

(b) the trade is carried out for the account of any of the
following persons:

(i) the relevant person;

(i) any person with whom he has a family relationship, or
with whom he has close links;

(ili) a person whose relationship with the relevant person
is such that the relevant person has a direct or indirect
material interest in the outcome of the trade, other
than a fee or commission for the execution of the
trade.

Article 12

(Article 13(2) of Directive 2004/39/EC)

Personal transactions

1. Member States shall require investment firms to establish,
implement and maintain adequate arrangements aimed at
preventing the following activities in the case of any relevant
person who is involved in activities that may give rise to a
conflict of interest, or who has access to inside information
within the meaning of Article 1(1) of Directive 2003/6/EC or to
other confidential information relating to clients or transactions
with or for clients by virtue of an activity carried out by him on
behalf of the firm:

(@) entering into a personal transaction which meets at least
one of the following criteria:

(i) that person is prohibited from entering into it under
Directive 2003/6/EC;

(ii) it involves the misuse or improper disclosure of that
confidential information;

(iii) it conflicts or is likely to conflict with an obligation of
the investment firm under Directive 2004/39/EC;

(b) advising or procuring, other than in the proper course of
his employment or contract for services, any other person
to enter into a transaction in financial instruments which, if
a personal transaction of the relevant person, would be
covered by point (a) or Article 25(2)@) or (b) or
Article 47(3);

(o) without prejudice to Article 3(a) of Directive 2003/6/EC,
disclosing, other than in the normal course of his
employment or contract for services, any information or
opinion to any other person if the relevant person knows,
or reasonably ought to know, that as a result of that
disclosure that other person will or would be likely to take
either of the following steps:

(i) to enter into a transaction in financial instruments
which, if a personal transaction of the relevant person,
would be covered by point (a) or Article 25(2)(a) or (b)
or Article 47(3);

(i) to advise or procure another person to enter into such
a transaction.

2. The arrangements required under paragraph 1 must in
particular be designed to ensure that:

(@) each relevant person covered by paragraph 1 is aware of the
restrictions on personal transactions, and of the measures
established by the investment firm in connection with
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personal transactions and disclosure, in accordance with

paragraph 1;

(b) the firm is informed promptly of any personal transaction
entered into by a relevant person, either by notification of
that transaction or by other procedures enabling the firm to
identify such transactions;

In the case of outsourcing arrangements the investment
firm must ensure that the firm to which the activity is
outsourced maintains a record of personal transactions
entered into by any relevant person and provides that
information to the investment firm promptly on request.

¢) arecord is kept of the personal transaction notified to the
P p
firm or identified by it, including any authorisation or
prohibition in connection with such a transaction.

3. Paragraphs 1 and 2 shall not apply to the following kinds of
personal transaction:

(@ personal transactions effected under a discretionary
portfolio management service where there is no prior
communication in connection with the transaction
between the portfolio manager and the relevant person or
other person for whose account the transaction is executed;

(b) personal transactions in units in collective undertakings
that comply with the conditions necessary to enjoy the
rights conferred by Directive 85/611/EEC or are subject to
supervision under the law of a Member State which requires
an equivalent level of risk spreading in their assets, where
the relevant person and any other person for whose
account the transactions are effected are not involved in the
management of that undertaking.

SECTION 2

Outsourcing

Article 13

(Article 13(2) and first subparagraph of Article 13(5)
of Directive 2004/39/EC)

Meaning of critical and important operational functions

1. For the purposes of the first subparagraph of Article 13(5) of
Directive 2004/39/EC, an operational function shall be regarded
as critical or important if a defect or failure in its performance
would materially impair the continuing compliance of an
investment firm with the conditions and obligations of its
authorisation or its other obligations under Directive 2004/39/
EC, or its financial performance, or the soundness or the
continuity of its investment services and activities.

2. Without prejudice to the status of any other function, the
following functions shall not be considered as critical or
important for the purposes of paragraph 1:

(@) the provision to the firm of advisory services, and other
services which do not form part of the investment business
of the firm, including the provision of legal advice to the
firm, the training of personnel of the firm, billing services
and the security of the firm’s premises and personnel;

(b) the purchase of standardised services, including market
information services and the provision of price feeds.

Article 14

(Article 13(2) and first subparagraph of Article 13(5)
of Directive 2004/39/EC)

Conditions for outsourcing critical or important
operational functions or investment services or activities

1. Member States shall ensure that, when investment firms
outsource critical or important operational functions or any
investment services or activities, the firms remain fully
responsible for discharging all of their obligations under
Directive 2004/39/EC and comply, in particular, with the
following conditions:

(a) the outsourcing must not result in the delegation by senior
management of its responsibility;

(b) the relationship and obligations of the investment firm
towards its clients under the terms of Directive 2004/39/EC
must not be altered;

(c) the conditions with which the investment firm must
comply in order to be authorised in accordance with
Article 5 of Directive 2004/39/EC, and to remain so, must
not be undermined;

(d) none of the other conditions subject to which the firm’s
authorisation was granted must be removed or modified.

2. Member States shall require investment firms to exercise due
skill, care and diligence when entering into, managing or
terminating any arrangement for the outsourcing to a service
provider of critical or important operational functions or of any
investment services or activities.

Investment firms shall in particular take the necessary steps to
ensure that the following conditions are satisfied:

(@) the service provider must have the ability, capacity, and any
authorisation required by law to perform the outsourced
functions, services or activities reliably and professionally;

LME-002721



L 241/40

Official Journal of the European Union

2.9.2006

(b) the service provider must carry out the outsourced services
effectively, and to this end the firm must establish methods
for assessing the standard of performance of the service
provider;

(0 the service provider must properly supervise the carrying
out of the outsourced functions, and adequately manage the
risks associated with the outsourcing;

(d) appropriate action must be taken if it appears that the
service provider may not be carrying out the functions
effectively and in compliance with applicable laws and
regulatory requirements;

() the investment firm must retain the necessary expertise to
supervise the outsourced functions effectively and manage
the risks associated with the outsourcing and must
supervise those functions and manage those risks;

(f) the service provider must disclose to the investment firm
any development that may have a material impact on its
ability to carry out the outsourced functions effectively and
in compliance with applicable laws and regulatory require-
ments;

(@) the investment firm must be able to terminate the
arrangement for outsourcing where necessary without
detriment to the continuity and quality of its provision of
services to clients;

(h) the service provider must cooperate with the competent
authorities of the investment firm in connection with the
outsourced activities;

(i) the investment firm, its auditors and the relevant competent
authorities must have effective access to data related to the
outsourced activities, as well as to the business premises of
the service provider; and the competent authorities must be
able to exercise those rights of access;

()  the service provider must protect any confidential informa-
tion relating to the investment firm and its clients;

(k) the investment firm and the service provider must establish,
implement and maintain a contingency plan for disaster
recovery and periodic testing of backup facilities, where that
is necessary having regard to the function, service or
activity that has been outsourced.

3. Member States shall require the respective rights and
obligations of the investment firms and of the service provider
to be clearly allocated and set out in a written agreement.

4. Member States shall provide that, where the investment firm
and the service provider are members of the same group, the
investment firm may, for the purposes of complying with this
Article and Article 15, take into account the extent to which the

firm controls the service provider or has the ability to influence
its actions.

5. Member States shall require investment firms to make
available on request to the competent authority all information
necessary to enable the authority to supervise the compliance of
the performance of the outsourced activities with the require-
ments of this Directive.

Article 15

(Article 13(2) and first subparagraph of Article 13(5)
of Directive 2004/39/EC)

Service providers located in third countries

1. In addition to the requirements set out in Article 14,
Member States shall require that, where an investment firm
outsources the investment service of portfolio management
provided to retail clients to a service provider located in a third
country, that investment firm ensures that the following
conditions are satisfied:

(@) the service provider must be authorised or registered in its
home country to provide that service and must be subject
to prudential supervision;

(b) there must be an appropriate cooperation agreement
between the competent authority of the investment firm
and the supervisory authority of the service provider.

2. Where one or both of those conditions mentioned in
paragraph 1 are not satisfied, an investment firm may outsource
investment services to a service provider located in a third
country only if the firm gives prior notification to its competent
authority about the outsourcing arrangement and the competent
authority does not object to that arrangement within a
reasonable time following receipt of that notification.

3. Without prejudice to paragraph 2, Member States shall
publish or require competent authorities to publish a statement
of policy in relation to outsourcing covered by paragraph 2. That
statement shall set out examples of cases where the competent
authority would not, or would be likely not to, object to an
outsourcing under paragraph 2 where one or both of the
conditions in points (a) and (b) of paragraph 1 are not met. It
shall include a clear explanation as to why the competent
authority considers that in such cases outsourcing would not
impair the ability of investment firms to fulfil their obligations
under Article 14.

4. Nothing in this article limits the obligations on investment
firms to comply with the requirements in Article 14.

5. Competent authorities shall publish a list of the supervisory
authorities in third countries with which they have cooperation
agreements that are appropriate for the purposes of point (b) of
paragraph 1.
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SECTION 3

Safeguarding of client assets

Article 16

(Article 13(7) and (8) of Directive 2004/39/EC)

Safeguarding of client financial instruments and funds

1. Member States shall require that, for the purposes of
safeguarding clients’ rights in relation to financial instruments
and funds belonging to them, investment firms comply with the
following requirements:

(@) they must keep such records and accounts as are necessary
to enable them at any time and without delay to distinguish
assets held for one client from assets held for any other
client, and from their own assets;

(b) they must maintain their records and accounts in a way that
ensures their accuracy, and in particular their correspon-
dence to the financial instruments and funds held for
clients;

() they must conduct, on a regular basis, reconciliations
between their internal accounts and records and those of
any third parties by whom those assets are held;

(d) they must take the necessary steps to ensure that any client
financial instruments deposited with a third party, in
accordance with Article 17, are identifiable separately from
the financial instruments belonging to the investment firm
and from financial instruments belonging to that third
party, by means of differently titled accounts on the books
of the third party or other equivalent measures that achieve
the same level of protection;

(¢) they must take the necessary steps to ensure that client
funds deposited, in accordance with Article 18, in a central
bank, a credit institution or a bank authorised in a third
country or a qualifying money market fund are held in an
account or accounts identified separately from any accounts
used to hold funds belonging to the investment firm;

(f) they must introduce adequate organisational arrangements
to minimise the risk of the loss or diminution of client
assets, or of rights in connection with those assets, as a
result of misuse of the assets, fraud, poor administration,
inadequate record-keeping or negligence.

2. If, for reasons of the applicable law, including in particular
the law relating to property or insolvency, the arrangements
made by investment firms in compliance with paragraph 1 to

safeguard clients’ rights are not sufficient to satisfy the
requirements of Article 13(7) and (8) of Directive 2004/39/EC,
Member States shall prescribe the measures that investment
firms must take in order to comply with those obligations.

3. If the applicable law of the jurisdiction in which the client
funds or financial instruments are held prevents investment
firms from complying with points (d) or (e) of paragraph 1,
Member States shall prescribe requirements which have an
equivalent effect in terms of safeguarding clients’ rights.

Article 17

(Article 13(7) of Directive 2004/39/EC)

Depositing client financial instruments

1. Member States shall permit investment firms to deposit
financial instruments held by them on behalf of their clients into
an account or accounts opened with a third party provided that
the firms exercise all due skill, care and diligence in the selection,
appointment and periodic review of the third party and of the
arrangements for the holding and safekeeping of those financial
instruments.

In particular, Member States shall require investment firms to
take into account the expertise and market reputation of the
third party as well as any legal requirements or market practices
related to the holding of those financial instruments that could
adversely affect clients’ rights.

2. Member States shall ensure that, if the safekeeping of
financial instruments for the account of another person is subject
to specific regulation and supervision in a jurisdiction where an
investment firm proposes to deposit client financial instruments
with a third party, the investment firm does not deposit those
financial instruments in that jurisdiction with a third party which
is not subject to such regulation and supervision.

3. Member States shall ensure that investment firms do not
deposit financial instruments held on behalf of clients with a
third party in a third country that does not regulate the holding
and safekeeping of financial instruments for the account of
another person unless one of the following conditions is met:

(@) the nature of the financial instruments or of the investment
services connected with those instruments requires them to
be deposited with a third party in that third country;

(b) where the financial instruments are held on behalf of a
professional client, that client requests the firm in writing to
deposit them with a third party in that third country.
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Article 18
(Article 13(8) of Directive 2004/39/EC)
Depositing client funds

1. Member States shall require investment firms, on receiving
any client funds, promptly to place those funds into one or more
accounts opened with any of the following:

(a) a central bank;

(b) a credit institution authorised in accordance with Directive
2000/12[EC;

(c) a bank authorised in a third country;
(d) a qualifying money market fund.

The first subparagraph shall not apply to a credit institution
authorised under Directive 2006/48/EC of the European
Parliament and of the Council of 14 June 2006 relating to the
taking up and pursuit of the business of credit institutions
(recast) (') 0 in relation to deposits within the meaning of that
Directive held by that institution.

2. For the purposes of point (d) of paragraph 1, and of
Article 16(1)(e), a ‘qualifying money market fund’ means a
collective investment undertaking authorised under Directive 85/
611/EEC, or which is subject to supervision and, if applicable,
authorised by an authority under the national law of a Member
State, and which satisfies the following conditions:

(a) its primary investment objective must be to maintain the
net asset value of the undertaking either constant at par (net
of earnings), or at the value of the investors initial capital
plus earnings;

(b) it must, with a view to achieving that primary investment
objective, invest exclusively in high quality money market
instruments with a maturity or residual maturity of no
more than 397 days, or regular yield adjustments consistent
with such a maturity, and with a weighted average maturity
of 60 days. It may also achieve this objective by investing
on an ancillary basis in deposits with credit institutions;

(c) it must provide liquidity through same day or next day
settlement.

For the purposes of point (b), a money market instrument shall
be considered to be of high quality if it has been awarded the
highest available credit rating by each competent rating agency
which has rated that instrument. An instrument that is not rated
by any competent rating agency shall not be considered to be of

high quality.

For the purposes of the second subparagraph, a rating agency
shall be considered to be competent if it issues credit ratings in

() OJL 177, 30.6.2006, p. 1.

respect of money market funds regularly and on a professional
basis and is an eligible ECAI within the meaning of Article 81(1)
of Directive 2006/48/EC.

3. Member States shall require that, where investment firms do
not deposit client funds with a central bank, they exercise all due
skill, care and diligence in the selection, appointment and
periodic review of the credit institution, bank or money market
fund where the funds are placed and the arrangements for the
holding of those funds.

Member States shall ensure, in particular, that investment firms
take into account the expertise and market reputation of such
institutions or money market funds with a view to ensuring the
protection of clients’ rights, as well as any legal or regulatory
requirements or market practices related to the holding of client
funds that could adversely affect clients’ rights.

Member States shall ensure that clients have the right to oppose
the placement of their funds in a qualifying money market fund.

Article 19

(Article 13(7) of Directive 2004/39/EC)

Use of client financial instruments

1. Member States shall not allow investment firms to enter into
arrangements for securities financing transactions in respect of
financial instruments held by them on behalf of a client, or
otherwise use such financial instruments for their own account
or the account of another client of the firm, unless the following
conditions are met:

(@) the client must have given his prior express consent to the
use of the instruments on specified terms, as evidenced, in
the case of a retail client, by his signature or equivalent
alternative mechanism;

(b) the use of that client’s financial instruments must be
restricted to the specified terms to which the client
consents.

2. Member States may not allow investment firms to enter into
arrangements for securities financing transactions in respect of
financial instruments which are held on behalf of a client in an
omnibus account maintained by a third party, or otherwise use
financial instruments held in such an account for their own
account or for the account of another client unless, in addition to
the conditions set out in paragraph 1, at least one of the
following conditions is met:

(@) each client whose financial instruments are held together in
an omnibus account must have given prior express consent
in accordance with point (a) of paragraph 1;
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(b) the investment firm must have in place systems and
controls which ensure that only financial instruments
belonging to clients who have given prior express consent
in accordance with point (a) of paragraph 1 are so used.

The records of the investment firm shall include details of the
client on whose instructions the use of the financial instruments
has been effected, as well as the number of financial instruments
used belonging to each client who has given his consent, so as to
enable the correct allocation of any loss.

Article 20
(Article 13(7) and (8) of Directive 2004/39/EC)
Reports by external auditors

Member States shall require investment firms to ensure that their
external auditors report at least annually to the competent
authority of the home Member State of the firm on the adequacy
of the firm’s arrangements under Articles 13(7) and (8) of
Directive 2004/39/EC and this Section.

SECTION 4
Conflicts of interest
Article 21
(Articles 13(3) and 18 of Directive 2004/39/EC)
Conflicts of interest potentially detrimental to a client

Member States shall ensure that, for the purposes of identifying
the types of conflict of interest that arise in the course of
providing investment and ancillary services or a combination
thereof and whose existence may damage the interests of a client,
investment firms take into account, by way of minimum criteria,
the question of whether the investment firm or a relevant person,
or a person directly or indirectly linked by control to the firm, is
in any of the following situations, whether as a result of
providing investment or ancillary services or investment
activities or otherwise:

(@) the firm or that person is likely to make a financial gain, or
avoid a financial loss, at the expense of the client;

(b) the firm or that person has an interest in the outcome of a
service provided to the client or of a transaction carried out
on behalf of the client, which is distinct from the client’s
interest in that outcome;

(c) the firm or that person has a financial or other incentive to
favour the interest of another client or group of clients over
the interests of the client;

(d) the firm or that person carries on the same business as the
client;

(¢) the firm or that person receives or will receive from a
person other than the client an inducement in relation to a
service provided to the client, in the form of monies, goods
or services, other than the standard commission or fee for
that service.

Article 22

(Articles 13(3) and 18(1) of Directive 2004/39/EC)

Conflicts of interest policy

1. Member States shall require investment firms to establish,
implement and maintain an effective conflicts of interest policy
set out in writing and appropriate to the size and organisation of
the firm and the nature, scale and complexity of its business.

Where the firm is a member of a group, the policy must also take
into account any circumstances, of which the firm is or should
be aware, which may give rise to a conflict of interest arising as a
result of the structure and business activities of other members of
the group.

2. The conflicts of interest policy established in accordance
with paragraph 1 shall include the following content:

(@) it must identify, with reference to the specific investment
services and activities and ancillary services carried out by
or on behalf of the investment firm, the circumstances
which constitute or may give rise to a conflict of interest
entailing a material risk of damage to the interests of one or
more clients;

(b) it must specify procedures to be followed and measures to
be adopted in order to manage such conflicts.

3. Member States shall ensure that the procedures and
measures provided for in paragraph 2(b) are designed to ensure
that relevant persons engaged in different business activities
involving a conflict of interest of the kind specified in
paragraph 2(a) carry on those activities at a level of independence
appropriate to the size and activities of the investment firm and
of the group to which it belongs, and to the materiality of the
risk of damage to the interests of clients.

For the purposes of paragraph 2(b), the procedures to be
followed and measures to be adopted shall include such of the
following as are necessary and appropriate for the firm to ensure
the requisite degree of independence:

(a) effective procedures to prevent or control the exchange of
information between relevant persons engaged in activities
involving a risk of a conflict of interest where the exchange
of that information may harm the interests of one or more
clients;
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(b) the separate supervision of relevant persons whose
principal functions involve carrying out activities on behalf
of, or providing services to, clients whose interests may
conflict, or who otherwise represent different interests that
may conflict, including those of the firm;

(0 the removal of any direct link between the remuneration of
relevant persons principally engaged in one activity and the
remuneration of, or revenues generated by, different
relevant persons principally engaged in another activity,
where a conflict of interest may arise in relation to those
activities;

(d) measures to prevent or limit any person from exercising
inappropriate influence over the way in which a relevant
person carries out investment or ancillary services or
activities;

() measures to prevent or control the simultaneous or
sequential involvement of a relevant person in separate
investment or ancillary services or activities where such
involvement may impair the proper management of
conflicts of interest.

If the adoption or the practice of one or more of those measures
and procedures does not ensure the requisite degree of
independence, Member States shall require investment firms to
adopt such alternative or additional measures and procedures as
are necessary and appropriate for those purposes.

4. Member States shall ensure that disclosure to clients,
pursuant to Article 18(2) of Directive 2004/39/EC, is made in
a durable medium and includes sufficient detail, taking into
account the nature of the client, to enable that client to take an
informed decision with respect to the investment or ancillary
service in the context of which the conflict of interest arises.

Article 23

(Article 13(6) of Directive 2004/39/EC)

Record of services or activities giving rise to detrimental
conflict of interest

Member States shall require investment firms to keep and
regularly to update a record of the kinds of investment or
ancillary service or investment activity carried out by or on
behalf of the firm in which a conflict of interest entailing a
material risk of damage to the interests of one or more clients
has arisen or, in the case of an ongoing service or activity, may
arise.

Article 24

(Article 19(2) of Directive 2004/39/EC)

Investment research

1. For the purposes of Article 25, ‘investment research’ means
research or other information recommending or suggesting an
investment strategy, explicitly or implicitly, concerning one or
several financial instruments or the issuers of financial
instruments, including any opinion as to the present or future
value or price of such instruments, intended for distribution
channels or for the public, and in relation to which the following
conditions are met:

(@) it is labelled or described as investment research or in
similar terms, or is otherwise presented as an objective or
independent explanation of the matters contained in the
recommendation;

(b) if the recommendation in question were made by an
investment firm to a client, it would not constitute the
provision of investment advice for the purposes of
Directive 2004/39/EC.

2. A recommendation of the type covered by Article 1(3) of
Directive 2003/125/EC but relating to financial instruments as
defined in Directive 2004/39/EC that does not meet the
conditions set out in paragraph 1 shall be treated as a marketing
communication for the purposes of Directive 2004/39/EC and
Member States shall require any investment firm that produces
or disseminates the recommendation to ensure that it is clearly
identified as such.

Additionally, Member States shall require those firms to ensure
that any such recommendation contains a clear and prominent
statement that (or, in the case of an oral recommendation, to the
effect that) it has not been prepared in accordance with legal
requirements designed to promote the independence of invest-
ment research, and that it is not subject to any prohibition on
dealing ahead of the dissemination of investment research.

Article 25

(Article 13(3) of Directive 2004/39/EC)

Additional organisational requirements where a firm
produces and disseminates investment research

1. Member States shall require investment firms which
produce, or arrange for the production of, investment research
that is intended or likely to be subsequently disseminated to
clients of the firm or to the public, under their own
responsibility or that of a member of their group, to ensure
the implementation of all the measures set out in Article 22(3) in
relation to the financial analysts involved in the production of
the investment research and other relevant persons whose
responsibilities or business interests may conflict with the
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interests of the persons to whom the investment research is
disseminated.

2. Member States shall require investment firms covered by
paragraph 1 to have in place arrangements designed to ensure
that the following conditions are satisfied:

(@) financial analysts and other relevant persons must not
undertake personal transactions or trade, other than as
market makers acting in good faith and in the ordinary
course of market making or in the execution of an
unsolicited client order, on behalf of any other person,
including the investment firm, in financial instruments to
which investment research relates, or in any related
financial instruments, with knowledge of the likely timing
or content of that investment research which is not publicly
available or available to clients and cannot readily be
inferred from information that is so available, until the
recipients of the investment research have had a reasonable
opportunity to act on it;

(b) in circumstances not covered by point (a), financial analysts
and any other relevant persons involved in the production
of investment research must not undertake personal
transactions in financial instruments to which the invest-
ment research relates, or in any related financial instru-
ments, contrary to current recommendations, except in
exceptional circumstances and with the prior approval of a
member of the firm’s legal or compliance function;

(c) the investment firms themselves, financial analysts, and
other relevant persons involved in the production of the
investment research must not accept inducements from
those with a material interest in the subject-matter of the
investment research;

(d) the investment firms themselves, financial analysts, and
other relevant persons involved in the production of the
investment research must not promise issuers favourable
research coverage;

() issuers, relevant persons other than financial analysts, and
any other persons must not before the dissemination of
investment research be permitted to review a draft of the
investment research for the purpose of verifying the
accuracy of factual statements made in that research, or
for any other purpose other than verifiying compliance
with the firm’s legal obligations, if the draft includes a
recommendation or a target price.

For the purposes of this paragraph, ‘related financial instrument’
means a financial instrument the price of which is closely
affected by price movements in another financial instrument
which is the subject of investment research, and includes a
derivative on that other financial instrument.

3. Member States shall exempt investment firms which
disseminate investment research produced by another person
to the public or to clients from complying with paragraph 1 if
the following criteria are met:

(@) the person that produces the investment research is not a
member of the group to which the investment firm

belongs;

(b) the investment firm does not substantially alter the
recommendations within the investment research;

(c) the investment firm does not present the investment
research as having been produced by it;

(d) the investment firm verifies that the producer of the
research is subject to requirements equivalent to the
requirements under this Directive in relation to the
production of that research, or has established a policy
setting such requirements.

CHAPTER III
OPERATING CONDITIONS FOR INVESTMENT FIRMS
SECTION 1
Inducements
Article 26
(Article 19(1) of Directive 2004/39/EC)
Inducements

Member States shall ensure that investment firms are not
regarded as acting honestly, fairly and professionally in
accordance with the best interests of a client if, in relation to
the provision of an investment or ancillary service to the client,
they pay or are paid any fee or commission, or provide or are
provided with any non-monetary benefit, other than the
following:

(@ a fee, commission or non-monetary benefit paid or
provided to or by the client or a person on behalf of the
client;

(b) a fee, commission or non-monetary benefit paid or
provided to or by a third party or a person acting on
behalf of a third party, where the following conditions are
satisfied:

() the existence, nature and amount of the fee,
commission or benefit, or, where the amount cannot
be ascertained, the method of calculating that amount,
must be clearly disclosed to the client, in a manner
that is comprehensive, accurate and understandable,
prior to the provision of the relevant investment or
ancillary service;
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(i) the payment of the fee or commission, or the
provision of the non-monetary benefit must be
designed to enhance the quality of the relevant service
to the client and not impair compliance with the
firm’s duty to act in the best interests of the client;

(c) proper fees which enable or are necessary for the provision
of investment services, such as custody costs, settlement
and exchange fees, regulatory levies or legal fees, and which,
by their nature, cannot give rise to conflicts with the firm’s
duties to act honestly, fairly and professionally in
accordance with the best interests of its clients.

Member States shall permit an investment firm, for the purposes
of point (b)(i), to disclose the essential terms of the arrangements
relating to the fee, commission or non-monetary benefit in
summary form, provided that it undertakes to disclose further
details at the request of the client and provided that it honours
that undertaking.

SECTION 2
Information to clients and potential clients
Article 27
(Article 19(2) of Directive 2004/39/EC)

Conditions with which information must comply in order
to be fair, clear and not misleading

1. Member States shall require investment firms to ensure that
all information they address to, or disseminate in such a way that
it is likely to be received by, retail clients or potential retail
clients, including marketing communications, satisfies the
conditions laid down in paragraphs 2 to 8.

2. The information referred to in paragraph 1 shall include the
name of the investment firm.

It shall be accurate and in particular shall not emphasise any
potential benefits of an investment service or financial instru-
ment without also giving a fair and prominent indication of any
relevant risks.

It shall be sufficient for, and presented in a way that is likely to be
understood by, the average member of the group to whom it is
directed, or by whom it is likely to be received.

It shall not disguise, diminish or obscure important items,
statements or warnings.

3. Where the information compares investment or ancillary
services, financial instruments, or persons providing investment
or ancillary services, the following conditions shall be satisfied:

(@) the comparison must be meaningful and presented in a fair
and balanced way;

(b) the sources of the information used for the comparison
must be specified;

(c) the key facts and assumptions used to make the comparison
must be included.

4. Where the information contains an indication of past
performance of a financial instrument, a financial index or an
investment service, the following conditions shall be satisfied:

(@) that indication must not be the most prominent feature of
the communication;

(b) the information must include appropriate performance
information which covers the immediately preceding 5
years, or the whole period for which the financial
instrument has been offered, the financial index has been
established, or the investment service has been provided if
less than five years, or such longer period as the firm may
decide, and in every case that performance information
must be based on complete 12-month periods;

(c) the reference period and the source of information must be
clearly stated;

(d) the information must contain a prominent warning that the
figures refer to the past and that past performance is not a
reliable indicator of future results;

(¢) where the indication relies on figures denominated in a
currency other than that of the Member State in which the
retail client or potential retail client is resident, the currency
must be clearly stated, together with a warning that the
return may increase or decrease as a result of currency
fluctuations;

(f) where the indication is based on gross performance, the
effect of commissions, fees or other charges must be
disclosed.

5. Where the information includes or refers to simulated past
performance, it must relate to a financial instrument or a
financial index, and the following conditions shall be satisfied:

(@) the simulated past performance must be based on the actual
past performance of one or more financial instruments or
financial indices which are the same as, or underlie, the
financial instrument concerned;

(b) in respect of the actual past performance referred to in
point (a), the conditions set out in points (a) to (), (¢) and
(f) of paragraph 4 must be complied with;

(c) the information must contain a prominent warning that the
figures refer to simulated past performance and that past
performance is not a reliable indicator of future perfor-
mance.
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6. Where the information contains information on future
performance, the following conditions shall be satisfied:

(a) the information must not be based on or refer to simulated
past performance;

(b) it must be based on reasonable assumptions supported by
objective data;

(c) where the information is based on gross performance, the
effect of commissions, fees or other charges must be
disclosed;

(d) it must contain a prominent warning that such forecasts are
not a reliable indicator of future performance.

7. Where the information refers to a particular tax treatment, it
shall prominently state that the tax treatment depends on the
individual circumstances of each client and may be subject to
change in the future.

8. The information shall not use the name of any competent
authority in such a way that would indicate or suggest
endorsement or approval by that authority of the products or
services of the investment firm.

Article 28

(Article 19(3) of Directive 2004/39/EC)

Information concerning client categorisation

1. Member States shall ensure that investment firms notify new
clients, and existing clients that the investment firm has newly
categorised as required by Directive 2004/39/EC, of their
categorisation as a retail client, a professional client or an
eligible counterparty in accordance with that Directive.

2. Member States shall ensure that investment firms inform
clients in a durable medium about any right that client has to
request a different categorisation and about any limitations to the
level of client protection that it would entail.

3. Member States shall permit investment firms, either on their
own initiative or at the request of the client concerned:

(a) to treat as a professional or retail client a client that might
otherwise be classified as an eligible counterparty pursuant
to Article 24(2) of Directive 2004/39/EC;

(b) to treat as a retail client a client that is considered as a
professional client pursuant to Section I of Annex II to
Directive 2004/39/EC.

Article 29
(Article 19(3) of Directive 2004/39/EC)
General requirements for information to clients

1. Member States shall require investment firms, in good time
before a retail client or potential retail client is bound by any
agreement for the provision of investment services or ancillary
services or before the provision of those services, whichever is
the earlier, to provide that client or potential client with the
following information:

(@) the terms of any such agreement;

(b) the information required by Article 30 relating to that
agreement or to those investment or ancillary services.

2. Member States shall require investment firms, in good time
before the provision of investment services or ancillary services
to retail clients or potential retail clients, to provide the
information required under Articles 30 to 33.

3. Member States shall require investment firms to provide
professional clients with the information referred to in Article 32
(5) and (6) in good time before the provision of the service
concerned.

4. The information referred to in paragraphs 1 to 3 shall be
provided in a durable medium or by means of a website (where
that does not constitute a durable medium) provided that the
conditions specified in Article 3(2) are satisfied.

5. By way of exception to paragraphs 1 and 2, Member States
shall permit investment firms, in the following circumstances, to
provide the information required under paragraph 1 to a retail
client immediately after that client is bound by any agreement
for the provision of investment services or ancillary services, and
the information required under paragraph 2 immediately after
starting to provide the service:

(@ the firm was unable to comply with the time limits
specified in paragraphs 1 and 2 because, at the request of
the client, the agreement was concluded using a means of
distance communication which prevents the firm from
providing the information in accordance with paragraph 1
or 2;

(b) in any case where Article 3(3) of Directive 2002/65/EC of
the European Parliament and of the Council of 23 Sep-
tember 2002 concerning the distance marketing of
consumer financial services and amending Council Direc-
tive 90/619/EEC and Directives 97/7/EC and 98/27/[EC (})
does not otherwise apply, the investment firm complies
with the requirements of that Article in relation to the retail
client or potential retail client, as if that client or potential
client were a ‘consumer’ and the investment firm were a
‘supplier’ within the meaning of that Directive.

) OJ L 271, 9.10.2002, p. 16.
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6. Member State shall ensure that investment firms notify a
client in good time about any material change to the information
provided under Articles 30 to 33 which is relevant to a service
that the firm is providing to that client. That notification shall be
given in a durable medium if the information to which it relates
is given in a durable medium.

7. Member States shall require investment firms to ensure that
information contained in a marketing communication is
consistent with any information the firm provides to clients in
the course of carrying on investment and ancillary services.

8. Member States shall ensure that, where a marketing
communication contains an offer or invitation of the following
nature and specifies the manner of response or includes a form
by which any response may be made, it includes such of the
information referred to in Articles 30 to 33 as is relevant to that
offer or invitation:

(@) an offer to enter into an agreement in relation to a financial
instrument or investment service or ancillary service with
any person who responds to the communication;

(b) an invitation to any person who responds to the
communication to make an offer to enter into an
agreement in relation to a financial instrument or
investment service or ancillary service.

However, the first subparagraph shall not apply if, in order to
respond to an offer or invitation contained in the marketing
communication, the potential retail client must refer to another
document or documents, which, alone or in combination,
contain that information.

Article 30
(first indent of Article 19(3) of Directive 2004/39/EC)

Information about the investment firm and its services for
retail clients and potential retail clients

1. Member States shall require investment firms to provide
retail clients or potential retail clients with the following general
information, where relevant:

(@) the name and address of the investment firm, and the
contact details necessary to enable clients to communicate
effectively with the firm;

(b) the languages in which the client may communicate with
the investment firm, and receive documents and other
information from the firm;

(c) the methods of communication to be used between the
investment firm and the client including, where relevant,
those for the sending and reception of orders;

(d) a statement of the fact that the investment firm is
authorised and the name and contact address of the
competent authority that has authorised it;

(¢) where the investment firm is acting through a tied agent, a
statement of this fact specifying the Member State in which
that agent is registered;

(f) the nature, frequency and timing of the reports on the
performance of the service to be provided by the
investment firm to the client in accordance with
Article 19(8) of Directive 2004/39/EC;

(g) if the investment firm holds client financial instruments or
client funds, a summary description of the steps which it
takes to ensure their protection, including summary details
of any relevant investor compensation or deposit guarantee
scheme which applies to the firm by virtue of its activities
in a Member State;

(h) a description, which may be provided in summary form, of
the conflicts of interest policy maintained by the firm in
accordance with Article 22;

(i) at any time that the client requests it, further details of that
conflicts of interest policy in a durable medium or by
means of a website (where that does not constitute a
durable medium) provided that the conditions specified in
Article 3(2) are satisfied.

2. Member States shall ensure that, when providing the service
of portfolio management, investment firms establish an appro-
priate method of evaluation and comparison such as a
meaningful benchmark, based on the investment objectives of
the client and the types of financial instruments included in the
client portfolio, so as to enable the client for whom the service is
provided to assess the firm’s performance.

3. Member States shall require that where investment firms
propose to provide portfolio management services to a retail
client or potential retail client, they provide the client, in addition
to the information required under paragraph 1, with such of the
following information as is applicable:

(@) information on the method and frequency of valuation of
the financial instruments in the client portfolio;

(b) details of any delegation of the discretionary management
of all or part of the financial instruments or funds in the
client portfolio;

() a specification of any benchmark against which the
performance of the client portfolio will be compared;

(d) the types of financial instrument that may be included in
the client portfolio and types of transaction that may be
carried out in such instruments, including any limits;

(¢) the management objectives, the level of risk to be reflected
in the manager’s exercise of discretion, and any specific
constraints on that discretion.
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Article 31
(second indent of Article 19(3) of Directive 2004/39/EC)
Information about financial instruments

1. Member States shall require investment firms to provide
clients or potential clients with a general description of the
nature and risks of financial instruments, taking into account, in
particular, the client’s categorisation as either a retail client or a
professional client. That description must explain the nature of
the specific type of instrument concerned, as well as the risks
particular to that specific type of instrument in sufficient detail
to enable the client to take investment decisions on an informed
basis.

2. The description of risks shall include, where relevant to the
specific type of instrument concerned and the status and level of
knowledge of the client, the following elements:

(@) the risks associated with that type of financial instrument
including an explanation of leverage and its effects and the
risk of losing the entire investment;

(b) the volatility of the price of such instruments and any
limitations on the available market for such instruments;

(c) the fact that an investor might assume, as a result of
transactions in such instruments, financial commitments
and other additional obligations, including contingent
liabilities, additional to the cost of acquiring the instru-
ments;

(d) any margin requirements or similar obligations, applicable
to instruments of that type.

Member States may specify the precise terms, or the contents, of
the description of risks required under this paragraph.

3. If an investment firm provides a retail client or potential
retail client with information about a financial instrument that is
the subject of a current offer to the public and a prospectus has
been published in connection with that offer in accordance with
Directive 2003/71/EC, that firm shall inform the client or
potential client where that prospectus is made available to the
public.

4. Where the risks associated with a financial instrument
composed of two or more different financial instruments or
services are likely to be greater than the risks associated with any
of the components, the investment firm shall provide an
adequate description of the components of that instrument and
the way in which its interaction increases the risks.

5. In the case of financial instruments that incorporate a
guarantee by a third party, the information about the guarantee
shall include sufficient detail about the guarantor and the
guarantee to enable the retail client or potential retail client to
make a fair assessment of the guarantee.

Article 32

(first indent of Article 19(3) of Directive 2004/39/EC)

Information requirements concerning safeguarding of client
financial instruments or client funds

1. Member States shall ensure that, where investment firms
hold financial instruments or funds belonging to retail clients,
they provide those retail clients or potential retail clients with
such of the information specified in paragraphs 2 to 7 as is
relevant.

2. The investment firm shall inform the retail client or
potential retail client where the financial instruments or funds
of that client may be held by a third party on behalf of the
investment firm and of the responsibility of the investment firm
under the applicable national law for any acts or omissions of the
third party and the consequences for the client of the insolvency

of the third party.

3. Where financial instruments of the retail client or potential
retail client may, if permitted by national law, be held in an
omnibus account by a third party, the investment firm shall
inform the client of this fact and shall provide a prominent
warning of the resulting risks.

4. The investment firm shall inform the retail client or
potential retail client where it is not possible under national
law for client financial instruments held with a third party to be
separately identifiable from the proprietary financial instruments
of that third party or of the investment firm and shall provide a
prominent warning of the resulting risks.

5. The investment firm shall inform the client or potential
client where accounts that contain financial instruments or funds
belonging to that client or potential client are or will be subject
to the law of a jurisdiction other than that of a Member State and
shall indicate that the rights of the client or potential client
relating to those financial instruments or funds may differ
accordingly.

6. An investment firm shall inform the client about the
existence and the terms of any security interest or lien which the
firm has or may have over the client’s financial instruments or
funds, or any right of set-off it holds in relation to those
instruments or funds. Where applicable, it shall also inform the
client of the fact that a depository may have a security interest or
lien over, or right of set-off in relation to those instruments or
funds.

7. An investment firm, before entering into securities financing
transactions in relation to financial instruments held by it on
behalf of a retail client, or before otherwise using such financial
instruments for its own account or the account of another client,
shall in good time before the use of those instruments provide
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the retail client, in a durable medium, with clear, full and accurate
information on the obligations and responsibilities of the
investment firm with respect to the use of those financial
instruments, including the terms for their restitution, and on the
risks involved.

Article 33
(fourth indent of Article 19(3) of Directive 2004/39/EC)
Information about costs and associated charges

Member States shall require investment firms to provide their
retail clients and potential retail clients with information on costs
and associated charges that includes such of the following
elements as are relevant:

(a) the total price to be paid by the client in connection with
the financial instrument or the investment service or
ancillary service, including all related fees, commissions,
charges and expenses, and all taxes payable via the
investment firm or, if an exact price cannot be indicated,
the basis for the calculation of the total price so that the
client can verify it;

(b) where any part of the total price referred to in point (a) is to
be paid in or represents an amount of foreign currency, an
indication of the currency involved and the applicable
currency conversion rates and costs;

(c) notice of the possibility that other costs, including taxes,
related to transactions in connection with the financial
instrument or the investment service may arise for the
client that are not paid via the investment firm or imposed

by it;
(d) the arrangements for payment or other performance.

For the purposes of point (a), the commissions charged by the
firm shall be itemised separately in every case.

Article 34

(second and fourth indent of Article 19(3)
of Directive 2004/39/EC)

Information drawn up in accordance
with Directive 85/611/EEC

1. Member States shall ensure that in respect of units in a
collective investment undertaking covered by Directive 85/611/
EEC, a simplified prospectus complying with Article 28 of that
Directive is regarded as appropriate information for the purposes
of the second indent of Article 19(3) of Directive 2004/39/EC.

2. Member States shall ensure that in respect of units in a
collective investment undertaking covered by Directive 85/611/
EEC, a simplified prospectus complying with Article 28 of that
Directive is regarded as appropriate information for the purposes
of the fourth indent of Article 19(3) of Directive 2004/39/EC

with respect to the costs and associated charges related to the
UCITS itself, including the exit and entry commissions.

SECTION 3
Assessment of suitability and appropriateness
Article 35
(Article 19(4) of Directive 2004/39/EC)
Assessment of suitability

1. Member States shall ensure that investment firms obtain
from clients or potential clients such information as is necessary
for the firm to understand the essential facts about the client and
to have a reasonable basis for believing, giving due consideration
to the nature and extent of the service provided, that the specific
transaction to be recommended, or entered into in the course of
providing a portfolio management service, satisfies the following
criteria:

(@) it meets the investment objectives of the client in question;

(b) it is such that the client is able financially to bear any related
investment risks consistent with his investment objectives;

(c) it is such that the client has the necessary experience and
knowledge in order to understand the risks involved in the
transaction or in the management of his portfolio.

2. Where an investment firm provides an investment service to
a professional client it shall be entitled to assume that, in relation
to the products, transactions and services for which it is so
classified, the client has the necessary level of experience and
knowledge for the purposes of paragraph 1(c).

Where that investment service consists in the provision of
investment advice to a professional client covered by Section 1 of
Annex II to Directive 2004/39[EC, the investment firm shall be
entitled to assume for the purposes of paragraph 1(b) that the
client is able financially to bear any related investment risks
consistent with the investment objectives of that client.

3. The information regarding the financial situation of the
client or potential client shall include, where relevant, informa-
tion on the source and extent of his regular income, his assets,
including liquid assets, investments and real property, and his
regular financial commitments.

4. The information regarding the investment objectives of the
client or potential client shall include, where relevant, informa-
tion on the length of time for which the client wishes to hold the
investment, his preferences regarding risk taking, his risk profile,
and the purposes of the investment.

5. Where, when providing the investment service of invest-
ment advice or portfolio management, an investment firm does
not obtain the information required under Article 19(4) of
Directive 2004/39/EC, the firm shall not recommend investment
services or financial instruments to the client or potential client.
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Article 36

(Article 19(5) of Directive 2004/39/EC)

Assessment of appropriateness

Member States shall require investment firms, when assessing
whether an investment service as referred to in Article 19(5) of
Directive 2004/39/EC is appropriate for a client, to determine
whether that client has the necessary experience and knowledge
in order to understand the risks involved in relation to the
product or investment service offered or demanded.

For those purposes, an investment firm shall be entitled to
assume that a professional client has the necessary experience
and knowledge in order to understand the risks involved in
relation to those particular investment services or transactions,
or types of transaction or product, for which the client is
classified as a professional client.

Article 37

(Article 19(4) and (5) of Directive 2004/39/EC)

Provisions common to the assessment of suitability or
appropriateness

1. Member States shall ensure that the information regarding a
client’s or potential client’s knowledge and experience in the
investment field includes the following, to the extent appropriate
to the nature of the client, the nature and extent of the service to
be provided and the type of product or transaction envisaged,
including their complexity and the risks involved:

(@) the types of service, transaction and financial instrument
with which the client is familiar;

(b) the nature, volume, and frequency of the client’s transac-
tions in financial instruments and the period over which
they have been carried out;

c) the level of education, and profession or relevant former
p
profession of the client or potential client.

2. An investment firm shall not encourage a client or potential
client not to provide information required for the purposes of
Article 19(4) and (5) of Directive 2004/39/EC.

3. An investment firm shall be entitled to rely on the
information provided by its clients or potential clients unless it
is aware or ought to be aware that the information is manifestly
out of date, inaccurate or incomplete.

Article 38

(first indent of Article 19(6) of Directive 2004/39/EC)

Provision of services in non-complex instruments

A financial instrument which is not specified in the first indent of
Article 19(6) of Directive 2004/39/EC shall be considered as
non-complex if it satisfies the following criteria:

(@) it does not fall within Article 4(1)(18)(c) of, or points (4) to
(10) of Section C of Annex I to, Directive 2004/39/EC;

(b) there are frequent opportunities to dispose of, redeem, or
otherwise realise that instrument at prices that are publicly
available to market participants and that are either market
prices or prices made available, or validated, by valuation
systems independent of the issuer;

(c) it does not involve any actual or potential liability for the
client that exceeds the cost of acquiring the instrument;

(d) adequately comprehensive information on its characteristics
is publicly available and is likely to be readily understood so
as to enable the average retail client to make an informed
judgment as to whether to enter into a transaction in that
instrument.

Article 39

(Article 19(1) and 19(7) of Directive 2004/39/EC)

Retail client agreement

Member States shall require an investment firm that provides an
investment service other than investment advice to a new retail
client for the first time after the date of application of this
Directive to enter into a written basic agreement, in paper or
another durable medium, with the client setting out the essential
rights and obligations of the firm and the client.

The rights and duties of the parties to the agreement may be
incorporated by reference to other documents or legal texts.
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SECTION 4
Reporting to clients
Article 40
(Article 19(8) of Directive 2004/39/EC)

Reporting obligations in respect of execution of orders
other than for portfolio management

1. Member States shall ensure that where investment firms
have carried out an order, other than for portfolio management,
on behalf of a client, they take the following action in respect of
that order:

(@) the investment firm must promptly provide the client, in a
durable medium, with the essential information concerning
the execution of that order;

(b) in the case of a retail client, the investment firm must send
the client a notice in a durable medium confirming
execution of the order as soon as possible and no later
than the first business day following execution or, if the
confirmation is received by the investment firm from a
third party, no later than the first business day following
receipt of the confirmation from the third party.

Point (b) shall not apply where the confirmation would contain
the same information as a confirmation that is to be promptly
dispatched to the retail client by another person.

Points (a) and (b) shall not apply where orders executed on behalf
of clients relate to bonds funding mortgage loan agreements with
the said clients, in which case the report on the transaction shall
be made at the same time as the terms of the mortgage loan are
communicated, but no later than one month after the execution
of the order.

2. In addition to the requirements under paragraph 1, Member
States shall require investment firms to supply the client, on
request, with information about the status of his order.

3. Member States shall ensure that, in the case of orders for a
retail clients relating to units or shares in a collective investment
undertaking which are executed periodically, investment firms
either take the action specified in point (b) of paragraph 1 or
provide the retail client, at least once every six months, with the
information listed in paragraph 4 in respect of those transac-
tions.

4. The notice referred to in point (b) of paragraph 1 shall
include such of the following information as is applicable and,
where relevant, in accordance with Table 1 of Annex I to
Regulation (EC) No 1287/2006:

(@) the reporting firm identification;

(b) the name or other designation of the client;

(c) the trading day;

(d) the trading time;

(e) the type of the order;

(f)  the venue identification;

(@) the instrument identification;

(h) the buy/sell indicator;

(i) the nature of the order if other than buy/sell;
() the quantity;

(k) the unit price;

()  the total consideration;

(m) a total sum of the commissions and expenses charged and,
where the retail client so requests, an itemised breakdown;

(n) the client’s responsibilities in relation to the settlement of
the transaction, including the time limit for payment or
delivery as well as the appropriate account details where
these details and responsibilities have not previously been
notified to the client;

(o) if the client’s counterparty was the investment firm itself or
any person in the investment firm’s group or another client
of the investment firm, the fact that this was the case unless
the order was executed through a trading system that
facilitates anonymous trading.

For the purposes of point (k), where the order is executed in
tranches, the investment firm may supply the client with
information about the price of each tranche or the average price.
Where the average price is provided, the investment firm shall
supply the retail client with information about the price of each
tranche upon request.

5. The investment firm may provide the client with the
information referred to in paragraph 4 using standard codes if it
also provides an explanation of the codes used.

Article 41
(Article 19(8) of Directive 2004/39/EC)
Reporting obligations in respect of portfolio management

1. Member States shall require investments firms which
provide the service of portfolio management to clients to
provide each such client with a periodic statement in a durable
medium of the portfolio management activities carried out on
behalf of that client unless such a statement is provided by
another person.
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2. In the case of retail clients, the periodic statement required
under paragraph 1 shall include, where relevant, the following
information:

(@) the name of the investment firm;
(b) the name or other designation of the retail client’s account;

(c) a statement of the contents and the valuation of the
portfolio, including details of each financial instrument
held, its market value, or fair value if market value is
unavailable and the cash balance at the beginning and at the
end of the reporting period, and the performance of the
portfolio during the reporting period;

(d) the total amount of fees and charges incurred during the
reporting period, itemising at least total management fees
and total costs associated with execution, and including,
where relevant, a statement that a more detailed breakdown
will be provided on request;

() acomparison of performance during the period covered by
the statement with the investment performance benchmark
(if any) agreed between the investment firm and the client;

(f) the total amount of dividends, interest and other payments
received during the reporting period in relation to the
client’s portfolio;

(g) information about other corporate actions giving rights in
relation to financial instruments held in the portfolio;

(h) for each transaction executed during the period, the
information referred to in Article 40(4)(c) to (I) where
relevant, unless the client elects to receive information
about executed transactions on a transaction-by-transaction
basis, in which case paragraph 4 of this Article shall apply.

3. In the case of retail clients, the periodic statement referred to
in paragraph 1 shall be provided once every six months, except
in the following cases:

(@) where the client so requests, the periodic statement must be
provided every three months;

(b) in cases where paragraph 4 applies, the periodic statement
must be provided at least once every 12 months;

(c) where the agreement between an investment firm and a
retail client for a portfolio management service authorises a
leveraged portfolio, the periodic statement must be
provided at least once a month.

Investment firms shall inform retail clients that they have the
right to make requests for the purposes of point (a).

However, the exception provided for in point (b) shall not apply
in the case of transactions in financial instruments covered by

Article 4(1)(18)(c) of, or any of points 4 to 10 of Section C in
Annex I to, Directive 2004/39/EC.

4. Member States shall require investment firms, in cases where
the client elects to receive information about executed transac-
tions on a transaction-by-transaction basis, to provide promptly
to the client, on the execution of a transaction by the portfolio
manager, the essential information concerning that transaction
in a durable medium.

Where the client concerned is a retail client, the investment firm
must send him a notice confirming the transaction and
containing the information referred to in Article 40(4) no later
than the first business day following that execution or, if the
confirmation is received by the investment firm from a third
party, no later than the first business day following receipt of the
confirmation from the third party.

The second subparagraph shall not apply where the confirmation
would contain the same information as a confirmation that is to
be promptly dispatched to the retail client by another person.

Article 42

(Article 19(8) of Directive 2004/39/EC)

Additional reporting obligations for portfolio management
or contingent liability transactions

Member States shall ensure that where investment firms provide
portfolio management transactions for retail clients or operate
retail client accounts that include an uncovered open position in
a contingent liability transaction, they also report to the retail
client any losses exceeding any predetermined threshold, agreed
between the firm and the client, no later than the end of the
business day in which the threshold is exceeded or, in a case
where the threshold is exceeded on a non-business day, the close
of the next business day.

Article 43

(Article 19(8) of Directive 2004/39/EC)

Statements of client financial instruments or client funds

1. Member States shall require investment firms that hold client
financial instruments or client funds to send at least once a year,
to each client for whom they hold financial instruments or funds,
a statement in a durable medium of those financial instruments
or funds unless such a statement has been provided in any other
periodic statement.

The first subparagraph shall not apply to a credit institution
authorised under Directive 2000/12/EC in respect of deposits
within the meaning of that Directive held by that institution.
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2. The statement of client assets referred to in paragraph 1 shall
include the following information:

(@)  details of all the financial instruments or funds held by the
investment firm for the client at the end of the period
covered by the statement;

(b) the extent to which any client financial instruments or
client funds have been the subject of securities financing
transactions;

(c) the extent of any benefit that has accrued to the client by
virtue of participation in any securities financing transac-
tions, and the basis on which that benefit has accrued.

In cases where the portfolio of a client includes the proceeds of
one or more unsettled transactions, the information referred to
in point (a) may be based either on the trade date or the
settlement date, provided that the same basis is applied
consistently to all such information in the statement.

3. Member States shall permit investment firms which hold
financial instruments or funds and which carry out the service of
portfolio management for a client to include the statement of
client assets referred to in paragraph 1 in the periodic statement
it provides to that client pursuant to Article 41(1).

SECTION 5
Best execution
Article 44
(Articles 21(1) and 19(1) of Directive 2004/39/EC)
Best execution criteria

1. Member States shall ensure that, when executing client
orders, investment firms take into account the following criteria
for determining the relative importance of the factors referred to
in Article 21(1) of Directive 2004/39/EC:

(@) the characteristics of the client including the categorisation
of the client as retail or professional;

(b) the characteristics of the client order;

(c) the characteristics of financial instruments that are the
subject of that order;

(d) the characteristics of the execution venues to which that
order can be directed.

For the purposes of this Article and Article 46, ‘execution venue’
means a regulated market, an MTF, a systematic internaliser, or a
market maker or other liquidity provider or an entity that
performs a similar function in a third country to the functions
performed by any of the foregoing.

2. An investment firm satisfies its obligation under
Article 21(1) of Directive 2004/39/EC to take all reasonable

steps to obtain the best possible result for a client to the extent
that it executes an order or a specific aspect of an order following
specific instructions from the client relating to the order or the
specific aspect of the order.

3. Where an investment firm executes an order on behalf of a
retail client, the best possible result shall be determined in terms
of the total consideration, representing the price of the financial
instrument and the costs related to execution, which shall
include all expenses incurred by the client which are directly
related to the execution of the order, including execution venue
fees, clearing and settlement fees and any other fees paid to third
parties involved in the execution of the order.

For the purposes of delivering best execution where there is more
than one competing venue to execute an order for a financial
instrument, in order to assess and compare the results for the
client that would be achieved by executing the order on each of
the execution venues listed in the firm’s order execution policy
that is capable of executing that order, the firm's own
commissions and costs for executing the order on each of the
eligible execution venues shall be taken into account in that
assessment.

4. Member States shall require that investment firms do not
structure or charge their commissions in such a way as to
discriminate unfairly between execution venues.

5. Before 1 November 2008 the Commission shall present a
report to the European Parliament and to the Council on the
availability, comparability and consolidation of information
concerning the quality of execution of various execution venues.

Article 45

(Article 19(1) of Directive 2004/39/EC)

Duty of investment firms carrying out portfolio
management and reception and transmission of orders to
act in the best interests of the client

1. Member States shall require investment firms, when
providing the service of portfolio management, to comply with
the obligation under Article 19(1) of Directive 2004/39/EC to act
in accordance with the best interests of their clients when placing
orders with other entities for execution that result from decisions
by the investment firm to deal in financial instruments on behalf
of its client.

2. Member States shall require investment firms, when
providing the service of reception and transmission of orders,
to comply with the obligation under Article 19(1) of Directive
2004/39/EC to act in accordance with the best interests of their
clients when transmitting client orders to other entities for
execution.

3. Member States shall ensure that, in order to comply with
paragraphs 1 or 2, investment firms take the actions mentioned
in paragraphs 4 to 6.
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4. Investment firms shall take all reasonable steps to obtain the
best possible result for their clients taking into account the
factors referred to in Article 21(1) of Directive 2004/39/EC. The
relative importance of these factors shall be determined by
reference to the criteria set out in Article 44(1)and, for retail
clients, to the requirement under Article 44(3).

An investment firm satisfies its obligations under paragraph 1 or
2, and is not required to take the steps mentioned in this
paragraph, to the extent that it follows specific instructions from
its client when placing an order with, or transmitting an order to,
another entity for execution.

5. Investment firms shall establish and implement a policy to
enable them to comply with the obligation in paragraph 4. The
policy shall identify, in respect of each class of instruments, the
entities with which the orders are placed or to which the
investment firm transmits orders for execution. The entities
identified must have execution arrangements that enable the
investment firm to comply with its obligations under this Article
when it places or transmits orders to that entity for execution.

Investment firms shall provide appropriate information to their
clients on the policy established in accordance with this
paragraph.

6. Investment firms shall monitor on a regular basis the
effectiveness of the policy established in accordance with
paragraph 5 and, in particular, the execution quality of the
entities identified in that policy and, where appropriate, correct
any deficiencies.

In addition, investment firms shall review the policy annually.
Such a review shall also be carried out whenever a material
change occurs that affects the firm’s ability to continue to obtain
the best possible result for their clients.

7. This Article shall not apply when the investment firm that
provides the service of portfolio management and/or reception
and transmission of orders also executes the orders received or
the decisions to deal on behalf of its client’s portfolio. In those
cases Article 21 of Directive 2004/39/EC applies.

Article 46

(Article 21(3) and (4) of Directive 2004/39/EC)

Execution policy

1. Member States shall ensure that investment firms review
annually the execution policy established pursuant to
Article 21(2) of Directive 2004/39/EC, as well as their order
execution arrangements.

Such a review shall also be carried out whenever a material
change occurs that affects the firm’s ability to continue to obtain

the best possible result for the execution of its client orders on a
consistent basis using the venues included in its execution policy.

2. Investment firms shall provide retail clients with the
following details on their execution policy in good time prior
to the provision of the service:

(@) an account of the relative importance the investment firm
assigns, in accordance with the criteria specified in
Article 44(1), to the factors referred to in Article 21(1) of
Directive 2004/39/EC, or the process by which the firm
determines the relative importance of those factors;

(b) a list of the execution venues on which the firm places
significant reliance in meeting its obligation to take all
reasonable steps to obtain on a consistent basis the best
possible result for the execution of client orders;

(c) a clear and prominent warning that any specific instruc-
tions from a client may prevent the firm from taking the
steps that it has designed and implemented in its execution
policy to obtain the best possible result for the execution of
those orders in respect of the elements covered by those
instructions.

That information shall be provided in a durable medium, or by
means of a website (where that does not constitute a durable
medium) provided that the conditions specified in Article 3(2)
are satisfied.

SECTION 6

Client order handling

Article 47

(Articles 22(1) and 19(1) of Directive 2004/39/EC)

General principles

1. Member States shall require investment firms to satisfy the
following conditions when carrying out client orders:

(@) they must ensure that orders executed on behalf of clients
are promptly and accurately recorded and allocated;

(b) they must carry out otherwise comparable client orders
sequentially and promptly unless the characteristics of the
order or prevailing market conditions make this impractic-
able, or the interests of the client require otherwise;

(c) they must inform a retail client about any material difficulty
relevant to the proper carrying out of orders promptly
upon becoming aware of the difficulty.
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2. Where an investment firm is responsible for overseeing or
arranging the settlement of an executed order, it shall take all
reasonable steps to ensure that any client financial instruments
or client funds received in settlement of that executed order are
promptly and correctly delivered to the account of the
appropriate client.

3. An investment firm shall not misuse information relating to
pending client orders, and shall take all reasonable steps to
prevent the misuse of such information by any of its relevant
persons.

Article 48

(Articles 22(1) and 19(1) of Directive 2004/39/EC)

Aggregation and allocation of orders

1. Member States shall not permit investment firms to carry
out a client order or a transaction for own account in
aggregation with another client order unless the following
conditions are met:

() it must be unlikely that the aggregation of orders and
transactions will work overall to the disadvantage of any
client whose order is to be aggregated;

(b) it must be disclosed to each client whose order is to be
aggregated that the effect of aggregation may work to its
disadvantage in relation to a particular order;

() an order allocation policy must be established and
effectively implemented, providing in sufficiently precise
terms for the fair allocation of aggregated orders and
transactions, including how the volume and price of orders
determines allocations and the treatment of partial
executions.

2. Member States shall ensure that where an investment firm
aggregates an order with one or more other client orders and the
aggregated order is partially executed, it allocates the related
trades in accordance with its order allocation policy.

Article 49

(Articles 22(1) and 19(1) of Directive 2004/39/EC)

Aggregation and allocation of transactions for own account

1. Member States shall ensure that investment firms which
have aggregated transactions for own account with one or more
client orders do not allocate the related trades in a way that is
detrimental to a client.

2. Member States shall require that, where an investment firm
aggregates a client order with a transaction for own account and

the aggregated order is partially executed, it allocates the related
trades to the client in priority to the firm.

However, if the firm is able to demonstrate on reasonable
grounds that without the combination it would not have been
able to carry out the order on such advantageous terms, or at all,
it may allocate the transaction for own account proportionally, in
accordance with its order allocation policy referred to in
Article 48(1)(c).

3. Member States shall require investment firms, as part of the
order allocation policy referred to in Article 48(1)(c), to put in
place procedures designed to prevent the reallocation, in a way
that is detrimental to the client, of transactions for own account
which are executed in combination with client orders.

SECTION 7

Eligible counterparties

Article 50

(Article 24(3) of Directive 2004/39/EC)

Eligible counterparties

1. Member States may recognise an undertaking as an eligible
counterparty if that undertaking falls within a category of clients
who are to be considered professional clients in accordance with
paragraphs 1, 2 and 3 of Section I of Annex II to Directive 2004/
39/EC, excluding any category which is explicitly mentioned in
Article 24(2) of that Directive.

On request, Member States may also recognise as eligible
counterparties undertakings which fall within a category of
clients who are to be considered professional clients in
accordance with Section II of Annex II to Directive 2004/39/
EC. In such cases, however, the undertaking concerned shall be
recognised as an eligible counterparty only in respect of the
services or transactions for which it could be treated as a
professional client.

2. Where, pursuant to the second subparagraph of Article 24
(2) of Directive 2004/39(EC, an eligible counterparty requests
treatment as a client whose business with an investment firm is
subject to Articles 19, 21 and 22 of that Directive, but does not
expressly request treatment as a retail client, and the investment
firm agrees to that request, the firm shall treat that eligible
counterparty as a professional client.

However, where that eligible counterparty expressly requests
treatment as a retail client, the provisions in respect of requests of
non-professional treatment specified in the second, third and
fourth sub-paragraphs of Section I of Annex II to Directive
2004/39/EC shall apply.
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SECTION 8

Record-keeping

Article 51

(Article 13(6) of Directive 2004/39(EC)

Retention of records

1. Member States shall require investment firms to retain all the
records required under Directive 2004/39/EC and its implement-
ing measures for a period of at least five years.

Additionally, records which set out the respective rights and
obligations of the investment firm and the client under an
agreement to provide services, or the terms on which the firm
provides services to the client, shall be retained for at least the
duration of the relationship with the client.

However, competent authorities may, in exceptional circum-
stances, require investment firms to retain any or all of those
records for such longer period as is justified by the nature of the
instrument or transaction, if that is necessary to enable the
authority to exercise its supervisory functions under Directive
2004/39/EC.

Following the termination of the authorisation of an investment
firm, Member States or competent authorities may require the
firm to retain records for the outstanding term of the five year
period required under the first subparagraph.

2. The records shall be retained in a medium that allows the
storage of information in a way accessible for future reference by
the competent authority, and in such a form and manner that the
following conditions are met:

(@) the competent authority must be able to access them
readily and to reconstitute each key stage of the processing
of each transaction;

(b) it must be possible for any corrections or other amend-
ments, and the contents of the records prior to such
corrections or amendments, to be easily ascertained;

(c) it must not be possible for the records otherwise to be
manipulated or altered.

3. The competent authority of each Member State shall draw
up and maintain a list of the minimum records investment firms
are required to keep under Directive 2004/39/EC and its
implementing measures.

4. Record-keeping obligations under Directive 2004/39/EC
and in this Directive are without prejudice to the right of
Member States to impose obligations on investment firms

relating to the recording of telephone conversations or electronic
communications involving client orders.

5. Before 31 December 2009 the Commission shall, in the light
of discussions with the Committee of European Securities
Regulators, report to the European Parliament and the Council
on the continued appropriateness of the provisions of
paragraph 4.

SECTION 9
Defined terms for the purposes of Directive 2004/39/EC
Article 52
(Article 4(1)(4) of Directive 2004/39/EC)
Investment advice

For the purposes of the definition of ‘investment advice’ in
Article 4(1)(4) of Directive 2004/39/EC, a personal recommen-
dation is a recommendation that is made to a person in his
capacity as an investor or potential investor, or in his capacity as
an agent for an investor or potential investor.

That recommendation must be presented as suitable for that
person, or must be based on a consideration of the
circumstances of that person, and must constitute a recommen-
dation to take one of the following sets of steps:

(@) to buy, sell, subscribe for, exchange, redeem, hold or
underwrite a particular financial instrument;

(b) to exercise or not to exercise any right conferred by a
particular financial instrument to buy, sell, subscribe for,
exchange, or redeem a financial instrument.

A recommendation is not a personal recommendation if it is
issued exclusively through distribution channels or to the public.

CHAPTER IV
FINAL PROVISIONS
Article 53
Transposition

1. Member States shall adopt and publish, by 31 January 2007
at the latest, the laws, regulations and administrative provisions
necessary to comply with this Directive. They shall forthwith
communicate to the Commission the text of those provisions
and a correlation table between those provisions and this
Directive.

2. Member States shall apply those provisions from
1 November 2007.
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3. When Member States adopt those provisions, they shall
contain a reference to this Directive or be accompanied by such a
reference on the occasion of their official publication. Member
States shall determine how such reference is to be made.

4. Member States shall communicate to the Commission the
text of the main provisions of national law which they adopt in
the field covered by this Directive.

Article 54
Entry into force

This Directive shall enter into force on the 20th day following its
publication in the Official Journal of the European Union.

Article 55
Addressees

This Directive is addressed to the Member States.

Done at Brussels, 10 August 2006.

For the Commission
Charlie McCREEVY

Member of the Commission
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REC Contents

REC 6A EEA market operators in the United Kingdom
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6A.2 Removal of passport rights from EEA market operator
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REC 1 : Introduction

Section 1.1 : Application

1.1.1

1.1.1A

1.1.2

1.1.3

1.1 Application

[G] | The rules and guidance in this sourcebook apply to recognised bodies and to applicants

for recognition as recognised bodies under Part XVIII of the Act (Recognised Investment
Exchanges and Clearing Houses).

[G] | The guidance in M REC 6A applies to EEA market operators exercising passporting

6] (1)

rights in the United Kingdom.

Recognised bodies are exempt persons under section 285 of the Act
(Exemption for recognised investment exchanges and clearing houses).

UK recognised bodies must satisfy recognition requirements prescribed by
the Treasury (in certain cases with the approval of the Secretary of State) in
the Recognition Requirements Regulations.UK RIEs must also satisfy the
MiFID implementing requirements in the MiFID Regulation. Overseas
recognised bodies must satisfy recognition requirements laid down in section
292 of the Act (Overseas investment exchanges and overseas clearing houses).

Recognised bodies must also comply with notification requirements in, and
with notification rules made under, sections 293 (Notification requirements)
and 295 (Notification: overseas investment exchanges and clearing houses)
of the Act.

The recognition requirements for UK recognised bodies and the MiFID
implementing requirements are set out, with guidance, in Bl REC 2.

The notification rules for UKrecognised bodies are set out in Ml REC 3 together
with guidance on those rules.

Guidance on the FSA's approach to the supervision of recognised bodies is
given in M REC 4.

Guidance for applicants (and potential applicants) for UK recognised body
status is given in M REC 5.

The recognition requirements, notification rules, and guidance for overseas
recognised bodies and guidance for applicants (and potential applicants) for
overseas recognised body status are set out in ll REC 6.
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REC 1 : Introduction Section 1.1 : Application

(5A) Guidance for EEA market operators exercising their passporting rights in the
United Kingdom is set out in ll REC 6A. 1

(6) The fees rules for recognised bodies and applicants are set out in Bl FEES 1, H 2,
H3and M4.
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Section 1.2 : Purpose, status and quotations

1.2.1

1.2.2

1.2.3

1.2 Purpose, status and quotations

Purpose

..............................................................................................................

The purpose of the guidance (other than in Bl REC 6A) in this sourcebook is to give
information on the recognition requirements, other obligations on recognised bodies
in or under the Act and the MiFID implementing requirements. The purpose of the
guidance in B REC 6A is to give EEA market operators information about their
passporting rights in the United Kingdom . Explanations of the purposes of the rules
in this sourcebook are given in the chapters concerned.

Status

(1) Most of the provisions in this sourcebook are marked with a G (to indicate
guidance) or an R (to indicate a rule). Quotations from UK statute or
statutory instruments are marked with the letters "UK" unless they form
part of a piece of guidance. Quotations from the directly applicable MiFID
Regulation are marked with the letters "EU". For a discussion of the status
of provisions marked with a letter, see Chapter 6 of the Reader's Guide.

(2) Where the guidance states that the FSA may have regard to any factor in
assessing or determining whether a recognition requirement is satisfied, or
whether there is compliance with another obligation under the Act, or
whether a MiFID implementing requirement is satisfied, it means that the
FSA will take that factor into account so far as it is relevant.

(3) In determining whether a recognised body satisfies the recognition
requirements or complies with other obligations in or under the Act, or a
UK RIE satisfies the MiFID implementing requirements, the FSA will have
regard to any relevant factor, including, but not limited to, the factors
specifically discussed in the guidance.

Quotations

(1) This sourcebook contains quotations from the Act, the Recognition
Requirements Regulations and the Companies Act 1989 and the MiFID
Regulation and, where necessary, words have been added to, or substituted
for, the text of these provisions to facilitate understanding.

(2) The additions and substitutions are enclosed in square brackets ([ ]). The
omission of words within a quotation is indicated by three dots (...).
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REC 1 : Introduction Section 1.2 : Purpose, status and quotations

(3) Any words in these quotations which have the same meaning as Handbook
defined terms are shown in italics and their definitions may be found in the 1
Glossary.

(4) As these quotations contain provisions which impose obligations, they are
printed in bold type. The use of bold type is not intended to indicate that these
quotations are rules made by the FSA.

(5) None of the editorial changes made by the FSA in these quotations can supersede
or alter the meaning of the provision concerned.
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REC 2 : Recognition requirements Section 2.1 : Introduction

2.1 Introduction

2.1.1 This chapter contains the recognition requirements for UK recognised bodies and sets
out guidance on those requirements. This chapter also contains the MiFID implementing
requirements for UK RIEs. (The recognition requirements for overseas recognised
bodies are set out in ll REC 6.)

2.1.2 These recognition requirements must be satisfied by applicants for recognised body
status before recognition is granted and by all UK recognised bodies at all times while
they are recognised. In addition the MiFID implementing requirements must be satisfied
by applicants for UK RIE status before recognition is granted and by all UK RIEs at
all times while they are recognised. The same standards apply both on initial recognition
and throughout the period recognised body status is held. The terms UK RIE or UK
RCH in the guidance should be taken, therefore, to refer also to an applicant when
appropriate.

2.1.3 (1) The paragraphs in the Schedule to the Recognition Requirements Regulations
are grouped in this sourcebook in sections which give guidance on the same
subject for both UK RIEs and UK RCHs.

(2)  The table in MREC2.1.4 G indicates in which section each of those paragraphs
(and the associated guidance) can be found.
2.1.4 Table Location of recognition requirements and guidance
Recognition  Subject Section
Require- in REC
ments Regula- p)
tions
Regulation 6 Method of satisfying recognition requirements 2.2
Part I of the UK RIE recognition requirements
Schedule
Paragraph 1 Financial resources 2.3
Paragraph 2 Suitability 2.4
Paragraph 3 Systems and controls 2.5
Paragraphs 4(1)  General safeguards for investors 2.6
and 4(2)(aa)
Paragraph 4(2)(a) Access to facilities 2.7
FSA Handbook B  Release 120 @ December 2011 _
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Recognition  Subject Section
Requirements in REC

Regulations p)

Paragraph 4(2)(b) Proper markets 2.12
Paragraph 4(2)(c) Availability of relevant information 2.12
Paragraph 4(2)(d) Settlement 2.8
Paragraph 4(2)(e) Transaction recording 2.9
Paragraph 4(2)(ea) Conflicts 2.5
Paragraph 4(2)(f) Financial crime and market abuse 2.10
Paragraph 4(2)(g) Custody 2.11
Paragraph 4(3) Definition of relevant information 2.12
Paragraph 4A Provision of pre-trade information about share trading 2.6
Paragraph 4B Provision of post-trade information about share trading 2.6
Paragraph 6 Promotion and maintenance of standards 2.13
Paragraph 7 Rules and consultation 2.14
Paragraph 7A Admission of financial instruments to trading 2.12
Paragraph 7B and Access to facilities 2.7
7C
Paragraph 7D Settlement 2.8
Paragraph 7E Suspension and removal of financial instruments from trading 2.6
Paragraph 8 Discipline 2.15
Paragraph 9 Complaints 2.16
Paragraph 9A Operation of a multilateral trading facility 2.16A
Part II of the UK RIE default rules in respect of market contracts 2.17
Schedule
Part III of the UK RCH recognition requirements
Schedule
Paragraph 16 Financial resources 2.3
Paragraph 17 Suitability 2.4
Paragraph 18 Systems and controls 2.5
Paragraph 19(1)  General safeguards for investors 2.6
Paragraph 19(2)(a) Access to facilities 2.7
Paragraph 19(2)(b) Clearing services 2.8
Paragraph 19(2)(c) Transactions recording 2.9
Paragraph 19(2)(d) Financial crime and market abuse 2.10
Paragraph 19(2)(e) Custody 2.11
Paragraph 20 Promotion and maintenance of standards 2.13
Paragraph 21 Rules 2.14
Paragraph 22 Discipline 2.15
Paragraph 23 Complaints 2.16
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Section 2.1 : Introduction

2.1.5

Recognition  Subject Section
Require- in REC

ments Regula- p)
tions

Part IV of the UK RCH default rules in respect of market contracts 2.17
Schedule

Recitals and articles from the MiFID Regulation (and the associated guidance) relevant
to market transparency are set out in Bl REC 2.6. Articles from the MiFID Regulation
relevant to admission to trading are set out in Bl REC 2.12.
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REC 2 : Recognition requirements

Section 2.2 : Method of satisfying the recognition
requirements

2.2.1

2.2.2

N/

7IN

2.2 Method of satisfying the recognition
requirements

Recognition Requirements Regulations, Regulation 6

(1) In considering whether a [UK recognised body] or applicant satisfiesrecog-
nition requirementsapplying to it under these [Recognition Requirements
Regulations), the [FSA] may take into account all relevant circumstances
including the constitution of thepersonconcerned and its regulatory provi-
sions and practices within the meaning of section 302(1) of theAct.

(2) Without prejudice to the generality of paragraph (1), a [UK recognised
body] or applicant may satisfyrecognition requirements applying to it under
these [Recognition Requirements Regulations] by making arrangements for
functions to be performed on its behalf by any otherperson.

(3) Where a [UK recognised body] or applicant makes arrangements of the
kind mentioned in paragraph (2), the arrangements do not affect the re-
sponsibility imposed by the Act on the [UK recognised body] or applicant
to satisfy recognition requirements applying to it under these [Recognition
Requirements Regulations |, but it is in addition a recognition requirement
applying to the [UK recognised body] or applicant that the person who
performs (or is to perform) the functions is a fit and proper person who is
able and willing to perform them.

Relevant circumstances

The FSA will usually expect :

(1) the constitution, regulatory provisions and practices of the UK recognised body
or applicant;

(2) the nature (including complexity, diversity and risk) and scale of the UK
recognised body's or applicant's business;

(3) the size and nature of the market which is supported by the UK recognised
body's or applicant's facilities;

(4) the nature and status of the types of investor who use the UK recognised body's
or applicant's facilities or have an interest in the market supported by the UK
recognised body's or applicant's facilities; and

(5) the nature and scale of the risks to the regulatory objectives associated with the
matters described in (1) to (4);
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REC 2 : Recognition requirements

Section 2.2 : Method of satisfying the recognition
requirements

2.2.3

2.2.4

2.2.5

2.2.6

2.2.7

to be among the relevant circumstances which it will take into account in considering
whether a UK recognised body or applicant satisfies the recognition requirements.

Outsourcing

It is the UK recognised body's responsibility to demonstrate to the FSA that a person
who performs a function on behalf of the UK recognised body is fit and proper and
able and willing to perform that function. The recognition requirement referred to in
Regulation 6(3) applies to the UK recognised body and not to any person who performs
any function on its behalf. In this context, for a person to be "fit and proper" does
not necessarily imply that he is an authorised person, or qualified to be so, or that the
required standard is the same as that required either for authorised persons or
recognised bodies.

If a UK recognised body makes arrangements for functions to be performed on its
behalf by persons who are authorised persons or recognised bodies, this does not alter
its obligations under Regulation 6.

If a person who performs a function on behalf of a UK recognised body is himself
carrying on a regulated activity in the United Kingdom , he will, unless he is a person
to whom the general prohibition does not apply, need to be either an authorised person
or an exempt person . The person to whom a function is delegated is not covered by
the UK recognised body's exemption.

In determining whether the UK recognised body meets the recognition requirement in
Regulation 6(3), the FSA may have regard to whether that body has ensured that the
person who performs that function on its behalf:

(1) has sufficient resources to be able to perform the function (after allowing
for any other activities);

(2) has adequate systems and controls to manage that function and to report
on its performance to the UK recognised body;

(3) is managed by persons of sufficient skill, competence and integrity;

(4) understands the nature of the function it performs on behalf of the UK
recognised body and its significance for the UK recognised body's ability to
satisfy the recognition requirements and other obligations in or under the
Act ; and

(5) undertakes to perform that function in such a way as to enable the UK
recognised body to continue to satisfy the recognition requirements and
other obligations in or under the Act .

In determining whether a UK recognised body continues to satisfy the recognition
requirements where it has made arrangements for any function to be performed on its
behalf by any person , the FSA may have regard, in addition to any of the matters
described in the appropriate section of this chapter, to the arrangements made to
exercise control over the performance of the function, including:
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requirements

(1) the contracts (and other relevant documents) between the UK recognised body
and the person who performs the delegated function;

(2) the arrangements made to monitor the performance of that function; and

(3) the arrangements made to manage conflicts of interest and protect confidential !

regulatory information.
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Section 2.3 : Financial resources

2.3.1

2.3.2

2.3.3

*

2.3 Financial resources

Schedule to the Recognition Requirements Regulations, Paragraph 1

(1) The [UK RIE] must have financial resources sufficient for the proper
performance of its | relevant functions| as a [UK RIE].

(2) In considering whether this requirement is satisfied, the [FSA] must
(without prejudice to the generality of regulation 6(1)) take into account
all the circumstances, including the [UK RIE's] connection with
anyperson , and any activity carried on by the [UK RIE], whether or not
it is anexempt activity.

Schedule to the Recognition Requirements Regulations, Paragraph 16

(1) The [UK RCH | must have financial resources sufficient for the
proper performance of its [ relevant functions] as a [UK RCH].

(2) In considering whether this requirement is satisfied, the [FSA] may
(without prejudice to the generality of regulation 6(1)) take into account
all the circumstances, including the [UK RCH's] connection with
anyperson , and any activity carried on by the [ UK RCH |, whether or
not it is anexempt activity.

In determining whether a UK recognised body has financial resources sufficient for
the proper performance of its relevant functions, the FSA may have regard to:

(1) the operational and other risks to which the UK recognised body is exposed;

(2) if the UK recognised body acts as a central counterparty or otherwise
guarantees the performance of transactions in specified investments, the
counterparty and market risks to which it is exposed in that capacity;

(3) the amount and composition of the UK recognised body's capital,

(4) the amount and composition of the UK recognised body's liquid financial
assets;

(5) the amount and composition of the UK recognised body's other financial
resources (such as insurance policies and guarantees, where appropriate);

(6) the financial benefits, liabilities, risks and exposures arising from the UK
recognised body's connection with any person, including but not limited to,
its connection with:
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2.3.4

2.3.5

2.3.6

PAGE
2.

(a) any undertaking in the same group as the UK recognised body;

(b) any other person with a significant shareholding or stake in the UK
recognised bodyj

(c) any other person with whom the UK recognised body has made a significant
investment whether in the form of equity, debt, or by means of any
guarantee or other form of commitment;

(d) any person with whom it has a significant contractual relationship.

(7) in relation to a UK RIE, the nature and extent of the transactions concluded
on the UK RIE.

Accounting information and standards

The FSA will usually rely on a UK recognised body's published and internal management
accounts and financial projections, provided that those accounts and projections are
prepared in accordance with UK, US or international accounting standards.

Counterparty and market risks: principles

In assessing whether a UK recognised body has sufficient financial resources in relation
to counterparty and market risks, the FSA may have regard to:

(1) the amount and liquidity of its financial assets and the likely availability of
liquid financial resources to the UK recognised body during periods of major
market turbulence or other periods of major stress for the UK financial systems;
and

(2) the nature and scale of the UK recognised body's exposures to counterparty
and market risks and, where relevant, the counterparties to which it is exposed.

Operational and other risks: principles

In assessing whether a UK recognised body has sufficient financial resources in relation
to operational and other risks, the FSA may have regard to the extent to which, after
allowing for the financial resources necessary to cover counterparty and market risks, the
UK recognised body's financial resources are sufficient and sufficiently liquid:

(1) to enable the UK recognised body to continue carrying on properly the regulated
activities that it expects to carry on; and

(2) to ensure that it would be able to complete an orderly closure or transfer of its
exempt activities without being prevented from doing so by insolvency or lack
of available funds.

Operational and other risks: standard approach

..................................................................................................................

The FSA considers that a UK recognised body which (after allowing for the financial
resources necessary to cover counterparty and market risks) has at any time:

(1) liquid financial assets amounting to at least six months' operating costs; and

(2) net capital of at least this amount;
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REC 2 : Recognition requirements

Section 2.3 : Financial resources

2.3.8

2.3.9

will, at that time, have sufficient financial resources to meet the recognition requirement
unless there are special circumstances indicating otherwise.

(1) Inthis standard approach, the FSA assumes liquid financial assets are needed
to cover the costs that would be incurred during an orderly run down of the
UK recognised body's business as such, while continuing to satisfy all the
recognition requirements and complying with any other obligations under
the Act (including the obligations to pay periodic fees to the FSA under REC
7).

(2) The calculation of operating costs may exclude non-cash costs (costs that
do not involve an outflow of funds) and variable costs of the UK recognised
body'sexempt activities that would not be incurred if no exempt activities
were performed. Fixed costs should be included in the assessment of operating
costs. The FSA would normally expect the capital equal to the amount of
liquid financial assets to be in the form of equity.

Operational and other risks: alternative approaches

The FSA recognises that UK recognised bodies may wish to satisfy the recognition
requirements in different ways. The FSA does not prescribe any particular approach
to calculating financial resources or to assessing their adequacy. It is willing to discuss
with each UK recognised body the most appropriate way for it to meet the recognition
requirement and each UK recognised body will need to be able to show the FSA that
its financial resources are at all times sufficient to meet the recognition requirement.
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REC 2 : Recognition requirements Section 2.4 : Suitability

2.4 Suitability

2.4.1

7IN

Schedule to the Recognition Requirements Regulations, Paragraph 2

N/

(1) The [UK RIE] must be a fit and proper person to perform the [ relevant
functions | of a | UK RIE |.

(2) In considering whether this requirement is satisfied, the [FSA4] may
(without prejudice to the generality of regulation 6(1)) take into account
all the circumstances, including the [UK RIE's| connection with anyperson.

(3) The persons who effectively direct the business and operations of the
[UK RIE] must be of sufficiently good repute and sufficiently experienced
to ensure the sound and prudent management and operation of the financial
markets operated by it.

(4) The persons who are in a position to exercise significant influence over
the management of the [UK RIE], whether directly or indirectly must be
suitable.

2.4.2

\I/
7IN

Schedule to the Recognition Requirements Regulations, Paragraph 17

(1) The [UK RCH] must be a fit and properpersonto perform the [relevant
functions) of a [UK RCH].

(2) In considering whether this requirement is satisfied, the [FSA4] may
(without prejudice to the generality of regulation 6(1)) take into account
all the circumstances including the [UK RCH's] connection with anyperson.

2.4.3 [G] | In determining whether a UK recognised body is a fit and proper person, the FSA may
have regard to any relevant factor including, but not limited to:

(1) the commitment shown by the UK recognised body's governing body to satisfying
the recognition requirements and to complying with other obligations in or
under the Act;

(2) its arrangements, policies and resources for fulfilling its obligations under the
Act in relation to its activities as a UK recognised body;
11
(3)

(4) the arrangements made to ensure that its governing body has effective oversight
of the UK recognised body'srelevant functions;

the extent to which its constitution and organisation provide for effective
governance;
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(12

-

the access which its regulatory department has to the governing body;

the size and composition of its governing body, including;:

(a) the number of members of the governing body who represent members
of the UK recognised body or other persons and the types of person
whom they represent;

(b) the number and responsibilities of any members of the governing body
with executive roles within the UK recognised body; and

(c) the number of independent members of the governing body;

the structure and organisation of its governing body, including any
distribution of responsibilities among its members and committees;

the integrity and competence of its governing body and key individuals;

breaches of any relevant law, regulation or code of practice by the UK
recognised body or its key individuals;

its arrangements for ensuring that it employs individuals who are honest
and demonstrate high standards of integrity;

the effectiveness of its arrangements to control conflicts of interest (see also
REC 2.5); and

the independence of its regulatory department from its commercial and
marketing departments.

2.4.4 [G] | Indetermining whether a UK recognised body is a fit and proper person, the FSA may

have regard to its connections with:

any undertaking in the same group;

(2) any owner or part-owner of the UK recognised body;

(3) any person who has the right to appoint or remove members of the governing
body or other key individuals;

(4) any person who is able in practice to appoint or remove members of the
governing body or other key individuals;

(5) any person in accordance with whose instructions the governing body or
any key individual is accustomed to act; and

(6) any key individual in relation to the UK recognised body .

2.4.5 @ In assessing whether its connection with any person could affect whether a UK

(1)

recognised body is a fit and proper person, the FSA may have regard to:

the reputation and standing of that other person, including his standing with
any relevant UK or overseas regulator;

FSA Handbook M Release 120 @ December 2011 Z_A(E.&)2762

PAGE
12



REC 2 : Recognition requirements Section 2.4 : Suitability

(2) breaches of any law or regulation by that other person;

(3) theroles of any of the UK recognised body's key individuals who have a position
within organisations under the control or influence of that other person,
including their responsibilities in that organisation and the extent and type of
their access to its senior management or governing body;

(4) the extent to which the UK recognised body operates as a distinct entity
notwithstanding its connection with that other person;

(5) the extent to which the UK recognised body's governing body is responsible for
its day-to-day management and operations;

but nothing in this paragraph should be taken to imply any restriction on the ability of a
UK recognised body to outsource any function to any person in a manner consistent with
Regulation 6 of the Recognition Requirements Regulations.

2.4.6 [G] | Inassessing whether the persons who effectively direct the business and operations of the
UK RIE are of sufficiently good repute and sufficiently experienced to ensure the sound
and prudent management and operation of the financial markets operated by it, the FSA
may have regard to the repute and experience of the UK RIE's key individuals.
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Section 2.5 : Systems and controls and conflicts

2.5.1

2.5.1A

N 4

4(2)(ea)

)

(i)

2.5 Systems and controls and conflicts

K | Schedule to the Recognition Requirements Regulations, paragraph 3

(1) The [UK RIE] must ensure that the systems and controls used in
the performance of its [relevant functions] are adequate, and ap-
propriate for the scale and nature of its business.

(2)  Sub-paragraph (1) applies in particular to systems and controls

concerning -

(a) the transmission of information;

(b) the assessment, mitigation and management of risks to the
performance of the [UK RIE's relevant functions];

(c) the effecting and monitoring of transactions on the [UK
RIE];

(ca) the technical operation of the [UK RIE], including contin-
gency arrangements for disruption to its facilities;

(d) the operation of the arrangements mentioned in paragraph
4(2)(d); and

(e)  (where relevant) the safeguarding and administration of

assets belonging to users of the [UK RIE's] facilities.

K | Schedule to the Recognition Requirements Regulations, paragraph

Without prejudice to the generality of sub-paragraph [4(1)], the [UK
RIE] must ensure that -

appropriate arrangements are made to -

identify conflicts between the interests of the [UK RIE],
its owners and operators and the interests of the persons
who make use of its facilities or the interests of the finan-
cial markets operated by it; and

manage such conflicts so as to avoid adverse consequences
for the operation of the financial markets operated by
the [UK RIE] and for the persons who make use of its fa-
cilities.
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2.5.2

\I/
7IN

Schedule to the Recognition Requirements Regulations, paragraph 18

(1) The [UK RCH] must ensure that the systems and controls used in
the performance of its [relevant functions] are adequate, and appro-
priate for the scale and nature of its business.

(2) This requirement applies in particular to systems and controls con-
cerning-

(a) the transmission of information;

(b) the assessment and management of risks to the performance
of the [UK RCH'srelevant functions]|;

(c) the operation of the arrangements mentioned in paragraph
19(2)(b); and

(¢)  (where relevant) the safeguarding and administration of assets
belonging to users of the [UK RCH's | facilities.

2.5.3 [G] | In assessing whether the systems and controls used by a UK recognised body in the
performance of its relevant functions are adequate and appropriate for the scale and nature
of its business, the FSA may have regard to the UK recognised body's:

(1) arrangements for managing, controlling and carrying out its relevant functions,
including:

(a) the distribution of duties and responsibilities among its key individuals and
the departments of the UK recognised body responsible for performing its
relevant functions;

(b) the staffing and resources of the departments of the UK recognised body
responsible for performing its relevant functions;

(c) the arrangements made to enable key individuals to supervise the
departments for which they are responsible;

(d) the arrangements for appointing and supervising the performance of key
individuals (and their departments); and

(e) the arrangements by which the governing body is able to keep the allocation
of responsibilities between, and the appointment, supervision and
remuneration of, key individuals under review;

(2) arrangements for the identification and management of conflicts of interest;
(3) arrangements for internal and external audit; and

(4) information technology systems.

2.5.4 [G] | The following paragraphs set out other matters to which the FSA may have regard in
oACE assessing the systems and controls used for the transmission of information, risk
management, the effecting and monitoring of transactions, the operation of settlement
arrangements (the matters covered in paragraphs 4(2)(d) and 19(2)(b) of the Schedule to
the Recognition Requirements Regulations) and the safeguarding and administration of
assets.
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Section 2.5 : Systems and controls and conflicts

2.5.5

2.5.6

2.5.7

Information transmission

In assessing a UK recognised body's systems and controls for the transmission of
information, the FSA may also have regard to the extent to which these systems and
controls ensure that information is transmitted promptly and accurately:

(1) within the UK recognised body itself;
(2) to members; and

(3) (where appropriate) to other market participants or other relevant persons.

Risk management

..............................................................................................................

In assessing a UK recognised body's systems and controls for assessing and managing
risk, the FSA may also have regard to the extent to which these systems and controls
enable the UK recognised body to:

(1) identify all the general, operational, legal and market risks wherever they
arise in its activities;

(2) measure and control the different types of risk;

(3) allocate responsibility for risk management to persons with appropriate
knowledge and expertise; and

(4) provide sufficient, reliable information to key individuals and, where relevant,
the governing body of the UK recognised body.

Where the UK recognised body assumes significant counterparty risk (for example,
by acting as a central counterparty), the FSA may also have regard to:

(1) the position of the risk management department within the UK recognised
body, including its access to the governing body and its relationship with
the commercial or marketing departments of the UK recognised body;

(2) the frequency with which all exposures and risks incurred by the UK
recognised body are monitored against risk or exposure limits or other
appropriate control parameters;

(3) the frequency with which risk or exposure limits (or other control parameters)
are reviewed;

(4) the reliability of the arrangements for monitoring and assessing intra-day
movements in exposures and risks;

(5) the robustness of the arrangements for calculating, collecting and holding
margin payments and the allocation of losses; and

(6) the arrangements for stress testing of the adequacy of the UK recognised
body's financial resources to cover its exposures which may arise, for
example, with substantial movements in market values or counterparty
defaults.
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2.5.8 [G]

2.5.9 [G]

2.5.10 [G]
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2.5.11 [G]

Effecting and monitoring of transactions and operation of settlement
arrangements

In assessing a UK RIE's systems and controls for the effecting and monitoring of
transactions, and the systems and controls used by a UK recognised body for the operation
of settlement arrangements, the FSA may have regard to the totality of the arrangements
and processes through which a transaction is effected, cleared and settled, including:

(1) a UK RIE's arrangements under which orders are received and matched, and
its arrangements for trade and transaction reporting, and (if relevant) for
transmission to a settlement system or clearing house;

(2) a UK recognised body's arrangements under which clearing and settlement
instructions arising from a transaction are entered into its systems to the point
at which any rights or liabilities arising from that transaction are discharged;
and

(3) the arrangements made by the UK recognised body for monitoring and reviewing
the operation of these systems and controls.

Safeguarding and administration of assets

In assessing a UK recognised body's systems and controls for the safeguarding and
administration of assets belonging to users of its facilities, the FSA may have regard to
the totality of the arrangements and processes by which the UK recognised body:

(1) records the assets held and the identity of the owners of (and other persons with
relevant rights over) those assets;

(2) records any instructions given in relation to those assets;
(3) records the carrying out of those instructions;

(4) records any movements in those assets (or any corporate actions or other events
in relation to those assets); and

(5) reconciles its records of assets held with the records of any custodian or
sub-custodian used to hold these assets, and with the records of beneficial or
legal ownership of those assets.

Management of conflicts of interest

A conflict of interest arises in a situation where a person with responsibility to act in the
interests of one person may be influenced in his action by an interest or association of his
own, whether personal or business or employment related. Conflicts of interest can arise
both for the employees of UK recognised bodies and for the members (or other persons)
who may be involved in the decision-making process, for example where they belong to
committees or to the governing body. Conflicts of interest may also arise for the UK
recognised body itself as a result of its connection with another person.

The FSA recognises that a UK RCH has legitimate interests of its own and that its general
business policy may properly be influenced by other persons (such as its owners). Such a
connection does not necessarily imply the existence of a conflict of interest nor is it

necessary to exclude individuals closely connected with other persons (for example, those

responsible for the stewardship of the owner's interests) from all decision-making processes
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2.5.12

2.5.13

2.5.14

2.5.15

6]

6]

6]

6]

in a UK recognised body. However, there may be decisions, primarily regulatory
decisions, from which it may be appropriate to exclude an individual in certain
circumstances where an interest, position or connection of his conflicts with the interest
of the recognised body.

REC 2.5.13G to REC 2.5.16G set out the factors to which the FSA may have regard
in assessing a UK recognised body's systems and controls for managing conflicts of
interest.

The FSA may have regard to the arrangements a UK recognised body makes to structure
itself and to allocate responsibility for decisions so that it can continue to take proper
regulatory decisions notwithstanding any conflicts of interest, including:

(1) the size and composition of the governing body and relevant committees;

(2) the roles and responsibilities of key individuals, especially where they also
have responsibilities in other organisations;

(3) the arrangements for transferring decisions or responsibilities to alternates
in individual cases; and

(4) the arrangements made to ensure that individuals who may have a permanent
conflict of interest in certain circumstances are excluded from the process
of taking decisions (or receiving information) about matters in which that
conflict of interest would be relevant.

The FSA may also have regard to the systems and controls intended to ensure that
confidential information is only used for proper purposes. Where relevant, recognised
bodies will have to comply with section 348 (Restrictions on disclosure of confidential
information by the FSA etc.) and regulations made under section 349 (Exemptions
from section 348) of the Act.

The FSA may also have regard to the contracts of employment, staff rules, letters of
appointment for members of the governing body, members of relevant committees
and other key individuals and other guidance given to individuals on handling conflicts
of interest. Guidance to individuals may need to cover:

(1) the need for prompt disclosure of a conflict of interest to enable others, who
are not affected by the conflict, to assist in deciding how it should be
managed;

(2) the circumstances in which a general disclosure of conflicts of interest in
advance of any particular instance in which a conflict of interest arises may
be sufficient;

(3) the circumstances in which a general advance disclosure may not be adequate;

(4) the circumstances in which it would be appropriate for a conflicted individual
to withdraw from involvement in the matter concerned, without disclosing
the interest; and
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2.5.16

2.5.17

2.5.18

€]

6]

(5) the circumstances in which safeguards in addition to disclosure would be
required, such as the withdrawal of the individual from the decision-taking
process, or from access to relevant information.

The FSA may also have regard to the arrangements made:

(1) for enforcing rules or other provisions applicable to staff and other persons
involved in regulatory decisions; and

(2) to keep records of disclosures of conflicts of interest and the steps taken to

handle them.

Internal and external audit

A UK recognised body's arrangements for internal and external audit will be an important
part of its systems and controls. In assessing the adequacy of these arrangements, the FSA
may have regard to:

(1) the size, composition and terms of reference of any audit committee of the UK
recognised body'sgoverning body;

(2) the frequency and scope of external audit;
(3) the provision and scope of internal audit;
(4) the staffing and resources of the UK recognised body's internal audit department;

(5) the internal audit department's access to the UK recognised body's records and
other relevant information; and

(6) the position, responsibilities and reporting lines of the internal audit department
and its relationship with other departments of the UK recognised body.

Information technology systems

Information technology is likely to be a major component of the systems and controls
used by any UK recognised body. In assessing the adequacy of the information technology
used by a UK recognised body to perform or support its relevant functions, the FSA may
have regard to:

(1) the organisation, management and resources of the information technology
department within the UK recognised body;

(2) the arrangements for controlling and documenting the design, development,
implementation and use of information technology systems; and

(3) the performance, capacity and reliability of information technology systems.
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2.5.19

2.5.20

[G] | The FSA may also have regard to the arrangements for maintaining, recording and

(1)

enforcing technical and operational standards and specifications for information
technology systems, including:

the procedures for the evaluation and selection of information technology
systems;

the arrangements for testing information technology systems before live
operations;

the procedures for problem management and system change;

the arrangements to monitor and report system performance, availability
and integrity;

the arrangements (including spare capacity and access to back-up facilities)
made to ensure information technology systems are resilient and not prone
to failure;

the arrangements made to ensure business continuity in the event that an
information technology system does fail;

the arrangements made to protect information technology systems from
damage, tampering, misuse or unauthorised access; and

the arrangements made to ensure the integrity of data forming part of, or
being processed through, information technology systems.

[G] | The FSA may have regard to the arrangements made to keep clear and complete audit

parties.

trails of all uses of information technology systems and to reconcile (where appropriate)
the audit trails with equivalent information held by system users and other interested
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2.5A Guidance on Public Interest Disclosure Act:
Whistleblowing

Application and Purpose: Application

This section is relevant to every UK recognised body to the extent that the Public Interest
Disclosure Act 1998 ("PIDA") applies to it.

Purpose

..................................................................................................................

(1) The purposes of this section are to:

(a) provide UK recognised bodies with guidance regarding the provisions of
PIDA; and

(b) Encourage UK recognised bodies to consider adopting and communicating
to workers appropriate internal procedures for handling workers' concerns
as part of an effective risk management system.

(2) In this section "worker" includes, but is not limited to, an individual who has
entered into a contract of employment.

The guidance in this section concerns the effect of PIDA in the context of the relationship
between UK recognised bodies and the FSA. It is not comprehensive guidance on PIDA
itself.

Practical Measures: Effect of PIDA

..................................................................................................................

Under PIDA, any clause or term in an agreement between a worker and his employer is
void in so far as it purports to preclude the worker from making a protected disclosure
(that is, "blow the whistle").

In accordance with section 1 of PIDA:

(1) a "protected disclosure" is a qualifying disclosure which meets the relevant
requirements set out in that section;

(2) a "qualifying disclosure" is a disclosure, made in good faith, of information
which, in the reasonable belief of the worker making the disclosure, tends to
show that one or more of the following (a "failure") has been, is being, or is
likely to be, committed:

(a) a criminal offence; or

FSA Handbook M

Release 120 @ December 2011

LmE-0022DA.5



REC 2 : Recognition requirements

Section 2.5A : Guidance on Public Interest Disclosure
Act: Whistleblowing

2.5A.6

2.5A.7

6]

6]

(b) a failure to comply with any legal obligation; or

(c) a miscarriage of justice; or

(d) the putting of the health and safety of any individual in danger; or
(e) damage to the environment; or

(f)  deliberate concealment relating to any of (a) to (e);

it is immaterial whether the relevant failure occurred, occurs or would occur
in the United Kingdom or elsewhere, and whether the law applying to it is
that of the United Kingdom or of any other country or territory.

Internal Procedures

(1) UK recognised bodies are encouraged to consider adopting appropriate
internal procedures which will encourage their workers with concerns to
blow the whistle internally about matters which are relevant to the functions
of the FSA.

(2) In considering appropriate internal procedures, UK recognised bodiesmay
find the guidance provided to firms in B SYSC 18.2.2G (2) and B SYSC 18.2.2G (3)
helpful.

Link to fitness and propriety

..............................................................................................................

In determining whether a UK recognised body is a fit and proper person, the FSA may
have regard to any relevant factor including, but not limited to, how the UK recognised
body and key individuals have complied with any relevant law (see REC 2.4.3 G (9)).
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share trading and suspension and removal of

financial instruments from trading

2.6 General safeguards for investors, provision
of pre and post-trade information about
share trading and suspension and removal
of financial instruments from trading

2.6.1 5K | Schedule to the Recognition Requirements Regulations, Paragraph 4(1)
The [UK RIE] must ensure that business conducted by means of itsfacilitiesis
conducted in an orderly manner and so as to afford proper protection to
investors.

2.6.2 5K | Schedule to the Recognition Requirements Regulations, Paragraph 4(2)(aa)
Without prejudice to the generality of sub-paragraph [4(1)], the [UK RIE]
must ensure that -
it has transparent and non-discretionary rules and procedures -

(i) to provide for fair and orderly trading, and
(ii) to establish objective criteria for the efficient execution
of orders;

2.6.3 5K | Schedule to the Recognition Requirements Regulations, Paragraph 4A
(@)) The [UK RIE] must make arrangements for-

(a) current bid and offer prices for shares, and
(b) the depth of trading interest in shares at the prices

which are advertised through its systems,

to be made available to the public on reasonable commercial
terms and on a continuous basis during normal trading hours,
subject to the requirements contained in Chapter IV of the
[MiFID Regulation] [(see REC 2.6.7 EU and REC 2.6.21 EU to REC
2.6.24 EU)].

2) If [a UK RIE] decides to give investment firms and credit institu-
tions required to publish their quotes in shares-

(a) in accordance with Article 27 of [MiFID], or
PAGE
(b) by the [FSA],
access to the arrangements referred to in sub-paragraph (1), it

must do so on reasonable commercial terms and on a non-dis-
criminatory basis.
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Section 2.6 : General safeguards for investors,
provision of pre and post-trade information about
share trading and suspension and removal of
financial instruments from trading

The [FSA] may waive the requirements of sub-paragraph (1)
in the circumstances specified-

(a) in the case of shares to be traded on a multilateral
trading facility operated by the [UK RIE], in Article
29.2 of [MiFID] and Chapter IV of the [MiFID Reg-
ulation] [(see REC 2.6.10 EU and REC 2.6.13 EU)]; or

(b) in the case of shares to be traded on a regulated
market operated by the [UK RIE], in Article 44.2 of
[MiFID] and Chapter 1V of the [MiFID Regulation]
[(see REC 2.6.10 EU and REC 2.6.13 EU)].

Schedule to the Recognition Requirements Regulations, Paragraph 4B

The [UK RIE] must make arrangements for the price, volume
and time of transactions executed in shares to be made
available to the public as soon as possible after the time of
the transaction on reasonable commercial terms, subject to
the requirements contained in Chapter IV of the [MiFID
Regulation] [(see REC 2.6.15EU and REC 2.6.21 EU to REC 2.6.24
EU]).

If [a UK RIE] decides to give investment firms and credit in-
stitutions required to make public details of their transactions
in shares-

(a) in accordance with Article 28 of [MiFID], or
(b) by the [FSA],

access to the arrangements referred to in sub-paragraph
(1), it must do so on reasonable commercial terms and on a
non discriminatory basis.

The [FSA] may permit [UK RIEs] to defer the publication
required by sub-paragraph (1) in the circumstances speci-
fied, and subject to the requirements contained-

(a) in the case of shares traded on a multilateral trad-
ing facility operated by [a UK RIE], in Article 30.2
of [MiFID] and Chapter 1V of the [MiFID Regu-
lation] |(see REC 2.6.18 EU)]; or

(b) in the case of shares traded on regulated market
operated by [a UK RIE], in Article 45.2 of [MiFID]
and Chapter IV of the [MiFID Regulation] [(see
REC 2.6.18 EU)].

If the [FSA] permits [UK RIEs] to defer the publication re-
quired by sub-paragraph (1), those [UK RIEs| must ensure
that the existence of and the terms of the permission are
disclosed to users and members of their facilities and to in-
vestors.
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2.6.5

2.6.6

2.6.7

N
7 DN

Articles 29.2 and 44.2 of MiFID provide that the pre-trade transparency requirement can
be waived based on market model or the size and type of orders. In particular this
obligation can be waived in respect of transactions that are large in scale compared with
normal market size for the share or type of share in question. Articles 30.2 and 45.2 of
MiFID provide that publication of the details of transactions can be deferred based on
their type or size. In particular this obligation can be deferred in respect of transactions
that are large in scale compared with the normal market size for that share or that class
of shares.

Schedule to the Recognition Requirements Regulations, Paragraph 7E

The rules of the [UK RIE] must provide that the [UK RIE] must not exercise
its power to suspend or remove from trading on a regulated market operated
by it any financial instrument which no longer complies with its rules, where
such step would be likely to cause significant damage to the interests of
investors or the orderly functioning of the financial markets.

Article 17 of the MiFID Regulation

@)) A ... market operator operating an MTF or a regulated market
shall, in respect of each share admitted to trading on a regu-
lated market that is traded within a system operated by it and
specified in Table 1 of Annex II [(see REC 2.6.8 EU)], make
public the information set out in paragraphs 2 to 6.

) Where one of the entities referred to in paragraph 1 operates
a continuous auction order book trading system, it shall, for
each share as specified in paragraph 1, make public continu-
ously throughout its normal trading hours the aggregate
number of orders and of the shares those orders represent at
each price level, for the five best bid and offer price levels.

A3) Where one of the entities referred to in paragraph 1 operates
a quote-driven trading system, it shall, for each share as
specified in paragraph 1, make public continuously
throughout its normal trading hours the best bid and offer by
price of each market maker in that share, together with the
volumes attaching to those prices.

The quotes made public shall be those that represent binding
commitments to buy and sell the shares and which indicate
the price and volume of shares in which the registered market
makers are prepared to buy or sell.

In exceptional market conditions, however, indicative or one-
way prices may be allowed for a limited time.

@)) Where one of the entities referred to in paragraph 1 operates
a periodic auction trading system, it shall, for each share
specified in paragraph 1, make public continuously
throughout its normal trading hours the price that would best
satisfy the system's trading algorithm and the volume that

Section 2.6 : General safeguards for investors,
provision of pre and post-trade information about
share trading and suspension and removal of
financial instruments from trading
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provision of pre and post-trade information about
share trading and suspension and removal of

financial instruments from trading

Pre-trade transparency obligations

would potentially be executable at that price by participants
in that system.

Where one of the entities referred to in paragraph 1 oper-
ates a trading system which is not wholly covered by
paragraphs 2 or 3 or 4, either because it is a hybrid system
falling under more than one of those paragraphs or because
the price determination process is of a different nature, it
shall maintain a standard of pre-trade transparency that
ensures that adequate information is made public as to the
price level of orders or quotes for each share specified in
paragraph 1, as well as the level of trading interest in that
share.

In particular, the five best bid and offer price levels and/or
two-way quotes of each market maker in that share shall
be made public, if the characteristics of the price discovery
mechanism permit it.

(6) A summary of the information to be made public in accor-
dance with paragraphs 2 to 5 is specified in Table 1 of An-
nex II. [(see REC 2.6.8 EU)]

2.6.8 Table 1 of Annex II to the MiFID Regulation: Information to be made

public in accordance with Article 17 (see REC 2.6.9EU)
Type of system

Description of system Summary of informa-
tion to be made pub-

lic, in accordance
with Article 17

continuous auction or- asystem that by means the aggregate number

der book trading sys-
tem

quote-driven trading
system

of an order book and a
trading algorithm oper-
ated without human
intervention matches
sell orders with match-
ing buy orders on the
basis of the best avail-
able price on a continu-
ous basis

a system where transac-
tions are concluded on
the basis of firm quotes
that are continuously
made available to par-
ticipants, which re-
quires the market
makers to maintain

of orders and the
shares they represent
at each price level, for
at least the five best bid
and offer price levels.

the best bid and offer
by price of each market
maker in that share,
together with the vol-
umes attaching to those
prices
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